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2%, 198&, Fresident Ranaid Reagan algnsd into | aw

act of 192&. The fck i3 ah

toripal cocament
trat makes the mosht Sweeping charges Lo khe internal Feveras Cooe
since :ts incepiicn in 19130 In affect, the Act will rawrite the
Trterral Sevenue Code and will affert gach and every individual

who pays & Federsl iocome taK .

The purpose of the &ut is fpifald. First, the Act aims te

ralie the tax system simpier by el iminating certain desuctions and
reduring the need for recardkeeping . Second, the ACL alms o
make the Ltax system fairer., wheraby irdividuals with relatively
equal aacwats of income will mave relatively =imilar tan
Tiabilities. Finaliy. the Act sime to ensure a more efficient
tay system by anrouraging individuals to bace theyrn hnvestment
Mecistons on economic factors mather than merely tax facktors.

Tag basic underlying goal of the fct iw to ircrease taxable

income throush the elimination of certain gedustions angd i

decreaze the tax rates.

Tha Tax Reform fct of 1986 affects avery zepect of the

= shudy wWas

current Lncome tax systam.  Howewer, the purpocse of th
tg inveslisate oniy those charges that affpct itemized deduction:
(Schedule A) for individuale. These change: Were stugied 1w
terms of how they impactec an imdividual ‘s Lkax lisability.
Senzitivity analysis was used to examine these Changes. A mpread
zmeet, USiNg LELUS i—2-0, was desiagmed to compute the fax

Tiamitity =f & hypothetical fawpayer Lnder

the current meverus Code and bhe act., Yo de 55, Ln2

ioilowing SSsSumpiicns Wese maded




mayeTs WerE Bingier Witis
t=.

exenpt 1ons O

Ay qoving SxCaEREBES ware incurren .

3

pqual e=d 3% of to ircome -

§,. Dther emgiayves husiness EXEsnsSes equatec 1
adigysted gross incomE.

=, Medical expehsEs sgualed &% of adjueted gross

&, ‘hcome taxes equaled 2 1/2% of agivsted aros

LTHZOME

Gaies taxes egualed 12 of adjusted sross 1S ROme .

E. Lecidential morigage interest expsnse el 19% of

adjiveted gross imcome.

Consumer dnlerest exnpense egualed 4% nf edijusted gross
inCome.

1o, Adjusiments to arose income were only for moving o
e imbursed travel and transpertation sxpences 3
regquired by the provisians of the current Irntesnai
Fevernig Code.

., Misceilanenus itemized deduct tons were oty for moving
or gRpiRyeE DUSINESRE EXpenses as reguired by the
srovizions of the Tax tefore Aot of 19S5,

Yotal income remained constant.

e
b

STANDARD DEDUCTION

Under Secticn &30

of the current Interna!l Revenue Dode a
dedurtion is allowed from adjiusisd sross 1Noome (A.5.1.1 fwr

exress itemized oeductions {di.e. tgkal itemizad deductions Tess

andard deduction

ithe zeto hra tax tabies.
Howeve:, undes Bsetion 107 (a) ted of the Achk & dedustion wiil be

11

2!l pued $rom adiusted gross inCome equat o

iterired sneductlons o the apptitacle standaro oedaction . The

. Emoloyes bLUSiness expRORes for travel apd transportatlon



fent od the Aet is te reduce the nusber of faspayers who

itemize. thus making iyvigLals to Fite their Ol

iacume tax weturns. In orboer ta reduce the riumoer of Laxpayers

raases Lhe

whis are able toe itemire, bthe Aot simuttanscusiy
amount of the standard deduction, and decreaszes or el iminaltes

e standand

the increase in

mary Schedwles A deductlons. Wik

Geductinn ., legislators are penfifent that the stardard deduction

T toypavers will er ead their total itemized deduchticn:z,
«0 the majority of tavpavers will not be itemizing their

deducTiens.

Im both the House's wersion of the 3111 and the Senate s

i11 the standard feduftign Was inCPEaceEC, and

racket amousnt waz replaced by a standacd deducticn I

not be built inte the taw tabisz. The purgose of soptemesting fthe

dard deductipn was to show taxpayers that [hay are alluwad a

“t1on Fom adjusted gross income even 1 bhey do not iterize

fnparently, undar the cirrent system, many tadpayers feit they
were roet receiving any dedection feom adjusted gross intomne
unTmss they itemized. Thiz was because the zerd bracketl
amount was "hidden® in the tax tabies. The amount of the

standart deduction crder ths existing Internal Revenue Code ard

Lunder the Aot depend

on a taxpaver’s filing status as followst

FILING STATUS 1986 1987 1988

parried Filing Joint 3,870 ' FEL,TED F5, 00

Soouse 3,470 3,760




ezt of Household F3 480 FI T4

Single ¥ AE0

Married Fