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CORRECTIONS

Revisions have been made to preliminary data published in the previous
issue, Winter 1983-84, for individual income tax returns for 1982, and
for corporation income tax returns for 1981. Preliminary data should
always be used with caution, as they are typically produced from incom-
plete files. However, some of ‘the revisions to individual income tax
data were significant and should be noted:

On page 10 (Winter issue): Corrected Preliminar
: miTTions of doTlars)
business net income less 1oss 51,193 - 50,948
all other income 54,830 62,796
total tax liability 283,465 285,627
On page 12 (Winter issue): . Corrected Preliminar
‘ (thousands of dollars)
“other - income (Tess-loss) - - .-16,071,298- . -7,714,298
total income tax 276,936,694 278,473,358
total tax 1iability 283,465,148 - 285,627,470

The reader should refer to pages 84 and 85 of this issue for
additional corrections of both national and State data. '

Revisions to the preliminary data on individual income tax returns for
1982, as published in Table 1 of the Selected Statistical Series in
the Winter issue, are presented on page 90 of this issue. Revisions
to the preliminary data on corporation income tax returns for 1981, as
published in Tables 5 and 6, are presented on pages 94-96. '




Tax Incentives for Saving

By Harvey Galper and Eugene Steuerle”

The promotion of a healthy rate of economic
growth has long been a central goal of public
policy. The two principal categories of
initiatives deployed in pursuit of that goal
have been macroeconomic measures and structural
tax incentives. The tax code now contains a
variety of provisions intended to encourage
saving and investment--and, through them,
growth. Because of the lagging performance of
the economy in recent years, many new incentives
for household saving have been proposed.
Unfortunately, few supporters of these proposals
or of the saving provisions now on the books
have developed a systematic conception of the
attributes required for a saving incentive to
be effective. In this article, we will grapple
with that crucial issue.

Two disclaimers should be noted at the outset.
First, we are not suggesting that increasing
household saving is the only, or even the most
important, goal of structural tax reform. An
equitable distribution of tax burdens, minimal
distortion of economic choices, and effective
administration of the tax system must be con-
sidered as well. Each of these goals may place
serious contraints on the possibilities for
changing the tax structure to promote saving.
Equity objectives may limit the extent of tax
changes in particular income classes. The goal
of a minimally distorting tax system requires
that consideration be given to the impact of
potential saving incentives on labor supply,
consumption patterns, and resource allocation
in general. Moreover, a tax system should be
capable of being administered without imposing
excessive paperwork or record-keeping burdens
on the taxpaying public. Tax reforms that are
designed to promote saving ought to be judged
along these dimensions as well.

Second, we make no claim that tax incentives,
even if well-designed, will necessarily
generate substantially higher saving rates;

saving mg just not be very responsive to tax
changes that increase after-tax rewards. It is
possible, however, to identify the criteria
that incentives must satisfy if they are to
have any chance of increasing saving levels.

In this essay, we first set out those
criteria. Then we Treview existing tax
incentives and evaluate them in terms of the
criteria. Lastly, after determining that
current incentives are decidedly deficient, we
describe several tax changes that would
constitute genuine saving incentives.

The Internal Revenue Code has numerous
provisions, involving hundreds of billions of
dollars annually, that affect the return to
household saving. These include special
deductions for retirement saving; dividend and
interest exclusions; deferral and exclusion
fron taxation of unrealized capital gains; and
full deductions for both real and inflationary
components of interest expenses. Because these
provisions were adopted in a piecemeal fashion,
they are uncoordinated and arbitrary in their
distribution of tax reductions among individuals
and among different types of assets.

In an inflationary environment, the combined
effect of these special purpose provisions
become even more random and arbitrary. For
example, inflation may increase the tax
advantages of saving in the form of owner-
occupied housing relative to the advantages
conferred by purchases of corporate stock; the
reason is that the yield from housing in the
form of in-kind services to the homeowner:' goes
untaxed, while the inflation-induced apprecia-
tion of stock values may lead to higher capital
gains taxes. Such disparities in the treatment
of different forms of capital income make the
appropriate design of saving incentives
especially crucial.

*Reprinted with the permission of the authors and Brookings Institution.
Harvey Galper is a senior fellow in the Economic Studies program at

Brookings.

He is a former director of the Office of Tax Analysis at the

Department of the Treasury. Eugene Steuerle is a federal executive fellow at
Brookings and assistant director of the Office of Tax Analysis at the
Department of the Treasury. (The views expressed are those of the authors and

do not necessarily reflect Treasury policy.)



2 Tax Incentives for Saving

DESIGN CRITERIA
INCENTIVE

FOR AN EFFICIENT SAVING

For any tax proposal or provision accurately
to be 1labeled a saving incentive, three
criteria must be met. First, tax benefits
should not go to taxpayers who simply switch
assets from one form of saving (or one kind of
account) to another. The shift of assets into
a tax-preferred form permits taxpayers to
achieve tax reductions with no  increase in
their saving. When one asset is favored over
others, there will indeed be additional ‘invest-
ment in the advantaged activity. However,
there will also be 1less investment in other
activities and a less efficient allocation of
investment across sectors and activities.
Thus, although total saving and investment
could conceivably increase if overall returns
to capital rise, that increase would come at
the cost of a poorer allocation of the capital
stock.

Second, no tax provision can be considered a.

true incentive if it does not apply at the
margin. A deduction with a cap--that is, one
with a 1limit on the amount of deduction or
exclusion permitted--provides little marginal

only $250 (column 2 of Table 1). Thus, the tax .
preference provides no additional return for.

increasing net saving. This problem can be
overcome only if the rule that is applied to
positive saving and capital income 1is also

applied to negative saving and -capital income.

If ~an interest deduction were allowed as. a
deduction--then a taxpayer would not benefit
from engaging in simultaneous. borrowing . and
lending transactions. ’ ' C

Tax arbitrage reduces incentives to save--and
incentives to work--in two ways. First, it
permits taxpayers to increase their disposable
income without doing any additional saving or
productive labor--and may, therefore, encourage
them to devote more time and resources,
including otherwise unnecessary 1legal . and
administrative expense, to -
efforts.
income,
tax rate.
tax rate

it also lowers a taxpayer's marginal
However, this effect on the marginal
results. . from any increases in

deductions--not just those deductions that are’
intended to increase saving. Second, the loss

of tax revenues due to arbitrage by some
taxpayers necessitates increases in revenue
collections from other taxpayers. Those in the

_ ‘ non-productive,
Because tax arbitrage reduces taxable

.-incentive for_a_person_already receiving_income
in excess of the maximum. For example, a cap
of $500 on the amount of interest or dividends
that can be received tax-free would have only a
very modest marginal incentive effect, -since
taxpayers who receive more than $500 of
dividend and interest.income account for .more
than 97 percent of such-income.

Third, a tax incentive for saving must
provide symmetrical treatment of - positive
saving on the one hand and negative saving or
borrowing on the other.
borrow and deduct the costs of interest while
at the same time acquiring an asset yielding
income that is partially or fully tax-exempt--a
process that is known as - ''tax arbitrage''--the
taxpayer may achieve a tax reduction with no
increase in net saving whatsoever.

Imagine a simple case in which the before-tax
rate of interest on borrowing and the rate of
return from an- asset are both 10 percent.
Suppose the income from the asset is advantaged
through a partial exclusion so that the taxpayer
need include only half of the 10 percent rate
of return in income subject to tax. Since the
interest paid on borrowing can be deducted
fully and ° immediately, the taxpayer has an
incentive to purchase the asset--but does not
necessarily have an incentive to undertake any
‘net saving. For instance, a taxpayer in the 50
percent bracket who borrows $10,000 and invests

it in the. tax-favored asset realizes a subsidy .
equal to $250 while.engaging in no net saving.

(colum 1- of Table 1 below): If that same
taxpayer invests $10,000 of new saving in the
asset, the tax subsidy received still equals

If a . taxpayer can

_latter group face higher tax rates on their =

their . income  from
have somewhat

labor income and on
capital--and, as a result,

diminished incentives to work and to save.

Table 1.--Eiamp1e. of Tax Arbitragé

Arbitrager Saver

(1) (2)
A. Earnings on asset $1,000 $1,000
B. Interest paid . 1,000 o0
C. Change in taxable income - .
before exclusion (A-B) 0 1,000
D. Exclusion or other tax )
preference . = 500 500

E. Tax savings - ; : 250 « .. 250.

An  inflationary environment intensifies. the
problems created by tax arbitrage because the
deduction of nominal interest payments may
result in a negative real after-tax borrowing
rate. For example, if the interest rate is 14
percent - and the inflation rate is 8 percent,
the after-tax cost of: funds to a taxpayer in
the 50 percent bracket is -1.0 percent (.5(14%)
- 8%). Even if the after-tax rate is not
negative, the gap between a partially - exempt
rate of return and the deductible rate of
interest .will increase . with inflation--and so,
too, will the potential  rewards of -arbitrage..
Thus, if inflation increases the nominal
interest: rate (and the cost of borrowing) from
10 percent to. 15 percent, a taxpayer in the 50
percent bracket who deposits borrowed money in
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an IRA will experience a jump in arbitrage
rofits from $50 to $75 for each $1,000
orrowed. Furthermore, since the taxpayer in
such a transaction is both a debtor and an
creditor and since inflation will affect both
sides of ' that transaction equally, the
taxpayer's real wealth will not be eroded by
inflation. In the IRA transaction just
described, the taxpayer's 50 percent increase
in arbitrage profits will be a pure windfall.

The practice of tax arbitrage is neither
unusual nor inconsequential. It is quite
common for individuals to borrow at the same
time that they purchase such tax-favored
investments as pensions, annuities, 1land or
corporate stock. The borrowing may take a
variety of forms, including second mortgages,
increased leverage in business investments, or
decreased equity in housing as an asset when a
home is sold and a new one purchased. The
asset used as collateral need not be related to
the assets actually purchased with borrowed
funds. Individuals who borrow will receive the
same tax subsidy as those who increase their
net saving when they invest in tax-preferred
assets.

In summary, for a saving incentive to be
effective, it must meet three criteria: 1little
or no inducement to shift forms of asset
ownership, a positive incentive to save at the
margin, and the prevention of tax arbitrage.
We now turn to a review of the saving
incentives in current law and an analysis of
how well these incentives satisfy our criteria
for effectiveness.

THE CURRENT TAXATION OF CAPITAL INCOME

Although proposed new forms of saving
incentives have been the subject of public
debate and countless congressional hearings in
recent years, the extent to which capital
income flows are already granted deferral or
exclusion from taxation may not be well-known.
Many of these preferences have been in the tax
law for a long time and reflect the fact that
the tax system generally taxes realized flows
of cash and excludes or defers from taxation
both unrealized accruals of income and receipts
of in-kind service flows, such as those from
housing and durables.

Perhaps the easiest way to indicate the
pervasiveness of these existing incentives is
to relate them to the broad categories of
assets held by individual taxpayers. As
indicated in Table 2, there were approximately
$10.5 trillion of these assets at the beginning
of 1981, of which roughly $5.9 trillion were in
tangible assets--such as housing, durables, and
land--and $4.5 trillion were in financial
assets. Very 1little of the income from
tangible assets held by individuals is taxed.

Table 2.--Assets and Liabilities of Individuals
in the United States--1981

Billions of Dollars Outstanding
at Beginning of Year

Tangible Assets $5,931
Reproducible Assets $4,267
Owner-occupied housing 1,920
Other residential structures 486
Consumer durables ‘ 995
Inventories and non-residential

plant and equipment 864
Land 1,665
Owner-occupied 590
Farm business and nonfarm

noncorporate business 1,032
Other 43

Financial Assets 4,521
Currency, Saving Accounts,

and Money Market Funds 1,657
Demand deposits and currency 288
Time § savings accounts 1,294
Money market fund shares 74
Securities 1,644
U.S. savings bonds 73
Other U.S. government securities 210
State and local obligations 74
Corporate and foreign bonds 87
Open-market paper 38
Corporate equities

(excluding corporate farms) 1,162
Pension and Life Insurance

Reserves 950
Life insurance reserves 223
Pension fund reserves 727
Miscellaneous Assets 271

Total Assets 10,452
Home Mortgage 946
Consumer Credit 385
Other Mortgage Debt 240
Other Debt 284

Total Liabilities 1,855

Net Worth 8,598

Source: Balance Sheets of the U.S. Economy
(Washington: Board of Governors of the Federal
Reserve System, 1981).



4 Tax Incentives for Saving

For example the benefits provided by
owner—occupiecf housing and durables are not
subject to- tax (although interest payments on
mortgages and installment debt are deductible,
as are property taxes). Income from investments
in real estate is not taxed fully, in part
.because the owners of these assets are allowed
generous investment credits and depreciation or
cost recovery allowances. :

Much of the total return from both household
and business investments in 1land and real
estate consists of appreciation in value. Very
little tax is collected on this appreciation
because of the capital gains exclusion and,
more important, because of provisions in the
tax code that defer increases in value from
taxation until they are realized and exclude
them completely from taxation in the event of
death [1]. Taxpayers who are 55 years of age

, or older also receive a generous exclusion for

gains from the sale of owner-occupied housing,
while younger taxpayers are allowed to defer

~ such gains by purchasing houses of equal or -

greater value. We should note, too, that
compliance data published by the Internal
Revenue Service indicate a substantial amount
of underreporting of rental income and income

—from—farms- and -non-corporate businesses.—

\

~Of the $4.5 trillion held in financial assets,
about 21 percent, or $950 billion, was in the
form of life insurance and pension reserves.
“Most of these assets receive favorable tax
treatment because their purchase price is
deducted from -other income, or the income that
they generate is excluded from the tax base, or
tax liability for that income is deferred to
the future. In addition, 1981 amendments to
the tax code permit workers to deduct deposits
of up to $2,000 per year in Individual
Retirements Accounts (IRA'S{.

Another $1.2 trillion of the financial assets
of individuals were held directly in corporate
stock. Corporate stock ownership by individuals
is given favorable tax treatment through several
provisions: the exclusion of 60 percent of
long-term gains from taxation; a dividend
exclusion of $100 per taxpayer ($200 per joint
return); a deferral from taxation and an
eventual conversion to capital gains for a
limited amount of dividends reinvested in
public utility stock; and, most important, the
combination of tax deferral of any gains until
they .are realized and the exclusion from
taxation of all gains unrealized at the time of
a taxpayer's death.

Individuals also held $74 billion worth of
state and local obligations, the income from
which is non-taxable, and $73 billion worth of
U.S. savings bonds, the income from which can
be deferred from taxation until the bonds are
sold. For years after 1984, a 15 percent
exclusion is provided for net interest income

of up to $3,000 ($6,000 on a joint return), but
only to the extent that interest income exceeds
itemized interest expenses other than interest
paid on debt related to a taxpayer's dwelling
or conduct of a trade or business [2]. '

In the aggregate, then, about 80 percent of
the $10.5 trillion in individual assets is held
in forms that are subject to some type of
"saving" incentive. '

Relationship of Existing Incentives

-to” the
Criteria for Efficiency ‘

The hodgepodge of provisions relating to the

taxation of income from capital may appear at

first glance to have moved the tax structure
toward some version of a consumption tax.  This
view is quite misleading, however, because it
bypasses the question of whether the existing
incentives actually work. Are they efficient
according to the three criteria set out earlier?

As to the first criterion--the prevention of
asset shifts--saving incentives adopted on a
piecemeal basis and applying only to certain
forms of saving will almost certainly encourage
households to reorganize

partly on tax considerations rather than
exclusively on true economic productivity, the
overall efficiency and  productivity of
investment will decline.

One especially important aspect of the
efficiency losses. induced by asset shifts has
been generally overlooked. The exclusion of
interest income and payment from most incen-
tives means that individuals are charged the
highest ‘effective tax rate for direct lending
to others, and a much 1lower tax rate for
holding their saving in other forms.

Financial intermediaries--such as banks and
thrift institutions--typically channel money
deposited by savers to investors making invest-
ments for which economic returns are the
greatest., However, when individuals restructure
their portfolios to achieve the highest avail-
able after-tax vreturns, this process of
financial intermediation is distorted.
Lower-income individuals and new businesses are
discouraged from borrowing in order to invest,
while higher-income individuals and established
businesses with current flows of income are
encouraged to borrow and to leverage their
investments even further or to retain earnings
for investment in their own projects. The
resulting loss in efficiency occurs not because
of shifts in aggregate saving, but because the
saving is not made available to those whose
potential investments could yield the highest
return.

It is clear that inducing individuals to
switch their assets from one form to another

eorganize their portfolios.
~Because _each_ investment _decision-will -be-based-
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has adverse economic consequences. Even if
saving and investment increase, the resultant
net economic benefit is diminished--and perhaps
even made negative--by the need for an increase
in the capital stock just to offset the
misallocation of capital across sectors and
uses.

As to the second criterion for effectiveness,
current tax preferences for capital income
provide no incentive for increased saving on
the margin in situations where a cap is placed
on the amount of income eligible for a tax
reduction. The current exclusion of $100 of
dividends per taxpayer ($200 for a joint
return) is a prime example. The tax provisions
regarding IRA's include both a cap and an
inducement to shift assets into tax-preferred
accounts. While IRA's may provide some saving
incentive for persons whose current rate of
saving places them below the cap amount,
inevitably those who can most easily obtain the
tax reductions that IRA's offer are those who
need only to switch the form of their saving,
rather than those who actually must increase
net saving. Accordingly, it should come as no
surprise that in 1977 over half of the eligible
taxpayers with incomes over $50,000 made
deposits in IRA's, but less than 5 percent of
those with incomes under $20,000 did so. Data
on utilization rates for more recent years are
not yet available, but preliminary evidence
shows a similar distribution of benefits by
income class.

Finally, all of the existing incentives are
found to be deficient in terms of the third
criterion; none of them effectively disallows
tax arbitrage through borrowing. Indeed, much
of the interest paid on the $1.9 trillion of
individual financial 1liabilities 1is deducted
immediately, even though it is likely that many
of these borrowed funds are used to acquire
assets--such as pensions, annuities, 1land,

housing, and corporate stock--for wh1ch income
is deferred.

Although the tax 1law reflects some recog-
nition of the problem of tax arbitrage,
restrictions now in the law have had little
impact. One provision bars the deduction of
interest expenses incurred in borrowing funds
used to purchase tax-exempt securities.
However, the provision is difficult to
enforce. Unless the tax-exempt securities
themselves are used directly as collateral for
the loan that finances their purchase, it is
almost impossible to trace the connection
between such a purchase and an increase in
borrowing. Moreover, commercial banks and
property and casualty insurance companies,
which are major purchasers of tax-exempt
securities, are ordinarily not affected by this

limitation. A second provision limits itemized
interest deductions in excess of investment

income, but this restriction does not apply to
borrowing against one's home or through one's
business.

Tax arbitrage is also possible when purchasing
physical capital. In many cases, the
combination of the investment tax credit and
the vastly accelerated depreciation available
under the new accelerated capital recovery
system (ACRS) provides the equivalent of an
immediate deduction for, or expensing of, the
acquisition costs of particular investment.
Since expensing is tantamount to exempting from
taxation the return on investments, failure to
deal with the deductibility of interest
expenses results in negative tax rates for many
leveraged investments.

One further question needs to be addressed:
Is it possible that the various preferential
tax provisions that we have been discussing,
although they are sources of sectoral
misallocation when taken one at a time, largely
cancel each other out when treated in the
aggregate? Three considerations argue against
such an outcome. First, as already noted,
interest income received by households is
conspicuously absent from the list of items for
which tax preferences are allowed. Second, the
provisions are so varied in their approach and
subject to so many caps and limits that the
differentials among rates of taxation (or
subsidy) for different types of assets are
still quite significant. Finally, the ability
to arbitrage the system undercuts any possible
incentive effect, since the tax benefits can be
obtained without increasing saving at all,

In summary, none of the saving incentives now
in the tax code meets each of the three
criteria for an efficient incentive: avoidance
of umnecessary and inefficient asset shifts,
provision of incentives at the margin, and
prevention of tax arbitrage through borrowing.
Most fail the first test, many fail the second,
and all fail the 1last.

SAVING INCENTIVES THAT WOULD WORK

At this point, one might begin to question
whether the tax code 1is even capable of
accommodating an effective saving incentive.
We believe that it is, and we offer as evidence
three options that would meet all of the above
criteria for effectiveness: a comprehensive
income tax base conjoined with a reduction in
marginal tax rates; a comprehensive personal
consumption tax; and the indexation for
inflation of income from capital. Particular
advocates of these options may not view them as
being intended primarily as incentives for
saving; nonetheless, as the analysis below will
indicate, each option would be an effective
means to that end.
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~Broader-Base, Lower-Rate Income Tax

e

.more uniform treatment of capital
-disparate sources,

The adoptlon of a broader  income " tax
base--and, with it, lower rates of taxation--is
a traditional _approach to tax reform. This
course is supported .by those who decry the
erosion of *the tax base 'and -the attendant
adverse  impacts on the -distribution of tax
burdens and the allocation .of resources. . In
terms of our current perspective, however, a
broader base and lower rates would also meet
all of the criteria for efficient saving
incentives. A broader base would provide a
income from

_thereby improving resource

.allocation. Saving.would be directed toward
the most efficient, rather than the most
tax-favored, uses. Even 1if some . assets

"easily by a-
- structure.

.continued to receive tax preferences, lower tax
tates would reinforce the . -tendency toward
efficient .allocation by  automatically
decreasing the value of tax-preferred assets
relatlve to other assets.

The remalnlng two criteria would also” be met
broader-base, lower-rate tax
The very nature of rate reduction

means that incentives would apply . at the

__ . margin, -since. marginal —tax -rates—would—be

‘Finally,
~characteristic of existing

reduced - for --most, —if--not---all,--transactionsv
the tax arbitrage problem that is
saving incentives

-would be avoided because the rate reductions

“deductions. In. fact,

‘interest payments that
Nonetheless,

equally to both receipts and
lower - rates. would
actually reduce the potential gains from tax
arbitrage by narrowing any remaining
.differential between the tax treatment of
"interest and the. treatment of other types of
cap1ta1 “income.

would apply

"There are two aspects of rate reductions that
are generally ignored and that make .these
Teductions even better . at encouraging saving
‘than is commonly recognized. First, a decrease
in rates is one of the easiest ways to reduce
the tax incentive to borrow without actually
increasing the taxes pa1d by any borrower. All
borrowers .. with positive net taxable income
would benefit from a tax.decrease because the
reduction in taxes .on their positive income
would more than offset the increase in taxes on
.are now deductible.
their marginal -incentive to
borrow would be reduced; only taxpayers with
zero or negative taxable income, for whom the
net tax change would be zero, would have - an
undiminished marginal incentive to borrow.

:Second dinwan 1nf1at1onary economy w1th high
nominal -interest rates; a reduction..in .tax
rates would provide a much -greater percentage
reduction in the .tax on real. interest .income
than in" the .tax on real wages or on the real
return from partially taxable assets. For
instance, suppose the inflation rate were 7

“cuts

‘over current saving incentives..

‘Similarly,

Tax Incentives for Saving

‘percent and the interest rate 12 percent. A
‘reduction

in a taxpayer's marginal - tax rate
from 33 percent to 25 percent would initially

"double the real after-tax rate of return for

holding = interest-bearing assets (because’ ‘an
increase from 8 percent to 9 percent in the
nominal after-tax -yield would amount to an
increase from 1 percent to 2 percent'in the
real after-tax yield). However, .the rate
reduction would increase the return from work
by only 12 percent (from 67 cents to 75 cents
of each additional dollar earned).

Although the magnitude of potential tax rate
"would depend on the degree - of
base-broadening, even modest efforts toward a
broader base could represent. an improvement
For example, a
more uniform and comprehensive inclusion. -of
capital income in the tax base, offset by ‘a
reduction in the corporate tax rate, would be

likely to increase efficiency in the allocation

of capital across sectors -and uses without
producing - any decrease in. net  saving.
returning to the tax base certain
forms of labor income -now excluded--such as
employer payments of health premiums on behalf
of employees--would encourage saving if the

resultant-revenue*mcre_a_ses were  used

finance a” rate reductlon for all forms of
“income.

In terms of saving incentives, per-ha;is the
only objection to a broader-base, lower rate
structure comes from those who fear that- taxes
on capital income--or taxes paid by those with
relatively high propensities to save--would be
increased. In a revenue-neutral proposal, - for

" instance, the preponderance ‘of a rate reduction

might be directed at labor income, rather than
at- capital income. Whether . capital * income
would- face a higher average "tax rate would
depend " on the particulars of " the. restructured
tax - and, in no small ‘part, on how the
eliminated tax preferences had been distributed
as between capital income and labor income:

There - .are reasons  to discount: this
objection. First, it -often leads to the type
of . '"saving incentive' proposals that exist
today--proposals that would cost revenue and
decrease the efficiency of capital allocation,

but would have at best an uncertain effect on’

total saving.- Second, a proposal can always be
designed - to insure that labor income comes "in
for at least a proportionate sharé -of
base-broadening 'and that taxatlon of capital

'1ncome is not mcreased

Comprehensive Consumption Taxation

A second effective "method of. providing “a
saving incentive. ‘would be “to convert . 'the
existing individual . income tax into an
individual consumption or expenditure tax. The
nature of such a consumption tax should be made
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clear. In general terms, the tax base would be
household consumption, defined as income minus
saving. This base could be taxed at progressive
rates. Advocates of a consumption tax claim
that it is superior to the income tax on a
variety of grounds, only one of which is its
efficiency as a saving incentive. Our purpose
here is not to spell out the details of such a
tax or to provide a complete evaluation of its
merits and drawbacks, but to indicate the ways
in which a comprehensive consumption tax would
differ from the piecemeal saving incentives of
current law.

A comprehensive consumption tax would meet
our criteria for an efficient saving incentive
in mch the same way as would a broader-base,
lower-rate income tax. The source of funds
for consumption would not affect their tax
treatment. Saving would also be treated
uniformly; neither the source of the saving nor
the type of investment financed by the saving
would directly affect the tax rate. Thus, a
‘consumption tax could be considered the
equivalent for many purposes of a tax on labor
income accompanied by no tax on capital
income.

Because of its uniform treatment of all
capital income and all saving, a comprehensive
consumption tax provides a much more efficient
saving incentive than does the current tax
structure. A consumption tax would be neutral
as among forms of saving--in contrast to
existing saving incentives, which generally
favor one form of saving over another. In a
consumption tax, incentives would apply at the
margin for all taxpayers; even for the
wealthiest of individuals, the tax rate for
income from saving would in effect be zero.
Few saving incentives now in the tax code meet
that second criterion. Finally, while existing
incentives all increase the benefits that can
be obtained by borrowing and simultaneously
investing the proceeds in a tax-favored asset,
a properly designed consumption tax would
address the tax arbitrage problem directly by
eliminating the deduction for interest paid or
by treating all borrowed dollars as receipts
(and gross saving as deductions from receiptss).

Indexation of Capital Income

A third option--and one not generally
considered a saving incentive--would be the
indexation for inflation of all capital income
[3]. Full indexing of capital income would
mean that all depreciation deductions would be
adjusted for increases in the price level that
take place after the purchase of the depreciable
asset; real, rather than nominal, capital gains
would be subject to taxation, and only the real
component of interest income or expense would
be added to or subtracted from the tax base.

Indexing can be supported as a tax reform
measure on more or less the same grounds as
base-broadening--namely, that the more accurate
measurement of income would increase the
efficiency of resource allocation and tend to
equalize the tax burdens of individuals with
equal amounts of real income. But it is also
possible for indexing to be a saving incentive,
although its force as an incentive would depend
upon whether marginal rates on all capital
income were raised--as in the <case of
base-broadening with no corresponding rate
reduction--then the outcome would be ambiguous
and would turn on whether the improvement in
the allocation of capital across uses was more
than offset by the losses associated with a
reduction in aggregate investment. However, if
average marginal tax rates on capital income
were lowered, the gains from increasing the
aggregate capital stock would reinforce the
gains from improving its allocation.

As one component of an effort to measure and
to tax all real income uniformly, indexing
would fulfill all the criteria for an efficient
saving incentive. First, it would reduce the
unnecessary asset shifts that occur under the
existing tax rules. Second, to the extent that
real after-tax returns would be increased, the
incentives to save would be applied at the
margin. Finally, the indexing of capital income
would reduce the potential rewards of tax
arbitrage by allowing the deduction of only
real interest expenses (even as it would permit
the taxation of only the real component of
interest receipts).

There are several advantages to providing
incentives for saving through full indexing.
Because indexing would affect capital income
only, a revenue-neutral tax program containing
full indexing could be designed to avoid
raising the average marginal tax rate on
capital income--an outcome feared by many of
those who oppose the creation of a
broader-base, lower-rate income tax structure.
At the same time, indexation would work within
the context of the income tax; it would neither
remove real capital income from the tax base
nor exempt wealth accumulation from taxation,
as would a consumption tax. Finally,
indexation would meet almost everyone's
standards of fairness, because it would be a
move toward the more accurate measurement of
income.

Many of the existing tax preferences for
capital income were adopted as crude forms of
indexing or have had the effect, whether
intended or not, of moderating the tendency of
inflation to change real effective tax rates
across assets. However, such ad hoc indexing
operates in an imperfect, uneven, and haphazard
way; some assets are fully or partially
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shielded from inflation and others are
essentially  exposed. Among the current
instances of ad hoc indexing are: for fixed
physical capital, accelerated depreciation and
the investment tax credit; for inventories, the
last-in-first-out (LIFO) method of accounting;
and for corporate stock and other assets that
appreciate in value, deferral and exclusion of
realized capital gams. Of the various types
of capital income, interest is least protected
and thus the most vulnerable to the effects of
inflation.

Short of comprehensive indexation, there are
two ways in which the existing system of ad hoc
indexation could be  brought closer to
conformance with our criteria for efficiency.
First, improvements could be made in how
indexing is provided for particular items of
income. For instance, the current method of
accelerated depreciation--which results in
highly disparate tax rates being imposed on
different types of capital income--could be
replaced with an adjustment that would lower
tax rates simply by assuring that inflation
does not reduce the real value of allowed
deductions.

Second, .even_partial indexationof —interest

- -incomewould reduce-significantly- the ~existing

incentive for asset shifts and portfolio
reallocations. A concomitant indexation of
deductible interest expense would decrease the
incentive to borrow and reduce the gains that
can be realized through tax arbitrage. One
g0551b111ty would be fractional inclusion of
oth interest income and expense--with lenders
paying. tax on only a portion of their nominal
interest receipts, and borrowers deducting only
a portion of their nominal interest payments;
this arrangement would clearly measure net real
income more accurately than does current law. -

CONCLUSION

Although the tax code contains numerous
provisions that are designed to provide
incentives for saving, virtually none of them
meets the criteria for an_ effective incentive.

Most cause umnecessary and inefficient asset
shifts, mandy fail to provide incentives at the
margin, all permit tax arbitrage through
borrowing.

As we have seen, however, it is possible to
design an effective incentive; three
comprehensive options were delineated above.
Short of these more thoroughgoing measures,
partial reforms in the direction of a more
uniform treatment of income, additional rate
reductions, and the indexation of interest
could provide some enhancement of saving
incentives. We would emphasize, however, -that
the .top priority for designers of tax
incentives--and one that has been neglected for
too long--should be the revision of interest
deductibility rules in order . to minimize the
opportumtles for tax arbitrage.

NOTES AND REFERENCES

NOTE: Addltlonal materials, - not referenced in
this article, which relate to subjects
dlscussed ‘are 1lsted ‘in [4 and 5].

[1] Th1s exclusmn applies to heirs as well’ as

to decedents and is achieved by increasing
the—heir's—basis—in—an—asset—to—theasset’s————
~value at the time of the decedent's death. - T

[2] This provision . has not yet come into
. effect, and many bills now before Congress
would defer or eliminate it.

[3] We are con51der1ng here the effects of
inflation on the size of the tax base and
on the measurement of real income; we are
not examining the so- called ""bracket creep'
effect.

[4] U.S. Department of the Treasury, Internal
Revenue Service, . Statistics: of Income-—-
Individual Income Tax Returns, appropriate
years. -

[5] U.S. Department of the Treasury, Internal
Revenue Service, Statistics of Income--
1976, Individual Retirement Arrangements .




The Life Cycle of Individual Income Tax Returns

By Paul E. Grayson*

Information on year-to-year changes in the
characteristics of an identical group (or
"panel’) of taxpayers is a useful supplement to
cross-section studies based on Trecurring
samples. This article draws on several sources
over the 1978-1983 period to suggest the "life-
cycle'" through which the returns of taxpayers
pass over time. For example, 9 percent of the
1983 filings of Form 1040A were ''start-filers,"
while less than 3 percent of the Forms 1040 were
similarly classified. Data also suggest that
relatively few taxpayers shift from the 1040A
to the 1040 in the subsequent year if their
returns show a small adjusted gross income
(AGI)--e.g., below $5,000; but as many as 40
percent may do so if their AGI is over $30,000.
The 1040A filer who prepared his (her) own
return in 1981 was about 90 percent likely to
prepare it again in 1982, and this probability
was little affected by the taxpayer's filing
status and only moderately by size of AGI. The
probability of continuing to use a paid preparer
did, however, increase markedly with size of
AGI reported on the 1040A.

The percentage of taxpayers changing filing
status from one year to the next is likely to
be very small for those married filing joint
10400 returns in the first year, but the
switching rate is substantially higher for
single returns and highest among the married
filing separately. A taxpayer filing for a
refund in one year (on a 1040 or 1040A) was
more than 80 percent likely to be a refund
filer in the next year, but a 'balance due"
filer (i.e., a taxpayer with remittance due
with the return) was almost as likely to be a
refund filer as a balance due filer in the
subsequent year. And, finally, there are
"stop-filers': About 14 percent of the 1040A's
filed during 1982 did not appear in the
following year; the corresponding rate among
1040's was less than half as great.

START-FILERS

Start-filers, in general, are the '"births" in
the tax administration system, as stop-filers
are the "deaths" [1]. (A tax return is classed
as a '"'start-filer" if it is filed under a
primary Social Security Number (SSN) that has

not appeared as a primary SSN during the two
previous reporting periods.) Of a total of
about 96 million returns filed in 1983, about 5
percent were start-filers. While more Form 1040
returns are filed than any other single type,
most start-filers entered the system by filing
the 1040A or 1040EZ. On a nationwide basis,
start-filers accounted for almost 9 percent of
the Form 1040A/EZ returns filed in 1983; this
was three times their relative importance among
1040 returns of which only 2.6 percent were
start-filers (see Table 1). Start-filer rates
were particularly significant in the lowest
adjusted gross income (AGI) class of 1040A/EZ
teturns: almost 15 percent among returns with
less than $10,000 AGI, compared with 0.5 percent
among those with $15,000 or more. Comparable
1982 data tell the same story, with the rates
somewhat higher than in 1983.

It should be noted that changes in filing
status can affect start-filer statistics.
Since divorce or separation may result in two
tax rTeturns in place of one jointly filed
return, what has been a secondary tax identifi-
cation number--nommally, of a wife--will now
show up as a primary number on its own separate
return. ("Filing status shifts," of which this
case is only one example, are treated in more
detail later in this article.)

The parallelism between national and Atlanta
Internal Revenue District data is notable. The
latter are shown as a ''bridge'" to the following
sections that are based on information from the
gtlanta District in the absence of national

ata.

SWITCHING FROM FORM 1040A TO FORM 1040

"Form 1040A switchers' might be considered
members of the system who have 'graduated."
Their tax situation has become more involved
than that for which the 1040A was designed, or
it is to their financial advantage to use the
more complex Form 1040. This is the type of
development one associates with such factors as
increasing income, age, and 1labor force
experience, or with income diversification,
family formation and home ownership.

*Resource Models and Special Studies Group, Research Division. 9
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Table 1.--Start-Filer Rates by Type of Return and Adjusted Gross Income Class, U.S. and

Atlanta District, Filing Years 1982 and 1983

I

— =
: . Percent of groups appea}'ing as start-filers
Return group ‘

(type of return, In 1983 In 1982
adjusted gross . . -
income class) Atlanta "Atlanta

‘ U.S. District U.S. District

(1) (2) (3) - (4)

Forms 1040 and 1040A, total ...... sesessesanane 5.1 5.7 6.9 7.4
" Forms 1040A, tOtal ...........eeee.n.s e 8.9 9.2 11.5 11.5
Under $10,000 ......cceveveeenan ceeessecns ceenes . ..14.7 14.0 17.7 16.8
$10,000 under $15 000 . ceeeersaessesrennnes 1.9 1.7 2.8 2.6
: $15,000 under $50,000 ............ ceesseane cesesae 0.5 0.7 1.2 1.2
-. Forms. 1040, total .‘.; ......... Ceeessrecenns teeaeneens 2.6 2.5 3.8 3.6.

'1040EZ returns are combined with 1040A's ‘to make 1982 and 1983 data comparable.

Source: see [1].

* From a _study of ‘taxpayers filing Form 1040A

;"ih.the Atlanta District in 1981 come data that

- show how st'rongly the tendency to switch to a
. Form 1040 in 1982 was associated with_increasing
~ “levels. of_ adJusted _gross- .- income- —(Table -2,

* Figure 'A) [2]. " Thus, less than 5 percent of

“those reporting under $5,000 AGI on returns

“filed in 1981 shifted to a 1040 in the following

“$30,000 or over was 41 percent.

-1982,

The comparable figure for taxpayers with
Consistent with
the 'graduation'" or development hypothesis are
the shift rates by filing status. While almost
20 percent of the married couples filing joint
returns on the 1040A shifted to the 1040 in
only about 7 percent of the comparable
smgles made the sh1ft.< .

‘year.

"‘Table 2.--Rates of Switching from Form 1040A to
.1040, by Adjusted Gross Income Class and Filing

Status ‘Atlanta District, Filing Years 1981-1982

; [Fstlmates based on sample datal

" Return group
.(adjusted gross,
. income class,

Percent of 1981
1040A groups
sw1tch1ng to .

Future  studies will indicate the effect on
" these relationships of such modifications in
the tax forms system as, for example, the
introduction—of —Form1040EZ—and — the “inclusion ~

—of add1t10na1‘1tems ‘on the Form 1040A.°

CONSIS'I'ENCY IN USE OF PAID PREPARERS

The choice of which return fom to file
interacts, as both cause and effect, with the
- decision to prepare the return oneself or have
it commercially prepared. Nationwide, about 15
percent of Form 1040A returns filed in 1982 and
of combined 1040A and EZ returns in 1983 bore
the signatures .of commercial preparers,
according to Taxpayer Usage Study reports [3].

But, here we are concerned with how taxpayer
decisions about return preparation in. 1982
related to their 1981 decisions. The Atlanta
District sample of taxpayers filing Form 1040A
in both years provides some insights. Table 3
shows that taxpayers who prepared their own
1040A returns in one year were very likely--90
percent likely, on the average--to prepare

filing status)? Form 1040 in 1982 their own returns also in the following year,

and were moderately influenced by income level.

Total- D 1 | But taxpayers. paying for return preparation in

Under $1 0 one year were more strongly affected by their

$1 under 5,000 ........... Ll 46 income level (or by factors associated with

5,000 under 10 000 8.2 income) in the decision to engage a commercial

10,000 under $20,000 ... ... ... 15.6. preparer in the next year. Thus, among the

$20,000 under $30 000 U " e taxpayers usmg paid preparers, 54 percent of

' 330 000 or .more e 40.6 the lowest income -group also . paid in the

Married fili tl 8.4 . following year; for the highest income group
Marriod fillﬁg ;ggra{ely %02 . the comparable figure was 91 percent. :

. Head of hOL_lsehold B 7.3 As for filing status, taxpayers filing joint

' 'Slngle et e s e et s bessssssesssecens 6.9 1040A returns appeared to have the hlghest

1AGI class and filing status are as reported

in 1981 for Tax Year 1980.
Source: see [2].

overall level of year-to-year consistency with
respect to both self-preparation of the return
and .paid preparation. Returns of married
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| Figure A.

-1 Forms 1040A Flled in 1981:
Percentage Switching to

Form 1040 In 1982,

by Adjusted Gross Income Classes
(Atianta District)

Percent Switching to Form 1040 in 1982

$5,000 $10,000 $20,000 $30,000

Zero $1
Under Under Under Under and
$5,000 $10,000 $20,000 $30,000 Over

Tax Year 1980 Adjusted Gross income Class
Reported in 1981

_taxpayers filing separately appeared to have
_the lowest overall rates of consistency.

Of related interest were the results from a
study of Tax Year 1982 Form 1040 returns with
itemized deductions that claimed a deduction
for payment of a preparer's fee (in 1982) [4].
The study showed that 91 percent of these
returns bore a paid preparer's signature
(entered in 1983). Thus, there is an indication
that the rate of year-to-year consistency of
preparer usage my be substantially higher, as
might be expected, among 1040 filers than among
1040A filers. '

Quite 1likely, changes in the income level
or filing status of taxpayers affect consis-
tency of preparer usage even more than level or
status in a given year. The following two
sections provide information on these topics.

ADJUSTED GROSS INCOME SHIFTS, FORM 1040A FILERS

It is common knowledge that the effect of
inflation in recent years has been to thrust
many taxpayers into higher nominal income
classes. Based on the Atlanta District study,
Table 4 shows that, for taxpayers filing Form
1040A in both 1981 and 1982, 25 percent found
themselves in a higher AGI class ‘in the second
year and 9 percent in a lower class--in terms
of the classes as defined. (Smaller «class
intervals, of course, would yield larger per-
centages of change.) The percentage reporting
in a higher income class--25.3 percent--was
almost three times as large as the percentage
reporting- in a lower class.

How filing status groups compared to this
overall average is summarized in Table 5.
Joint returns showed a stronger than average
increase in AGI and the highest ratio--3.50--of
increase to decrease. Single returns approxi-
mated the overall averages. And 'other" filing
statuses (married filing separately and head of
household, combined) were below average. The
greater propensity for increased income among
the joint returns, it will be noted, was consis-
tent with their previously noted tendency to
switch from Form 1040A to 1040.

FILING STATUS SHIFTS, FORM 1040A FILERS

Overall, 10.5 percent of the Atlanta District
filers of 1040A in both 1981 and 1982, reported
a shift in filing status. The proportion
shifting, however, varied widely, depending on
initial filing status (see Table 6). 'Married
filing separately'" was apparently the most
unstable of all the filing status groups, over
one-half of the 1981 reports for that filing
status being associated with a different one in
the following year. On the other hand, only 6
percent of the '"married filing joint" returns
shifted to a different filing status in the
second year.

Of the 1981 single returns, one notes that 5
percent shifted to "married filing joint" status
in the following year. This is reasonably con-
sistent with the reporting of marriage in 1979
for 6.3 percent of all U.S. unmarried women [5].
One also notes that 4 percent of the single
returns shifted to 'head of household" which
implies one or more dependents. To the extent
that these dependents were children, the data
could be of special interest to students of
current social trends. (According to Statistics
of Income data, the 'head of household" filing
status occurred on only 5 percent of all returns
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Table 3.--Rates of Consistency in Preparation of Form 1040A Returns, by Adjusted Gross Income Class

and Filing Status, Atlanta District, Filing Years 1981-

1982

[Estimates based on samgle datal

Return group
(adjusted gross income class,
filing status)’

Percent of

Taxpayer-prepared
returns in 1981
prepared same in 1982

Paid-prepared
returns in 1981

prepared same inZ1982

Under $5,000 ......cc00venen Ceteeeiseansnans Ceresiennn
$5,000 under $10,000 ............. Ceeeenaes teeeseadeas
$10,000 under $20,000. ....... srecasaans ceeses creesaens
$20,000 under $30,000 ....... cesessncnns ceeees cessssne
$30,000 or more ........ teeeeesersaeanan cessressenanns

Married filing jointly .....ccieivicncnnnnenennnns cene
Head of household ........ Ceeeerserseasteoanen cereenas
Single .v.iiiiiieerreneconncons cesessesncescssessaanan
Married filing separately tesessiea ereteesniaane ceves

89.6

87.4
91.1
92.2
96.2

88.8
89.0
90.1
86.8

89.5

66.6

54.1
65.3
74.7
77.0
90.8

76.2
62.9
61.6
55.5

'AGI and f111ng status are as reported in 1982 for 1981.

Source:. see [2].

Table 4.--Adjusted Gross Income (AGI) Reported in Filing Year 1981 by AGI Reported in 1982, Forms

1040A, Atlanta District

[Estimates based on sample datal

Percentage distribution
Adjusted gross income reported in 1982
Adjusted gross :
income reported Total Under $1 $5,000 $10,000 $20,000 $30,000
in 1981 $1 under under under under or
$5,000 $10,000 $20,000 $30,000 more
(1) (2) (3) (4) (5) (6) (7)
Total ......... eeeeesss] 100,00 0.27 25.52 34.69 31.79 6.93 0.80
‘Under $1 ........... ceeed] 0,09 .08 - * * - -
$1 under $5, 000 cesseeses] 31.66 171 19.65 | 10.21 1.58 0.04 -
$5,000 under $10,000 ....] 36.47 | .01 5.23 | 21.90 ‘ 9.05 .29 b
[9.12% with decrease | [25.32% with increase |
$10,000 under $20,000 ...] 27.53 .01 0.64 2.56 20,69 —].3.59 0.04
$20,000 under $30,000 ... 3.98 - 0.01 0.01 0.46 | 2.99 .52
$30,000 or more ......... - 0.27 - 0.01 - 01 N .23

*Less than 0.005 percent.

NOTE: Detail may not add to total because of rounding.

Source: see [2].
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Table 5.--Comparison of Proportions of Form 1040A Returns with Increased or Decreased Adjusted
Gross Income, by Filing Status, Atlanta District, Filing Years 1981-1982 _
= S
Percentage of Form 1040A
2 filers moving to Ratio,
Filing status higher
Higher AGI Lower AGI to lower
classes classes (1+2)
(1) (2) (3)
Total sievevverenennnen veneaes ceereseenenas ceesens Cesserasoae 25.32 9.12 2.78
Married filing jointly .......cevevvvnnces S Y 4: N 2) 8.19 3.50
Single ....... Ceeeseersiesieseeacroannas cieseenans ceesesensnene 25.05 8.84 2.83
Other ..iviivienrnineeseneass teerecnosnenns cevesessceseseanssss| 24.59 13.04 1.89

'As reported in 1982.
Source: see [2].

filed for 1971 compared with almost 9 percent
for 1981; the number of such returns increased
over the 10-year period by 125 percent while
total returns increased by only 28 percent.)

TAX PAYMENT STATUS AND SIZE OF REFUND/BALANCE
DUE

Having chosen to file a return, having
selected a form and having decided whether to
continue to have the new form prepared in the
same way as in the previous year, taxpayers in
the various income and filing status classes
report their tax, indicating whether they have
a balance due, payable with the return, OT
have overpaid and expect a refund. (A minor
proportion have no tax liability and even fewer
have already paid the exact amount of their
tax.) Of the taxpayers filing returns (Forms
1040 and 1040A) for either Tax Years 1978 or
1979 (or both), more than half (53.5 percent)
filed for refunds for both years. About 10
percent filed balance due returns for the two
successive years. Thus, for 64 percent of the
1978-79 filing population, tax payment status
remained the same across both years; for 36
percent, there were changes among the five
specified categories [6].

Persistence of tax payment status, as might
be anticipated, was much greater among refund
filers than among balance due filers (see Table
7). Of the 1978 refund filers (who also filed
for 1979), 88 percent also claimed refunds for
1979, as against 10.5 percent who switched to
balance due--a ratio of more than 8:1. By
contrast, only 52 percent of 1978 balance due
filers repeated that payment status the
following year, against 43 percent who switched
to refund--a ratio of only 1.2:1. 1In other
words, 90 percent of the time the 1978 refund
filer was likely to repeat as a refund filer;
on the other hand, the average 1978 balance due
filer was almost as likely to switch to refund
as to repeat the prior status.

To what extent were these average relation-
ships related to the size of the amount
involved? Very considerably, it appeared, for
balance due taxpayers; and very 1little for
refund taxpayers. According to Table 8 (from
which payers of estimated tax have been
excluded), only about one-third of taxpayers in
the lowest balance due class (less than $100)
for Tax Year 1978 continued as balance due for
1979, while almost two-thirds in the highest
class (with a mean balance due of about $2,300)
persisted as balance due (also see Figure B).
The two-thirds shift in the lowest size class
suggests that many taxpayers with a small
balance due are in that situation temporarily
and, perhaps, accidentally. Since the amount
involved is small, a taxpayer's situation may
easily change from a 'negative refund" (i.e.,
balance due) to a 'positive refund." Those
with a large balance due, on the other hand,
for the most part apparently 'know what they
are doing" and intend to continue their past
practice.

Continuing as a refund filer, however, is
highly 1likely £from one year to the next,
irrespective of size of refund: Repeat per-
formance was almost as high--89.5 percent--in
the lowest refund size class, as the 94.4
percent reported for the highest class (where
the mean refund was about $1,000). Comparable
data for Tax Years 1977 and 1978 vyielded
similar results.

How do refund amounts in one year--or balance
due amounts--compare with the following year?
To what extent do they tend to remain at about
the same level or disperse over time? Tables 9
and 10 provide insight into the patterns of
persistence and dispersion, despite the
limitation that they are for returns with some
withholding and no estimated tax payments.
(The data are also somewhat limited to the
extent of the 1low dollar value--$400--of the
lower bound of the open-ended class.)
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Table 6.--Filing Status Reported in Filing Year 1981 by Filing Status Reported in 1982, Forms 1040A
Atlanta D1str1ct

[Estlmates based on sample datal

Percentage distribution
L - Percent
.Filing status Filing status reported in 1982 shifting
reported filing
.in 1981 Total Married Married Head * . status
Single filing filing of ’ -
jointly | separately ‘| household
(1) (2) (3) (4) (5) (6)
Total ..vevivienennnnncsnns eseesf 100,0 52.8 28.1 1.4 17.8 10.5
SINGIE t'vrrreereenrereraannnns ... 100.0 89.8 5.2 0.6 4.3 10.2
Married filing Jo1nt1y ceresessaad 1000 3.1 ‘93.5 1.1 2.3, 6.5
Married filing separately ........] 100.0 23.4 23.5 36.1 17.0 63.9
Head of household ................ 100.0" 8.9 2.8 ‘1.0 87.4 12.6

" NOTE:

Detail may not add to total because of rounding.
Source: see [2].
__Table 7. o

--Tax_Year 1978 Tax Payment-Status--Percentage- D1str1but10n by Tax Year 1979
Tax—Payment Status -Form- 1040 and -1040A Returns. - A

:[Estlmates based on sample datal

o Return Returns filed for Tax Year 1979
- Tax Year 1978 No return - filed .
. - tax Total for for : '
' payment Tax Year | Tax Year Exact | Balance [ No liability,
status * 1979 1979 [Total [ Refund [ (') | due no refund
; (1) (2) 3) (@ ]G |6 (D (8)
TOtALl vverneernneevera.d 100.0 7.8 92.2  |100.077.0 x| 20.5 2.4
No return for Tax . : '
Year 1978 .....civevuee..d 100.0 X 100.0 100.0 | 88.8 0.1 9.7 1.5
Returns for Tax Year
1978, total .......0.0....] 100.0 8.6 91.4 100.0 1 75.7 ® 21.7 2.5
Refund -......oc000vuveead 100.0 9.1 90.9 100.0 | 88.4 * 10.5 1.1
Exact? .. ....i00eeve...d] 100.0 8.3 91.7 100.0 | 76.1 0 23.4 0.5 .
“Balance due .............} 100.0 6.7 93.3 100.0 | 42.7 0.1 |}:51.7 5.6
- No liability, no refund .| 100.0 10.4 89.6 .[100.0 { 32.2 ® 54.1 13.7. .
. 'Estimates subject to very large relative sampling error.

* Less than 0.05 percent.’
~ NOTE: Detail may not add

to total becauserf.rounding;
‘Source: see [6]. ‘




100~

The Life Cycle of Individual Income Tax Returns

15

Table 8.--Rates of Consistency in Payment Status by Size of Balance Due or Refund, All Returns,

Tax Years 1978-1979

Size of balance due
or refund,
Tax Year 1978

Percent of returns with

1978 balance due continuing
as balance due for 1979

1978 refund continuing
‘as refund for 1979

$1 under $100 ... .vviiirrrinnrcnnccroccsesanas 32.1
$100 under $200 ......ciiiiiiirnnnnnnsnannans 39.6
$200 under $400 .. .....ccviiienertenanceononnn 47.2
$400 OF MOTE ..ovviinrnererennneecsanncnnsanns 63.8

89.5
92.6
94.3
94.4

Source: see [6].

Figure B.

Percentage of Tax Year 1978 Tax Payment Status Class

bontlnulng in Same Payment Status for 1979

Percent of TY 1978
Refund Size Class
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Table 9.--Tax Year 1978 Refund Size Classes by Tax Year 1979 Refund Size Classes--Percentage
Distribution of Refund Filers for Both Years, Form 1040 and 1040A Returns

[Estimates based on sample datal

Size of Size of refund, Tax Year 1979
refund, . ’
Tax. Year 1978 Total $1 under $100 under | $200 under | $300 under | $400 or
' ’ $100 $200 $300 $400 more
(0 (2) (3) (4) (5) (6)
Total aerererennnenns 100.0 8.5 12.9 12.9 14.1 51.5
$1 under $100 ....... . 14.0 3.9 3 2.4 1.7 2.5
$100 under $200 ....... 16.9 1.9 l 4.8 3.9 2.7 3.6
$200 under $300 16.1 1.1 2.3 3.3 4.6 4.9
[15.0% with decrease|| * [36.6% with increase |
$300 under "$400 ....... 13.0 0.6 1.1 1.6 | ) 2.8 | 6.9
$400 OT MOTE vuvvvuvnen 40.0 0.9 1.3 1.8 2.4j 33,6

* Remaining in same size class: 48.4 percent.

NOTE: Detail may not add to total because of rounding.

Source: see [6].

Table 9 distributes refund filers for both
~ 1978 and-1979-by-size—of —refund—amounts—in—the
two -years, The  proportion of these taxpayers
claiming a larger refund for 1979--36.6
percent--was more than double the proportion--
15 percent--that claimed a smaller amount. The
ratio of the two percentages is 2.44. Close to
one-half (those on the diagonal) remained in

the same amount class for 1979 as for 1978.

Table 10 provides comparable data for balance
due filers. Consistent with the net shift to
larger refunds is the net shift to smaller
balance due amounts: The percentages with
increases .and decreases--22.7 and - 29.9,
respectively--yield a ratio of 0.76.

The summary in Table 11 provides an instruc-
tive camparison of these results with a similar
analysis for 1977-78. One sees not merely the
extent of year-to-year change but the extent of
changes in the pattern of change: The pattern
for 1977-78 is roughly the reverse of that for
1978-79, both with respect to the percentages
and the ratlos

--Also reflected in the 1978-79 pattern was the
impact of tax law changes that affected TY 1979
returns, namely, liberalized (higher) income
filing requirements, reduced tax rates, and
liberalized eligibility for the earned income
credit. The shift into 1larger refund amount
and . smaller balance due amount classes
undoubtedly related to those developments. In
the absence of comparable factors intervening
between 1977 and 1978, the pattern across those
two years was much different. Refund filers
were almost in balance as between ''increased"

and 'decreased" amounts. And balance due

—— filers for 1978 were_more _than .twice .as.likely
to be in the increase group (38.9 percent) as

the decrease group (17 8 percent).

STOP-FILERS

Stop-filers are taxpayers whose returns are
known from the previous reporting period, but

who have not filed in the following one. (This

is indicated by the presence of a return with a
given ''primary" Social Security Number (SSN) in
one year, but no return with that primary SSN
in the subsequent year.) Of a total of about
94 million primary taxpayers filing returns
during 1982, 9 percent did not show up in
1983. Over 60 percent of these stop-filers
were 1040A filers in 1982, among which the
drop-out rate was 14 percent, more than double
the 1040 rate of -less than 6 percent. The
stop-filer rate, Table 12 shows, was highest
among the lower adjusted gross income 1040A
returns and declined with higher AGI.

While some of the stop-filer phenomenon
reflects newly deceased taxpayers, its relation
to income suggests that a decrease in income
among a substantial proportion of taxpayers
with already low income dropped them below the
level where they were required to file a tax
return. Another consideration, and by no means
the only one, is - illustrated by the young
unmarried woman who starts out as the primary
tax filer on a single return. With marriage,
she typically no longer appears in the tax file
as a ''primary" taxpayer, generally becoming a
"secondary' taxpayer on a joint return.

——
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Table 10.--Tax Year 1978 Balance Due Size Classes by Tax Year 1979 Balance Due Size Classes--
Percentage Distributton of Balance Due Filers for Both Years, Form 1040 and 1040A Returns

[Estimates based on sample datal

————

Size of balance due, Tax Year 1979
Size of
balance due, $1 under | $100 under { $200 under | $300 under | $400 or
Tax Year 1978 Total $100 $200 $300 $400 more
(1 (2) (3) (8) (5) (6)
Total ...... tecrecereasenn ..]100.0 16.7 13.6 11.0 8.6 50.1
$1 under $100 ....c.ivvevnennnn 13.2 4.8 L2.6 1.8 1.0 3.1
$100 under $200 ..... teesecnae 12.4 3.6 | 2.8 ! 1.8 1.2 3.1
$200 under $300 ..... ceeesanee 10.6 2.2 2.1 1.7 1.2 3.4
[29.9% with decrease|| * [22.7% with increase |
$300 under $400 ......cvveven. 9.5 1.7 1.7 1.4 | 1.2 | 3.6
$400 OF MOTE +evvvevevvnnnnnas 54.2 4.3 4.5 4.4 4.0 | 36.9

* Remaining in same size class: 47.4 percent.

NOTE: Detail may not add to total because of rounding.

Source: see [6].

Table 11.--Comparison of Proportions of Returns with Increased Amounts or Decreased Amounts of

Balance Due or Refund, All Returns, 1978-1979 and 1977-78

——— ]

Tax Years 1978-79

Tax Years 1977-78

Percent of

Percent of

Payment status filers with filers with

Increased | Decreased | Ratio, |Increased | Decreased | Ratio,
Amounts Amounts | (1-=2)| Amounts Amounts | (4=75)

(1) (2) (3) (4) (5) (6)
Refund filers, both years .....ccvecvvenne 36.6 15.0 2.44 24.3 26.7 0.91
Balance due filers, both years .......... 22.7 29.9 0.76 38.9 17.8 2.19

Source: see [6].

The Atlanta District mirrored the national
experience, and no substantial difference was
apparent between 1981 and 1982,

From the Tax Years 1978-1979 data, an analy-
sis of stop-filing by payment status showed
that the likelihood of stop-filers was great-
est when the size of refund (for the previous
year) was smllest, and that this 1likelihood
decreased as the refund because larger (see
Table 13).

The story was quite different, however, among
the balance due filers: About 4 percent of
1978 balance due taxpayers became stop-filers,
and this proportion was quite insensitive to
the size of the amount due, in contrast to the
situation for refund filers. Comparable data
for 1977 and 1978 yielded the same results, It
is quite likely, therefore, that the decline of
stop-filer rates with increasing AGI is mainly
confined to the refund filers, and not to those
filing with balance due.
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Table 12.--Stop-Filer Rates by Type of Return and Adjusted ‘Gross' Income Class, U.S. and

Atlanta District, Filing Years 1982 and 1983

—

|

' Percent of groups filing
‘Return group —_— = —
(type of return, In 1981 absent In 1982 absent
adjusted gross in 1982 in 1983
income class) »
Atlanta Atlanta
U.S. District U.S. District
_ _ (1) (2) (3) (4)
Forms 1040 and 1040A, total .......ccceeevsens cereeeeeenad 8.2 9.2 9.1 10.0
Forms 1040A, tOtal ...eveueeennneinnernnesanenneennss ...[13.8 13.6 14.1 14.8
Under $10,000 ...oveveennnnnannnn esieeseanes ceveeeed 17.9 17.5 20.1 19.8
$10,000 under $15,000 .. veeinennnennacronnnnnsenenes 7.1 6.4 " 5.2 7.3
$15,000 under $50,000 ........ ceesrccans eseene veasana 3.7 « 3.6 4.7 4.2 -
Forms 1040 total,..v.............. ........ cesscans eeeses 4.6 5.1 5.8 5.5
~ Source: see [1]. ‘

Table 13. --Stop -Filer Rates for Refund and Balance Due Filers, by Slze of Balance Due or Refund

All Returns Tax Years 1978-1979-

“Percent of .

Slze of refund
or balance due,
Tax Year 1978

1978 refund taxpayei's’
not filing for 1979

1978 balance due taxpayers
-not filing for 1979

“$1 UNAET $100 . eon'rnrernnernernnaionas

16.7 , o 3.2
$100 under $200 ...veirrrnriannennns s 10.8 ) 4.6
$200 under $400 ........iiiiieiiinennns - 8.9 : 4.1
$400 or more ............. eeeen 5.1 4.1
~ Source: see [6]. ‘
CONCLUS ION in his (her) social and . economic status.

- The previous discussion outlines some of the
kinds of changes that take place in. tax returns
as they are filed by taxpayers over the years
by individual income taxpayers. By means of a
longitudinal or panel. approach, the analysis
has drawn upon data on year-to-year changes in
the characteristics of returns from identical
taxpayers, starting with their entrance - into
the tax administration- system [7]. : :

“Most "new'' ' taxpayers, or start'—filers, are
likely to enter the tax system as young, single,
with no dependents, and with little .additional
income beyond wages. Hence, at _the outset,
they file the simplest return form. .Prior to
1983 this was the Form 1040A; in 1983 it was
the 104OEZ With family formatlon, home ouner-
ship' and diversification and/or increases in
income, taxpayers tend to switch to  the more
complex Form 1040. Thus, what and how the
taxpayer reports is a reflectlon of the changes

Similarly, the individual income tax returns,
taken as an aggregate, reflect the society and
economy at large.. .

Whether to. prepare the 1040A return oneself
or to use a paid preparer.is a dec151on that  is
strongly affected by what the taxpayer did the
previous. year and his  (her) level of income.
The indications were that 1040A filers, once
they start to file and prepare their own
returns, generally continue to prepare them
over the years, despite increases in income.
However, when a paid preparer is used, that
decision is quite likely to be reversed in the
following year if the taxpayer's income is
low. The higher the income level, the greater
is the .1likelihood that.the paid preparer will
be used again. .

A significant ’con.cer,n!t'o the tax syétem is
the payment status of a taxpayer at the time




The Life Cycle of Individual Income Tax Returns 19

his (her) return is filed, namely, whether a
gayment is due or tax was overpaid. The
nternal Revenue Service has explored ways by
which taxpayers could bring their prepayments
(mainly by withholding) in 1line with their
self-assessed tax liabilities. It is one kind
of problem to attempt to Treduce payment
delinquency by facilitating increased with-
holding. But it is a different kind of problem
to try to deal with the 75 percent of all
returns filed in recent years that have claimed
a refund.

The present analysis found that about 10
percent of the refund filers in a given year
had shifted to a balance due status in the next
year. This level held irrespective of the size
of the refund. Whether a balance due filer,
however, retained the same status in the next
year appeared to depend markedly on the size of
the amount due with the return. If the amount
due was $400 or more, almost two-thirds of the
taxpayers continued to file with a balance
due. As the amount due decreased below $400,
the proportion with balance due in the next
year progressively declined.

The final stage in the life cycle of a return
is its disappearance from the filing population.
Three major reasons account for these (legiti-
mate) 'stop-filer' returns: death of the
taxpayer; the taxpayer no longer required to
file a return; and the taxpayer no longer
filing a non-joint (generally single) return,
but now filing as a partner on a joint return.
While the present data do not permit a precise
accounting, some generalizations are possible.

About 5 percent of Atlanta 1040A returns were
non-joint returns that shifted to joint filing
status. This component thus may have accounted
for about one-third of the 15 percent stop-filer
rate. For the remaining two-thirds of the stop-
filers, a chief factor probably was declining
income. This would appear to be particularly
likely in view of the greater than average
stop-filer rates observed among 1040A filers
with incomes below $10,000, and especially below
$5,000. (These observations are confirmed by
analyses of nonbusiness 1040 filers and of farm
and nonfarm business filers.) With income
declining below the filing requirements, many
taxpayers no longer file returns, and attainment
of age 65 emphasizes the process. Nevertheless,
there still remain many million taxpayers who
continue to file returns and to contend with
one member of a well-known pair, taxes, till
they meet the other member, death.

NOTES AND REFERENCES

[1] The data source for start-filers and stop-
filers is the annual 100 percent tabulation
from the Individual Master File (Series
D:R:S5-44) of Forms 1040, 1040A, and 1040EZ.
Strictly defined, ''start-filers' are those

(2] The

[4]

[s]

(6]

for whom no indication is found of filing
an individual income tax return, amended
return, or estimated tax in either of the
two previous reporting periods, as deter-
mined by matching on primary Social Security
Numbers (SSN's). The 'reporting period"
for start-filers--and ''stop-filers'--runs
from July 1 to June 30 of the following
year. For purposes of simplicity--and
because it does 1little violence to the
facts--the reporting period is referred to
as the filing year that begins on January 1
of the middle of the period. Thus the
term, "returns filed during 1981", refers
to the reporting period July 1, 1980, to
June 30, 1981.

data source: systematic sample of
20,700 Forms 1040A for Tax Year 1981,
stratified by Tax Year 1980 filing status,
filed by June 1982 from Atlanta District.
This source provided the data base for the
sections:

- Switching from Form 1040A to 1040,

- Consistency in Use of Paid Preparers
(1040A data),

Adjusted Gross Income Shifts, and

Filing Status Shifts

"[3] U.S. Department of the Treasury, Internal

Revenue Service, raxpayer Usage Study,
Forms 1040 and 1040A, Document 6528,
Statistics of Income Division, October 1982
and September 1983.

For the study of 1982 Form 1040 returns
itemizing a deduction for a paid preparer's
fee, the data base was the Taxpayer Usage
Sample. For a description of the sample,
see Riley, Dorothea, "Individual Income Tax
Returns: Selected Characteristics from the
1982 Taxpayer Usage Study," Statistics of
Income Bulletin, Volume 3, Number 1, pp.
46-47.

U.S. National Center for Health Statistics,
Vital Statistics for the United States,
annual .

For tax payment status and size of
refund/balance due, the data source was a
systematic sample (selected at 0.52 percent
rate) of over 500,000 Form 1040 and 1040A
returns on the Individual Master File as of
November 1980.

All data involving amount of balance due or
refund are based on the records of taxpayers
who had some income tax withheld for 1978
and 1979 and who made no estimated tax
payments. If the returns thus excluded,
had been included, the general patterns of
results presented here would not have been
materially affected. In Table 7, however,
the 'excluded' taxpayers have been included
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[7]
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and distributed among the categories shown,
according to ratios derived from Statistics
of Income data and independent estimates by
the author.

The 1longitudinal study approach has been
found to contribute significantly to the
understanding of tax policy and tax
administration issues. Some examples in
the individual income tax area are:

Steuerle, PBugene and McHugh, Richard,
"Income Averaging: Evidence of Benefits
and Utilization," OTA Paper Number 24,
Office of Tax Analysis, U.S. Department
of the Treasury, August 1977.

Auten, Gerald E., 'BEstimation of the
Effects of Capital Gains Taxes on the
Realization of Capital Gains," Office of
Tax Analysis, U.S. Department of the
Treasury, March 1982, unpublished.

In the corporate area, however, continuity
of identity over time is an acute problem
owing to mergers, acquisitions, change of

corporate name, and the 1like. For an
example see Berry, Charles, 'Corporate
Concentration in Industry, 1948-1962,"

Brookings Institution, 1970, unpublished.
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Investment Tax Credit for Individual Taxpayers, 1981

By Jon Maiden and David Paris*

The rate of growth of the investment tax
credit claimed on individual income tax returns
has been signficant in terms of both the amount
claimed and the number of individuals claiming
this credit. During the decade of 1972-1981,
the credit grew almost six-fold, increasing to
nearly $4 billioan for Tax Year 1981 [1]. This
growth is primarily attributable to tax law
changes [2], inflationary increases in the
prices of ''qualified property,” and a near
doubling of the number of returns reporting the
credit. Over these years the number of returns
reporting the credit increased from 2.3 million
for 1972 to 4.5 million for 1981. Figure A
shows the annual growth in both the amount of
the credit claimed and the number of returns
claiming it.

A credit against income tax is allowed tax-
payers who acquire qualified property anytime
during the year for which a tax return is filed.
Qualified property is tangible depreciable
personal property, such as machinery and equip-
ment, used by the taxpayer in a trade or
business. The «credit is a percentage of
"qualified investment," an amount that depends
on the depreciable life of the property. For
1981, regular investment tax credit claimed
equaled, in general, 10 percent of qualified
investment. An additional 10 percent credit
was allowed business taxpayers for investment
in certain ''qualified energy property." In
effect, the investment tax credit is a subsidy
that reduces the private cost of acquiring
qualified property and, in this way, encourages
private capital formation.

The investment tax credit claimed by individ-
uals on Form 1040 represents amounts allowed
for investments in qualified new and used
business property acquired by sole proprietor-
ships, partnerships and Small Business Corpora-
tions electing to be taxed through their share-
holders. However, the cost reported for invest-
ment credit property represents only that
attributable to sole proprietorship businesses;
the cost due to partnerships or Small Business
Corporation property was reported on the
separate tax returns filed by these businesses.

i

Figure A.

Individual investment Tax Credit -
Amount of Credit and Numbers

of Returns, Tax Years 1972-1981

Amount of Credit (Billions of Dollars)

72 73 74 75 76 77 78 79 80 81
Tax Year

Number of Returns (Millions)
6

72 73 74 75 76 77 78 79 80 81
Tax Year

*Individual Returns Analysis Section. David Paris is Acting Chief, and Jon

Maiden is a member of that section.
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This helps explain why the total amount of -
investment credit increased, while _the amount

of individual investment in qual1f1ed business
property declined--by approx1mate1y 15 percent
from 1979 to 1981 [3]. As shown in Figure B,
the reported investment costs were approx1mate1y
$59.5 billion for 1979, $50.3 billion for 1980,
and $50 4 billion for 1981

o

; Flgure B o ‘ ‘
- 'New and Used Pronerty Gu Iifyin
for lnvestment Tax Credlt

Cost of Property (Bmlons of Donars)

INVESTMENT. TAX (REDIT REPORTED ON INDIVIDUAL
TAX RETURNS

During. the five years, 1977 .to .1981, _there
was a. 93-percent increase .in.. the amount of

investment tax credit. c1a1med by . 1nd1v1duals.

(see Figure C). In addition, over this same
period there was a 3l-percent increase in
individual income tax returns reporting this
credit., As expected, the average amount of

credit per return also grew. over thls perlod

A by 47 percent from $600 to $883.

Figure C. --Ind1V1dua1 Investment Tax Credit,

..1977-1981
4 Number of | Amount of Avéf'aé‘e
Tax Year returns . credit credit
' (thousands) | (billions) |per return
(1) (2) (3) -
1977 .....| . 3,435 $2.06 . . $600 ...
1978 .....| 3,942 . 2.93 743
1979 .....} - 4,232 - 3.31 . 782
1980 .....]. 4,207 -, 3,31, 786
1981 ..... 4,496 s 3.97 .} . 883

The .investment tax credit had a greater impact--
for 1981 than any other single tax credit [3].
As shown in Figure D, the investment credit
accounted for over 50 percent of the total
amount of all regular tax credits. The next two
largest credits were the child care and foreign
tax credits, which when combined equaled only
slightly more than one-half of the 1nvestment
tax credit,

Figure D. --Ind1v1dua1 Tax Credlts by Type &
Credlt 1981 ,

[Money amounts are in m1111ons of dollars]

: T Amount Percent"

- Type of credit of of total

) credit credits

Total .evvevvvonneeianes - 7,905 | 100.0.

Investment ......ccenveees| 3,971 50.2
Foreign taX ....veevescnss 1,234 15.6
Child care .....vv00veeees) 1,148 | -14.5 -

Residential energy ....... 601 7.6

Earned income .......c00. . 452 5.7

Political contributions .. 262 3.3

For the elderly .......... 124 1.6

Jobs t.eieiiieiecnnconnans 97 1.2

Work incentive .. 0.2

cseisesnss 12
Research and Y R,
experimentation ......... 2] *
Other tax credits. vi.e... - 21 *®

*Less than .1 percent.

Rurther analysis of all individual -returns
with tax credits shows the relative importance -
of the investment tax credit for those 'wealth- .
ier" taxpayers with adjusted gross income (AGI)
of $100,000 or more. As can:be seen in Figure E
the investment tax credit claimed amounted to
almost 62 percent of the: total of all tax
credits claimed for this: group.- Of particular
note were those.returns which showed an‘AGI of "
between $500,000 and $1,000,000. For these
taxpayers, the investment tax credit claimed
amounted to more than 75 percent of all tax
credits claimed.
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Figure E.--Individual Investment Tax Credit by Size of Adjusted Gross Income, 1981

23

— e e
All returns | Returns with | Percentage Total Investment | Percentage
. Size of filed investment |  with tax credits|tax credit | of total
adjusted gross income number tax credit | investment (millions) |(millions)| credits
‘ (thousands) | (thousands) | tax credit
(1) (2) (3) (4) (5) (6)
Total ....... veesereasesss] 95,396 4,496 4.7 $7,905.2 $3,971.2 50.2
Under $20,000 ........c..... 61,589 1,442 2.3 1,639.2 532.9 32.5
$20,000 under $50,000 ......] 29,710 2,064 7.0 2,926.6 1,439.4 49,2
$50,000 under $100,000 ..... 3,443 698 20.3 1,545.2 874.6 56.6
$100,000 under $200,000 .... 517 214 41.4 883.8 510.4 57.8
$200,000 under $500,000 .... 118 64 54.2 537.0 345.4 64.3
$500,000 under $1,000,000 .. 15 9 63.8 159.8 122.5 76.7
$1,000,000 or more ...... cee 5 4 71.7 213.6 146.0 68.4

NOTE :

The importance of the credit for those tax-
payers with an AGI of $100,000 or more is also
evident when examining the use of the credit
among all returns filed, regardless of whether
or not the taxpayers claimed any tax credits.
For taxpayers with an AGI of $100,000 or more,
the investment tax credit was claimed on almost
45 percent of the returns. For each size
classification shown for this group the percent
ranged from a low of only about 41 percent of
all returns filed with an AGI of $100,000 to
$200,000 to a high of almost 72 percent of all
returns filed with an AGI of $1,000,000 or more.
In contrast, for those returns with less than
$100,000 of adjusted gross income, the invest-
ment tax credit was reported on less than 5
percent of the returns (see Table 1 for more-
details).

COST AND DEPRECIATION OF
PROPERTY

INVESTMENT (REDIT

As defined in section 38 of the Internal
Revenue Code, an investment credit is allowed
for most purchases of new or used business-
related property which is depreciable or amor-
tizable tangible property having a useful life
of at least 3 years. For 'recovery property"
(most property placed in service after 1980),
the percentage of property cost to be used in
establishing the credit is 60 percent for
property recovered over 3 years, and 100 percent
of the cost of property recovered over 15-year,
10-year, and 5-year periods.

In the case of 'nonrecovery property," the
amount of investment qualifying for the tax
credit is limited by the previous class life

Percentages are computed before rounding of the number of returns in columns 1 and 2.

ADR depreciation rules. Generally, 100 percent
of the cost of property with a 7-years or more
class life qualifies for the credit; 66 2/3
percent of the cost of property with a class
life of 5 years to less than 7 years; and 33
1/3 percent of the cost of property with a
class life of less than 5 years but at least 3
years. An investment credit is not allowed for
property with a useful life of 1less than 3
years.

An analysis of the data by class life periods
for both Tax Years 1979 and 1980 indicates that
approximately 70 percent of the total cost of
investment credit property was for nonrecovery
property with a class life period of 7 years or
more, which allows 100 percent of the property
cost to be used in determining the investment
credit. Comparable data are not shown for 1981
because the method for determining the amount
of investment qualifying for the tax credit was
changed by the Economic Recovery Tax Act of 1981
which introduced the Accelerated Cost Recovery
System (AGRS). This new system shortened the
recovery period of property qualifying for the
full investment tax credit. Figure F below
shows a comparison of the class life periods
for 1979 and 1980 covering the cost of invest-
ment credit property as reported by individual
taxpayers.

SOLE PROPRIETOR AND OTHER BUSINESS USAGE OF THE
INVESTMENT TAX CREDIT

There are three major forms of business enter-
prise whose investment credit was reported on
individual income tax returns. They are sole
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igure F.
st of Investment Property
Class Life Period

proprietorships (both nonfarm businesses and
farm operations); partnerships; and electing
Small Business Corporations, the profits of
which are taxed after distribution to the indi-
vidual shareholders and which, therefore, are
not - typically subject to corporate taxes. -
Certain estates and trusts also qualify for the
investment tax credit. As shown in Figure G,
the extent to which returns with nonfarm sole
proprietorship business activity reported the
investment credit and the amount of the credit
claimed peaked for Tax- Year .1979, then declined
for both Tax Years -1980 and 1981. However,:
despite these downturns, the average amount of
credit per proprietorship return increased from
1980 to 1981 as shown below. ’ -

—"Selected sole_ proprietorship.-nonfarm indus-

Figure G.--Nonfarm Sole Proprietorship Returns
Reporting Investment Tax Credit

Number of Amodnt of Average

Tax Year returns credit!? credit
’ (thousands) | (billions) |-per return
' (1) < (2) (3)

1977 ..... 2,309 $1.38 $598
1978 ..... 2,800 2.15 768
1979 ..... 2,960 2.39 807
1980 ..... 2,901 - 2.27 782
19081 ..... 2,185 1.87 855

IMay also include investment tax credit from
other business sources.

Furthermore, returns with sole proprietorships
schedules accounted for up to 47 percent of the
total individual investment credit taken for
1981, declining from 69 percent for 1980 and 72
percent for 1979 [5]. This decrease by sole
proprietorship tax filers in the use of the

credit was offset by the growth in use by
owners of partnerships and electing Small

Business Corporations [6].

tries accounted for a significant portion of
the investment credit property used in deter-
mining the investment tax credit. Five nonfarm
industries accounted for over 50 percent of the
total property used. to determine the investment
credit. Among these are: mining; retail trade;
business services; finance, insurance and real
estate; and construction.
property reported for these five nonfarm indus-
tries accounted for 53.5 percent of the total
cost of sole proprietorship investment credit
property for 1981 (see Table 2 for more
details). ' S

Among these ‘fivé nonfarm industry categories,
the cost of investment credit property in mining
consistently increased for Tax Years 1979-1981,
while in construction, the amount of investment
credit property consistently decreased. Figure
H below covers the trends in the cost of invest-
ment credit property reported for these five
nonfarm industry -categories [7]. '

These data highlight certain sole prorietor-
ship -industries which are most sensitive to
economic downhswings. The consistent reduction

in the amount of investment credit property

purchased for the construction and retail trade
industries” reflected in part a contraction in
two key consumer-oriented industries. The major
increase in the purchase "of mining-related
equipment was a partial result of the increase
in the cost of certain minerals, especially oil,

gold and silver, which rose dramatically in

value during this pgriod. :

Investment credit.




Investment Tax Credit for Individual Taxpayers, 1981 25

Figure H.--Cost of Property Used by Sole Propri-
etorships for Investment Tax Credit, 1979-1981

Percent
Industry (b?T?ggzs) of total
credit
1979
Business services ...... $2.2 8.9
Construction ...c.eeees . 3.1 12.6
Finance, insurance and
real estate .....ccceve. 2.7 10.9
Mining ...eeecesvonevess 2.1 8.3
Retail trade ...... eeees 4.3 17.5
1980
Business services ...... 2.3 10.2
Construction ....eeeeeee 2.2 9.5
Finance, insurance and
real estate ...ceeccnns 2.4 10.7
Mining ...cecevvecencons 2.4 10.6
Retail trade .....cc0c.. 3.8 16.9
19811
Business services ...... 2.5 9.8
Construction .....eece.. 1.9 7.6
Finance, insurance and
real estate ...... ceses 2.3 9.0
Mining ...cevvevennceees 3.4 13.5
Retail trade ..cvevecenn 3.4 13.7

1The 1981 data are not altogether comparable

with prior years because multiple businesses
reported on a return were all classified into
one predominant industrial activity.

SUMMARY

The increasing importance of the investment
tax credit as a tax incentive for business
investment is amply demonstrated by its growth
and expansion during the past decade. Because
of tax law changes and real growth in the
economy, the credit is being reported by twice
as many individual taxpayers as it was a decade
ago. The average credit per tax return has
also increased at a significant pace.

Additional impetus for the continued growth in
the usage of investment tax credit has resulted
from the provisions in the Revenue Act of 1978
and the Economic Recovery Tax Act of 1981
(FRTA), which increased annually the carryover
of unused credits and for additional credits of
15 percent, 20 percent, and 25 percent for
rehabilitating older structures for business
usage. ERTA also added the Accelerated Cost
Recovery System, under which the total cost of
all property with at least a 5-year Trecovery
period qualified for the full credit.

Over the past 21 years the investment tax
credit has grown to become the largest single
tax credit claimed by individual taxpayers for
Tax Year 1981,

DATA SOURCES AND LIMITATIONS

These statistics are based on a sample of
individual income tax returns, Forms 1040,
filed for Tax Year 1981. A general descriptim
of sampling procedures and data limitations
applicable to the Statistics of Incame (SOI)
tabulations is contained in the Appendix to
this report.

As the data presented in this article are
estimates based on a sample of documents filed
with the Internal Revenue Service, they are
subject to sampling error. To use properly the
statistical data provided, the magnitude of the
potential sampling error must be known,
Coefficients of variation (CV's) are used to
measure the magnitude of the sampling errors.

The table below presents approximated
coefficients of variation for frequency
estimates. The approximate CV's shown there
are intended only as a general indication of
the reliability of the data. For a number
other than those shown below, the corresponding
CV's can be estimated by interpolation. The
reliability of estimates based on samples and
the use of coefficients of variation for
evaluating the precision of sample estimates
are discussed in the Appendix.

Estimated Approximated
Number of Returns Coefficient of Variation

5,033,400 .02
806,300 .05
201,300 .10
50, 300 .20
22,400 .30
8,100 .50

Sample Selection

The 1981 individual tax return statistics are
based on a sample of individual income tax
returns, Forms 1040 and 1040A, processed by the
IRS during 1982, The sample was stratified
based on presence or absence of Schedule C,
Profit (or Loss) from Business or Profession;
State in which filed; adjusted gross income or
deficit or largest selected source of income or
loss; and size of business plus farm receipts.
The returns were selected at rates that ranged
from 0,05 percent to 100 percent. There were
144,322 returns in the sample drawn from a
population of 95,396,123,

DEFINITIIONS

A brief definition of certain terms used in
this article are given below.

Accelerated Cost Recovery System (ACRS).--The
Econamic Recovery Tax Act of 1981 provided a
new capital cost recovery system for both new
and used property. The cost of most tangible




26 ' Investment Tax Credit for Individual Taxpayers, 1981

depreciable property placed in - service after
1980 must be recovered using the ACRS accel-
erated methods and is classified as recovery
property.. under this‘ system. When computing
cost recovery under  the ARRS system the salvage
value is ‘disregarded. The cost of eligible
property is recoverable over 3-year, 5-year,
10-year, or 15-year periods depending on the
type of property. The AMRS system generally
replaces the Class Life Asset Depreciation
Range (ADR) System [8].

Class Life ADR System.--This optional depre-
ciation system 1s used for tangible assets
first placed in service after 1970 and before
1981. Under the Asset Depreciation Range (AIR)
System -an asset is grouped with related assets
into '"'guideline classes'" and depreciated over a
specific class life period. This period covers
a given range of years over which the cost or
other basis can be written off.

Qualified Investment.--Qualified investment was
the amount Temaining afteér reducing the cost of
investment credit property by the percentage
limitations contained in the Internal Revenue
Code and was the base mn wh1ch the credit was
computed.

“Recovery” Property.--For purposes of ACRS, most

tangible depreciable property placed in service
after 1980 and used in a trade or business or
held for production of income must be recovered
using accelerated methods of cost recovery.
Recovery property describes property acquired
under AQRS which is classified under 3-year,
5-year, 10-year, and 15-year periods for cost
recovery. These periods determine the length
of time over which an asset can be recovered.

NOTES AND REFERENCES

[1] The investment credit claimed on individual
income tax returns for 1981 overstates the
credit '"earned" in 1981 to the extent that
it includes amounts ''unused" in prior years
and carried forward to 1981. At the same

. time, the 1981 credit ‘is overstated to the
extent it does not reflect the effect of
future paybacks of 1981 credit due to early

" disposition of assets for which credit was
claimed. For 1981, nearly $0.5 billion ‘was
reported as add1t10na1 tax from the
recapture of prior year investment credits.

[2] Tax law changes which had a major impact on
- -the growth of the investment tax credit
-were contained in the Tax Reduction Act of
1975 which increased the allowable credit
to 10 percent, the Revenue Act of 1978

. which made the 10 percent credit permanent
- and increased the portion of tax liability

over $25,000 that could be offset by the
credit, and the Economic .Recovery Tax Act
of 1981 which extended the carryover period
for unused credit and provided increased
credits of 15 percent, 20 percent, and 25

percent for rehabilitation of nonresidential
buildings and residential certified historic.

structures.

[3] For 1981, the amount of investment tax
credit claimed was limited by the incame
tax liability of the individual. For indi-
viduals with a tax liability of $25,000 or
less, the limitation was 100 percent of U.S.
income tax after the credit for the elderly
and the foreign tax credit. For those indi-
viduals with a tax liability of more than
$25,000, it was limited to $25,000 plus 80
Knrcent of the tax in excess of $25,000.

y unused credit can be carried back or
carried over for use in other tax vyears.
No amounts are shown in tables 1 and 2 for
carryback of unused credit because these
amounts are not reportable on the current
year's return, but are reportéed on future
claims for tax refunds or on .amended
returns which are excluded from Statistics
of Income data.

[4] The rate reductlon "credlt" is excluded fran
this discussion due to the fact that it was
a one-time calculation designed specifically
to reduce income tax 1liability before
credits as computed under the former rates
to an amount based on the revised tax rates
provided for in the tax reduction provisions
cgni:a;ned in the Economic Recovery Tax Act
of 1981

[5] U.S. Department of the Treasury, Internal
Revenue Service, Statistics of Income--
Sole Proprietorship Returns for 1977-1981.

[6] Investment  credit reported here is
associated with property purchased for a
sole proprietorship business as indicated
by the presence of sole proprietorship
income. For individual returns showing
business income from more than one form of
business, e.g., sole proprietorships,
partnerships, etc., it was not possible to
determine with accuracy which business
enterprise was the source of the credit.

[7] U.S. Department of the Treasury, Internal
Revenue  Service, "Sole Proprietorship
Returns/1981," unpublished tables.

[8] Joint Committee on Taxation (Staff),
General Explanation of the Economic
Recovery Tax Act of 1981, U,S. Government
Printing Office, 1981, pp. 75-79.
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Table 1— Individual Income Tax Returns With Investment Credit items: Cost
of Investment Credit, by Size of Adjusted Gross Income, 1981

[All figures are estimates based on samples — money amounts are in thousands of dollars]

of Investment 'c:i-edlt Property by Life Years, Qualified Investment, and Computation

L1861 ‘SUINI3Y |enplAIpuUl UO }IPaJD XB) JUBWISIAU|
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investment credit | Investment credit items
Adjusted ! ‘Cost of property used for investment credit
gross
Size of adjusted gross income NLr"enhl:::sOf in:;ome Number of | pro : Recovery property
moun ; 3. — .3
defiot retums “Total — [Total b‘,New 3-year . b:ew other . beused 3-year
Number of Number of umber of umber of
retums ; Amount retums Amount returns Amount retums Amount
2 @) ) ® ! [¢4] 8 [C)] (10) (1) (12) (13)
All retuns 193,455,974 50,416,467 3,904,m 43,471,181, 1,222,441 7,855,40f 2,634,62! 27,618,0. 492, 1,983,092
No adjusted gross income -12,325 13,966 A 13,961 1,971 11,758 "
$1 under $5,000.... 234,397] 181,667 41,710 136,227] 29,118} 27,237 55,730} **5,172 **19,700
$5,000 under $10,000............ccccciriiiniinririiiiinniensannans 2,983,643 2,487,224 300,357 2,209,741 367,823 184,035 1,070,404 47,160 155,278
$10,000 under $20,000 . 15,305,807} 7,082,561 865,167, 6,409,577| 1,125,022 531,350, 3,554,21 146,131 516,823
$20,000 under $50,000 . 66,682,11 18,315,171 1,806,819 16,198,231 3,493,973 11774 9,266,170 226,628 938,829
$50,000 under $100,000 .. 47,078,111 8,817,830 628,077 8,590,212 1,699,111 484,521 5,608,67 9 231,314
$100,000 under $500,000 . 46,597,1 3 9,784,878 250,181 7,956,383 1,018,8 218,61 6,290,749 110,852
$500,000 under $1,000,000.. 6,302,183 122,454 1,312,829 8,488] 1,027,212 82,374 897,179 ,807
$1,000,000 or more 8,284,80. 146,013 1,420,340) 3,360 29,637} 37,11 863,158 4,389
Investment| credit items — Continued
Cost of property used for investment credit — Continued )
Recovery property — i ’
Size of adjusted gross income Continued i Nonrecovery property
Used — other Total New — 3 under 5f years New — 5 under 7 years New — 7 or more years Used — 3 under 5 years
|
Nl:g‘nl::sd Amount N‘:;"‘zf;sof Amount N‘:'e“msof Amount N‘:;"tgrer:sof Amount Nt:;nmsof Amount Nl:g‘msm Amount
(14) (15) (16) 17) (18) (19) (20) 21 (22) (23) (24) (25)
v
All returns 840, 6,014,649 506,62 5,558,1 131,807 584,388 1, 1,135,76 246,931 2,950,015 71,664 232,509
No adjusted gross income 221 - * — — — - . " — —_
$1 under $5,000....... 10,00 **11,75, **38,155 2,969 *3,961 *7,187] *8,583 **5,278) **17,809] *2,164] ‘988
$5,000 under $10,000 81,45 38,23 270,591 8,012 . 30,019 12,470 82,2284 13,863 78,6754 4,048 14,840
$10,000 under $20,000 . 224,8 110,683 , 25,43 i 65,98 35,539 106,28 44,929 276,010 20,314} 74,479
$20,000 under $50,000 . 362,40 208,411 1,727,78 57,71 , 204,381 61,285 239,601 97,17 905,830 32,302 105,477
$50,000 under $100,000 .. 112,43 81,6 1,032,850| 221 i 104,0 31,7964 125,651 46,7! 673,480 9,086 24,236
$100,000 under $500,000. 46, 52,348} 1,253,69! 14, 158,17 21,587 190,459 36,33 823,721 3,508 10,394
$500,000 under $1,000,000.. A 2,402 205,57’ 10,474 1,105 87,8 1,74 101,025 1 939
$1,000,000 or more... 999 1,101 380,411 | 7,299 540) 295,132 809 73,460) 7 1,156
Footnote(s) at end of table. '
|
i
b
| .
|
I
)
|
A [y = i _




Table 1— Individual Income Tax Returns With Investment Credit items: Cost of Investment Credit Property by Life Years, Qualified Investment, and Computation
of Investment Credit, by Size of Adjusted Gross income, 1981 — Continued

[All figures are estimates based on samples — money amounts are in thousands of doliars]

Investment credit items — Continued

Cost of property used for investment credit — Continued Qualified investment in 10% property
. Cost of property, Cost of property,
Size of adjusted gross income Nonrecovery property — Continued life years not stated type not stated Recovery property Nonrecovery property
Used—5§ under 7 years | Used—7 or more years | = ’ Number of Tota! Number of Number of
! o umber o umber umber o
Number of | oo Number of retums Amount retumns Amount returns Amount returns Amount
returns returns
(26) 27) (28) (30) (31) (32) (33) (35) (36) (37 (38)

All retums 61,723 62,501 113 7,577 36,86 1,379,550 3,904,64! 39,535,337] 506,61 4,532,624
No adjusted gross income... . — - - — - 48 13,167] . .
$1 under $5,000 **4,08 ‘671 - —_ *4,503 *7,201 41,71 116,697| **11,762] **31,476
$5,000 under $10,000..............cceceee *4,83! 6,432 - - 1,781 6,891 300,35 2,000,469 38,23 206,349
$10,000 under $20,000 .. 13, 13,731 — — 441 23,897 865,16 5,762, 75! 110,683} 600,919
$20,000 27,32 ,340) *110] *7,290] 13,15! 81,864 1,806,819 14,424,89 208,411 1,382,082

7,69 10,967| — —_ 7,19 194,768 628,077 7,817,964 81,6 899,176

3, 7,811 - — 53 574,79 250,181 7,6504,45; 52,34 1,068,592
1 317 **3 **2 31 80,03 8,488 991,899 2,39 168,108
6 132) " . 189} 110,00 3,360, 913,03 1,101 275,922

Investment credit items - Continued
Qualified investment in 10% property — Continued Qualified rehabilitation expenditures
Size of adjusted gross income New commuter highway | Used commuter highway onehabilitation oehabiitation 30-year old and Certified_historic
vehicles vehicles 5"3:“' 7 years ’;‘z’ 7 years 40-year old buildings structures
Number of Number of Number of Number of Number of Number of
retums Amount returns Amount returns Amount retumns Amount returns Amount retums Amount
(39) (40) (41) (42) (43) (44) (45) (46) (CY4) (48) (49) (50)

All retums 14,481 85,794 6,012 33,424 1,793 7,291 25,997 668,745( 654) 13,782 829 6,101
$1 under $5,000......... —_ —_ - — — — —_ —_ — - —_ -
$5,000 under $10,000 ‘2, *10,0508 *1,283] *5,385| - — *211 *4, — — — —_
$10,000 under $20,000 *2,753] *5,06 *2,870] *15,580 — — *2,22 *43,27! *217] *468 — —_
$20,000 under $50,000.............cecennnene 7,410] 56,7! *1,246 *8,799) *299) 87| 10,97 90,55 — - *703 *102
$50,000 under $100,000 . 1,87, 11,81 *390] 2,384 *1,223] *3,851 74 213,37 *259 *2,113] 87| *2,610
$100,000 under $500,000 * *1,79, *217| *1,261 253 2,460 4,72 264,799 ‘1 11,09, **39 **3,3%0
$500,000 under $1,000,000.. . 27 6 17] 319 3 23,955 7 **109, . b
$1,000,000 or more ) ) —_ —_ 1 47. 1 32,741 ' b — -

Footnote(s) at end of table.

L1861 ‘SUINIY |ENPIAIPU] UO }P3JD XBL JUBWISAAUY

6C



Table 1— Individual Income Tax Returns With Investment Credit Items: Cost of Investment Creém Property by Life Years,
of Investment Credit, by Size of Adjusted Gross Income, 1981 — Continued

(Al figures are estimates based on samples — money amounts are in thousands of dollars]

Qualified Investment, and Computation

Investment credit items — Continued
T?;ﬁ‘egf#ﬁ?d Current year regular investment credit
Size of adjusted gross income - - -
Number of Total 10 Percent portion 15 Percent portion 20 Percent portion
umber
Amount
returns Number of Number of Number of Number of
returns Amount : retums Amount retums Amount retums Amount
(51) (52) (53) (54) : (55) (56) (57) (58) (59) (60)
All returns 4,333,::3 45,862,391 4,393,573 4,7(18,11I 4,331,091 4,582,601 27! 634 2,390
No adjustod gross iNCOME .........ocueviiciiiiicrcccete et 13,172 486 1,31 486] 1,317] — — — -
56,867 155,894 56,867 15,683 56,867] 15,569 - - - -
337,640} 2,227,344 345,741 251,35, 337,640 222,622 -_ - —_ —
961,147 6,154,989 976,673 621,608 961,137| 615,101 — — *217| *94
1,899,990 16,328,7 2,030,88¢ 1,677,368 1,998,874 1,632,112 - - - —
686,631 9,122,1 693, * 687,804 911,457 — — 259 423
275,2 9,267,98; 276,474 948,0. 275,083 925,24, ** 20} "7 *151 1,852
9,36 1,259,641 9,383 127,009 9,36 125,939 | . 7] "22
37 1,332,44 3,7 141,384 3,74 133,243} — - . e
Invéstment credit items — Continued
: " . Carryback of Tentative regutar Business energy
Current year regular investment credit — Continued i unused credit investment credit. investment credit
Size of adjusted gross income i .
! g 25 Percent portion ca"ngeg!t unused | Number of Number of Number of
umber of umber o umber o
Number of Number of ; retums Amount retumns Amount returns Amount
retumns Amount returns Amount i )
) 61) (62) (63) (64) 1 ®5 (66) (67) (68) (69) (70)
7 Al retums.... 829 1,52§ 374,866 1,280,391 - - 4,493,603 5,988,501 22,463 49,617
No adjusted gross income - - 3 13] — — 481 1,330) 13] .8
$1 under $5,000 .......... — — 7,98 8,274 -_— - 59,27/ 23,9 — —
$5,000 under $10,000 - —_ 99,875 246,643 — - 372,155 497,9 *447] *30
$10,000 under $20,000....... — — 137,311 394,880 - - 1,009,91 1,016, *754] *1,810
| under $50,000 *703] 25 102,077 . 348,48 — — 2,063,563 2,025,87. 12,712 12,474
$50,000 under $100,000......... *87| *65. X 122,685| . — - 697,589 1,047,028 5,221 12,582
$100,000 under $500,000 . **39 "84 6,58 89,641 — — 277,431 1,037,66 3,039 19,582
$500,000 under $1,000,000 o . 363 26,10 - - 941 153,114 181 2,352
$1,000,000 or more ... = — 221 43,66 -— — 3,77 185, 778

“Estimate should be used with caution because of the small number of sampie returns on which it is based.
o of ’

**Data i to avoid i for specific taxpay
NOTE: Detail may not add to total bacause of rounding.

11
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Table 2 — Individuals With Sole Proprietorship Businesses With Investment Credit Items: Cost of investment Property by Life Years, Qualified Investment, and
Computation of Investment Credit, by Selected Industry, 1981 — Continued

{All figures are esti based on ples — money amounts are in thousands of doflars]

l

|

Invéstrﬁ'lent credit items — Continued

Cost of prope!rty:used for investment credit — Continued

Recovery property —
Selected industries Continued ! ‘ Nonrecovery property
Used — other Total New —3 uf‘der 5 years | New—5 under 7 years | New—7 or more years | Used —3 under 5 years
Number of Number of Number of . Number of Number of Number of
returns Amount returns Amount returns | | Amount returns Amount returns Amount returns Amount
- (14) (15) (16) a7 (18) ! (19) (20) 21) (22) (23) (24) (25)

All nonfarm industries 359, 2,855,585 215,622 2,644,673 54,143 264,44 66,610) 497,239* 87,401 1,369,572 32,244 136,308
Agricultural services, forestry and fishing 11,680 97,927| 6,127 2,654 12,631 2,057 4,554 2,057| 44,653 *1,54 *3,552
MINING...eevereeeec e 12,658 138,544 7,843 2,362 R 3,379 52,452 5,837] 347,293 63 2,177
[¢ et 42,355 350,760 17,206 16,004 5,464 26,396 5,155 43,512 3N 9,085

General bu:ldlng and operative builders 9,43 95,854 2,499 3,561 687 3,128 1,158 3,319 - *258] *1,769
27,402 178,531 13,529 11,460| 4,527 21,178 3,555 30,2904 3,173 6,455
551 76,375] 1,178 *983) 250 *2,090f 442 9,903 *281 860
18,308 96,143 6,910] 11,091 2,881 10,448 2,284 24,633 *1,631 *14,640
Transportation, communication, electric, gas, and samtary Services 26,301 419,836 12,368 24,245 1,963 15,083 4,444 132,044 43,134
Trucking and warehousing 19,982 334,689 10,549 14,023} 1,557 12,459 3,671 115,299 43,097
Other........ccoceeeinint - 85,146 1,819 10,22 406 2,624 773 16,745 ‘37
Wholesale and retail trade .. 85,459 669,745 47,0981 55,2501 16,422 55,663 17,521 231,756 14,826
Wholesale trade. ... 10,265 137,017 4,439 14,638 1,116 10,967| 1,959 9,991 y
Retail trade.... 67,589 491,190( 37,326 35,651 13,815 41,856 13,219 100,067| 9,841
Food stores..: 10,364; 77,0084 3,989 3,944 977 15,15 2,112 9,959 - ‘762
Automotive dealers and service stations . 73,198 4,161 1,74 1,657 6,304 1,444 7.204] 769
Eating and drinking places . 11,159 86,568 5,427 8,125} 1,207] 1,073 1,003 18,193 *301
Direct selling organizations . 58,927 7,137 6,049 1,906; 3,184 2,73 ,65. *981
Other retail trade........ 27,959 195,490 16,612 15,787| 8,068 16,140) 5,928 57,058] 7,029
Wholesale and retail trade . 41,537 5,333 4,961 *1,491 2,841 2,348 121,699 3,019
Finance, insurance, and real estate.................. 19,506 175,431 20,035} 27,963 4,955 57,765 7,258 63,906 6,544
Finance.............. 12,619 1,806 ,79 611 5,151 Akl 10,743 *354
Insurance agents, brokers, and service . 43,36 6,198 4,209 1,914 23,493 1,255] 11,961 *43
Real estate 11,768 119,445 12,031 19,957 2,430] 29,121 5,292 41,202} 6,146
SBIVICOS ...l ittt e e e 139,54 888,725 95,444 95,001 29,232 274,696 41,898 472,530 38,487
Hotels and other lodging places . X 25,315 1,590 *870] 8 ,137| 809 ,001 3,795
Personal ServCeS.........oouveveureeisireaiirceeirerenns 23,498 129,420) 12,481 9,463 4,326 18,035 3,669 42,759 *2,833
Business services ....... . 27,01 207,827 17,513 26,454 6,462 73,283 6,119 69,617| 6,660
Automobile repair and services.... 11,106 75,209 6,900] *794] 1,366 2,291 2,669, 24,896 *1,128
Amusement and recreation services except motion pictures 10,894 32,667 8,765 5,580 2.277] 71,201 4,874 120,442 5197
Medical and health services 14,888 94,904 12,036 14,198 3,036 9,025 7,208 50,061 888
Offices of PhysiCIaNS ..........cccccviiiiiiimicii 24,690 3,683 3,438 1,37 2,605 1,979 9,834/ *253
Offices of dentists ..........................oo.ccoevmirns 49,60 3,465 *5,077| 330 1,243 1,999) 20,93 *565
Other medical services 20,60 4,888 5,683 1,330 5,177 3,230 19,291 7
Legal SBIVICES ..........occciiuiiininieiiin e 31,712 10,368 9,203 5,182 42,318 4112 21,418] 4,794
Other services... " 42,514 291,671 ' 25,791 28,439 5,713 55,4061 12,438 140,33 13,192
Nature of business not allocable.................cccovvei i 18,474 2,591 1,100 *257| 182 942] 9,244 *3,864

Footnote(s) at end of table.
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Table 2 — Individuals With Sole Proprietorship Businesses With Investment Credit Items: Cost of Investment Property by Life Years, Qualified investment, and
Computatlon of Investment Credit, by Selected Industry, 1981 — Continued

{All figures are estimates based on samples — money amounts are in thousands of dollars]

Investment credit items — Continued

Cost of property used for investment credit — Continued

Qualified investment in 10% property

. Cost of property, Cost of property,
Selected industries Nonracavery property — Continued life years not stated type not stated Recovery property Nonrecovery property
Used — 5 under 7 years | Used —7 or more years Number of Number of Total Number of Number of
umber o umber © umber umber o
Amount p Amount Amount Amount
Number of Number of returns retumns returns returns
retumns Amount retumns Amount
(26) (27) (28) (29) (30} (31) (32) (33) (34) (35) (36) (37) (38)
All nonfarm industries 237 138,56! 29,631 238,541 '11d 1, 18,61 860,272  22,546,7( 1,929,816 19,272,649 215,620 2,164,941
Agncultural services, forestry and fishing.........cccoreeniinnnees *1,019) *7,5M1 *570) *4,196) - *463) *664,240) 56,035 566,035 6,127 62,310
Mining . 451 3,325 1,651 6,359 - — 1,78 3,274,39 60,939 2,615,91 7,841 398,570
Construction ..., 3,093 5,688 2,318 10,855 — — 1,644,83! 199,135) 1,523,115 17,206 84,084
G | buil . > *605 *4,709] - — *516) 383,888 46,652 344,339 2,499 11,980
Special trade contractors........ 2,8 5,480} '1,06 3,825 -— - 1,002,922 137,115 935,791 13,529 57,829
Other construction...... " e *64 *2,321 — — 258,029 15,368, 242,985 1,178 14,275
Manufacturing *870) *2,438) 1,222 9,27 - —_ 630,08 67,069 572,551 6,910] 51,058
Transportation, communication, electric, gas, and sanitary services 1,34 20,32 1,620) 9,676 - — 2,203,838] 98,747| 1,959,502 12,368 187,735
Trucking and warehousing ... 1,340} 20,314} *878] *7,685 - *592 *1,716,380) 70,224 1,503,563 10,549 163,828
Other.......... * 742 1,990, - —_ *487,458; 28,523] 455,940, 1,819 23,907
Wholesale and retail trade 4,837 29,81 8,838 93,89 - — 3,711 4,155,43 435,371 3,645,153 47,098 405,932
Wholesale trade........ 421 1,552 659 98 — —_ *589,418 47,810] 561,793 4,439 24,837
Retail trade..... 3,359 24,779 71,129 — — 2,58 3,059,621 342,7 2,749,948 37,326} 230,711
Food stores ..........ccccuues V227 *18 *1,112 *6,267! — — *550] *378,583 39,64 348,616 3,989 28,011
Automotive dealers and service stations 688 7,86 708 3,97 — — 415,037, 41,78 381,335 4,161 21,455
Eating and drinking places... *159] *1,349 ,03 35,061 - — *446,944 47,94 364,577 5,427| 57,671
Direct salling orgar *812] *9,240) 1,592 *15,278 —_ — *1,397] *554,188 71,587 500,951 7,137| 33,544
Other retail trade .. 1,467 6,13 1,2 10,545 - —_ 44 1,264,867, 141,825 1,154,469, 16,612 90,030
Wholesale and retail ‘trade not allocable.. *1,063] 3,530 1,47, *21,787, — — 1,101 506,397, 44,775 333,412 5,333 150,384
Finance, insurance, and real estate 3,211 13,130] 3,243 25,429 *110 *7,2904 1,938,975 167,093 1,748,817| 20,035 148,036
FiNANCO ......oerivvnniemnrnenerrrennens ‘41 44 -— —_ 1 221,984 10,992 203,381 1,806 16,243
Insurance agents, brokers, and service 1,381 2,463 1,523] 6,602 — — *54 613,87 59,463 565,901 6,198 37,263
Real estate 1,41 9,767 1,27 18,739 *110) *7,290 1,103,120} 96,638 979,535 12,001 94,530
Services 8,738 54,9 9,43 77,320 - —_ 8,189 7,867,035 829,511 6,535,118 95,444 813,846
Hotels and other lodging places *2 *170] 1 *95) — — *58 *168,321 11,862 141,953 1,590 6,852
Personal services .. *525| *14,697| *1,86 *11,506 - -_ *939 *580,505| 105,043} 487,127 12,481 80,155
Business services.. 1,801 24,285 2,453 24,154 — - 2,152 2,218,531 181,12 1,866,934 17,513 169,771
Automobile repair and services ................. 1,41 *2,994] *138 *9,58! — - *137] 320,379 47,364 280,943 6,900f 38,639
Amusement and recreation services except motion pictures *58 *391 1,011 2,650 — — 678,900 58,798 494,067 8,765 174,359
Medical and health Services ... *1,162 *4,819) 1,115 12,205 — - 1,268,102 136,755 1,152,337 12,036 76,507
Offices of physicians .. *23 *12 507| 9,612 —_— — 1,259 56,981 5,552 ,683 22,493
Offices of dentists.... *46! *4,65. *104 *2,430 — — 425,668 36,473 392,840 3,465 29,169
Other medical services. *46 *5i *163 _— — *110] *301,175] 43,30t 253,945 4,888 24,845
Legal services . e eeees *1,32 1,311 1,036} 1,560 — - 550,282 54,773 439,716 10,368 56,692
Other servnces ............ . 2,319 6,330} 1,805 15,565| — — 3,772 2,082,010, 233,7H 1,672,040] 25,791 210,873
Nature of business not allooable ................................................. *14 *1,23. *733 *1,531 — — 1,759 167,863 15,916 106,441 2,591 13,369

Footnote(s) at end ot table.
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Table 2 — Individuals With Sole Proprietorship Businesses With Investment Credit ltems: Cost of Investment Property by Life Years, Qualified Investment, and
Computation of Investment Credit, by Selected Industry, 1981 — Continued

[All figures are estimates based on samples — money amounts are in thousands of dollars]

'Investment credit items — Continued

Qualified rehabilitation expenditures

Qualified investment in 10% property — Continued

Selected industries New commuter highway | Used commuter highway JPehabiltation ononabiltation 30-year old and Certified_ historic
vehicles vehicles sxt?nder 7 years o"’,g' 7 years 40-year old buildings structures
Number of Number of Number, of Number of Number of Number of
returns Amount returns Amount retirns Amount returns Amount returns Amount returns Amount
(39) (40) (41) (42) 43)| (44) (45) (46) (47) (48) (49) (50)
All nonfarm industries 4,984 37,3 2,01 11,73 473 2,15ﬁ 9,194 243,197] '54% 8,648 *792| *3,189
Agricultural services, forestry and fishing .. —_ — *11 "7 — — '28& *8,73 —_ - —
Mining ‘ *145) b ** - - 41 18,243 *39, *5,329] . .
Construction - - - - ‘ ~ - *424) '10.18(j - — - -
General building contractors and operative builders - - — - - — *16 *8,66 - - — -
Special trade contractors — — — - | — — *4 *746] - - — -
Other construction — - - — ‘ - -_ *210) *767| — - —_ -
Manufacturing ......... e - — — - —_ - 191 — —_ - —
Transportation, communication, electric, gas and samtary ServiCes ........... - —_ - - [ o | *24 *3,136| — —_ _ —
Trucking and warehousing . . — - o=l —| : ol — - - -
OMer ..o — - - — b . o — - — —_
Wholesale and retail trade . 2,32 10,781 *1,160) *6,850) 224 *815 1,490} ‘21 *478| . .
- Whol trade ... *401 *3,308] — ot . . *73 - — —_

Retail trade.. 1,475 7,055} *933] *5,295) b b 1,161 21 *478] . .
Food stores.. - - — —_ -— — *217] — - — -
Automotive d - — — _ — — *134| " *478 _
Eating and drinking places .. ‘1 *299; '1d *13 — — *446| - -_ . o
Direct selling organizations *13 *1,40. *870| '4,484 —_ - *9; —_ —_ -
Other retail trade............. 1,328} *5,353] *53 *795 b b 272 — —_ —_ -

Wholesale and retail trade not allocable *453| ‘4'23 *227 *1,553 — - *2! — —_ — -

Finance, insurance, and real estate . *14] “122] 112 1,048 B . 1,499 171 *23 — —

Finance ) o v o o o o “22 _ oy - -

Insurance - - — — —_ — 875 47 23 — —

Real estato o | o o . o 602 ! R - -

Services 2,621 26.307‘ *629) *3,657] 246 1,309 5,0 '465] *2,817] 201 *3,102

Hotels and other lodgmg places .. - — — —1 . J C— —_ — o .

Personal services.. — — *590) 3,539 . o . *68 — *203 *35

Business services . *1,159) *6,190) — = 121 59 1,449 *217| *g29| - -

Automobile repair and sarvices . *51 *233 - — - —_ _ — —

Amusement and recreation sarvices except motion pictures . . . - —_ — 149 —_ -

*630) *11,098 *38] 61 Sﬂ *673] 476 *170) *1,007] - .

! - — — *57 *673 349 - —_ o .

*7 *836) *38 *61 .= - *61 — —_ — -

*5! *10,26: — - —_ _— *66) *170) *1,007| —_ —

*570) *7,799 — — 165 *554] 1,261 — - — _—

: *210) *859 * * b ‘ 1,08 *78, 882 — —

Nature of business not allocable.. — — — — — — — — - -

Footnote(s) at end of table.
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Table 2 — Individuals With Sole Proprietorship Businesses With Investment Credit Items: Cost of Investment Property by Life Years, Qualified Investment, and
Computation of Investment Credit, by Selected Industry, 1981 — Continued

{All figures are estimates based on samples — money amounts are in thousands of dollars}

Investment credit items — Continued

T?,ﬁ?,'e?{,':ggfd Current year regular investment credit
Selected industries
Number of Total 10 Percent portion 15 Percent portion 20 Percent portion 25 Percent portion
umber o
Amount
retums Number of Number of Number of Number of Number of
returns Amount returns Amount returns Amount returns Amount returns Amount
(52) (53) (54) (55) (56) (57) (58) (59) (60) (61) (62)
All nonfarm Industries 22,558,542 2,132,156 2,308,334 2,120,471 2,253,87! 20| 27 *522 *1,363] *792 797

Agncunural services, forestry and fishing 664,240 61,723 66,604 66,403} — — _ —_ —

Mining... 3,279,748] 67, 2821 337,001 327,412 *20) *275) *19] *699| b .-

1,644,839 217,014 164,613 164,40 —_ —_ - - — —

and 383,888 49,867| 38,371 — —_ — — - -
1,002,92 150,699 100,23 — — - —_ — —

58,029 16,448 25,79 — - — — — -

630,082 73,714 62,983 — — - - — —

Transportation, oommumcahon. electnc. gas, and sanitary services .. 2,203,838 110,43 220,349 — - — — —_— -
Trucking and warehousing .. 1,716,381 80,517 171,61 - - — - — —
Cther 487,458 29,919 48,73 — — —_ — — —

4,155,981 482,930 415,370 — —_ 21 *96, b b

589,41 52,187] 58,922 — - — — —

3,060,165) 380,177| 305,82 — — 21 *96) . .-
378, 44,412 37,843 -— — — — -

415,51 46,394 41,48 - - 21 '96r — —

Eating and drinking places . 447,011 52,774 44,674 — — - — e .
Direct selling organizations . 554,188 80,607| 55,392 - — — — —

Other retail trade .............. 1,264,86 155,990} 126,429 — — — - — —

Wholesale and retail trade not allocable . 506,39 50,566 50,622 —_ — —_ -

Finance, insurance, and real estate.. 1,938,998 182,119 193,832 - — *17] * - —_
Finance............. 21,984 11,861 22,194] - —_ — — — —
Insurance agents, 613,89 64,533 61,363 - - *17] . - —
Real estate.. 1,103,121 105,725 110,275 — _— —_ — — —

Services ......... 7,872,954 917,222} 786,342 - — *465) *563] *291 *775
Hotels and other lodging places 168,778} 13,598 16,825 — — — — ** .
Personal services 580,541 117,399 58,007 — — — *203 ‘9
Business services ....... 2,219,46! 198,280, 221,77 -— — *217 *186) — —
Automobile repair and services................. 320,379 63,17 32,018} —_ — — — —_ —_
Amusement and recreation services except motion pictures 678,900 65,430} 67,867| — — — —

Medical and health services 1,271,719 147,595 126,747 - - *170 ‘201 b .
Offices of physicians ... 543,868, X 54,1001 — — — — . i
QOffices of dentists .. 425,668 39,434 42,549 — - — — —
Other medical seNlces 302,182 47,98 30,097 —_ - *170 *201 — —_

Legal services............ 550,282 63,481 55,003 — — — — — —

Other services 2,082,891 258,263 208,098 — - 7 *176| — —

Nature of b 167,863] 19,71 16,779 — — - - -

Footnote(s) at end of table.
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Table 2 — Individuals With Sole Proprietorship Businesses With Investment Credit items: Cost of Investment Property by Life Years, Qualified Investment, and
Computation of Investment Credit, by Selected Industry, 1981 — Continued

[All figures are estimates based on samples — money amounts are in thousands of dollars]

Investment credit items — Continued

Current year regular investment Carryback of Tentative regular Business energy
credit — Continued | unused credit investment credit investment credit
Selected industries Carryover of unused ]
credit Number of Number of Number of
Number of returns Amount returns Amount returns Amount
retumns Amount :
(63) (64) (65) (66) (67) (68) (69) (70)

All nonfarm industries 148,521 439,65 ' - - 2,183,42! 2,747,989 6,046 25,310
Agricultural services, forestry and fishing 17,588 — — 65,11 84,191 *502] *801
Mining 45,575 — — 67,47! 382,57 178 2,043
Ce 18,031 50,399 : — — "223,174 215,012 21 33

G ildi 12,69 - — 51,424 51,198 . .
Special trade contractors... 15,138 — —- 154,214 115,440} . .
er construction.. 22,566 - - 17,53 48,374 — —
Manufacturing 10,374 - - 75, 73,90 97} *1,197
Transportation, communication, electric, gas, and sanitary Services................cccoccveienencceennnn. 18,797] 94,793 - 116,870} ~315,418] “17] *36
Trucking and warshousing 15,701 84,332 — — 86,353 256,095 *10) *3
Other.......cocovveerecennne 10,46, — - 30,517 59,323 b 33
Wholesale and retail trade 35,708 90,257 — — 495,889 511,373 2,794
Wholesale trade..........coooiciiiiiiiiiricccciriit e 13,177| —_ - 53,782 73,019 *503
Retail trade..... 26,875 67,394 — - 391,337 377,871 2,207
Food stores 12,22 — —_ 47,804 51,891 ‘9
Automotive dea! ors and service statiol 6,572 — — 47,634 48,370 *31
Eating and di g P 10,452} — — 54,894 55,171 *4
Direct selling orgamzabons 64 2547 — — 82,04 82, *387
Other retail trade......... . 11,190} 12,671 - - 158,9 139, *1,776
Wholesale and retail trade not allocable.............c..eceeveiereernciniinesiieniennneeas 9,685 — — 50,770 60,482 85
Finance, insurance, and real estate ...... 33, - - 184,724 228,57 7,540
FINANCO ....coveriiici ettt 4,570) - — 11,915 26,954 2,028
Insurance agents, brokers, and SBVICE ............ceevriiminiieniin i 7,933 — — 64,912 69,414 3,936
Real estate 20,981 — — 107,897| 132,208 1,577
Services 49,081 89,235 — — 933,77 911,505} 10,565
Hotels and other lodging places . 2,764 - - 13,599 45,848] -
Personal services......... 12,882 - — 121,250) 71,57 *498
Business services ..... 15,827 —_— - 200,06 239,11 3,199
Automobile repair and services ... 3,453 — — 54,578 35,64 *23
Amusement and recreation services except motion pictures . 7,459 — — 65,991 77973 782
Medical and health services.... 9,840 - — 148,311 139,638 1,438
Offices of physicians . 2,31 - - 60,499 58,221 444
Offices of dentists . 3,874 - — 39,434 47,42 *168
Other medical services . - 3,650) - - 48,378] 33,991 826
Legal services . 6,017 — ~ 64,303 61,124 1,417
Other services. 17,084 30,995 — — 265,675 240,59 3,209
Nature of busil not 7,950) — — 20,93 25,431 299
“Estimate should be used with caution because of the small number of sample retums on which it was based. ! N
**The estimate for this cell is not shown to avoid disch of i for_spacific taxpayers. However, the data are included in the appropmtn totals.
NOTE: Detail may not add to totals because of rounding. !
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Controlled Foreign Corporations,

By Arthur Gianelos and William Sutton™

For 1980, the total assets of 35,471 Con-
trolled Foreign Corporations passed the half
trillion dollar mark, reaching $508 billion
{1]. From these investments in foreign sub-
sidiary corporations, $699 billion of business
receipts and $47.6 billion of pre-tax earnings
and profits were generated. Taxes paid to
foreign countries by these foreign subsidiaries
totaled $16.4 Dbillion. Nearly 45 percent
($13.6 billion) of the $31.2 billion of
after-tax earnings and profits were paid to
stockholders as dividends. U.S. corporations,
as majority stockholders, received most ($10.7
billion) of these dividend payments.

The relatively few domestic corporations
(4,799) controlling these foreign subsidiaries
tended to be large companies. Although repre-
senting less than two-tenths of one percent of
all domestic corporations, they accounted for
A5 percent of the total assets, 43 percent of
the business receipts, and 58 percent of the
net income of all the 2.7 million domestic
corporations, as shown in Figure A,

1980

EVOLUTION OF CONTROLLED FOREIGN CORPORATIONS

After World War II, corporations were encour-
aged to invest overseas for both economic and
political reasons. The Marshall Plan, for
instance, was a program which extended economic
aid to European countries (and increased exports
by U.S. companies) in order to accelerate their
economic recovery. Additionally, as a means of
developing their economies, Western European
nations and developing countries lured foreign
investments through various kinds of commercial
and industrial concessions. Most of the U.S.
products exported and most foreign investments
came from large American corporations. The
selling of products overseas was frequently a
prelude to foreign investment. Once the foreign
market was explored and penetrated via exports
the next step was to set up a branch or a sub-
sidiary. The former required establishing a
place of business in a foreign country while
the latter required establishing legal residence
through incorporation in the country.

Figure A.--Domestic Corporation Returns and Controlled Foreign Corporations (CFC's), Selected Items,

1980

[Money amounts are in millions of dollars]

Domestic corporation returns
Selected items
With Controlled Controlled
All Foreign Foreign
Corporations Corporations
Number of returns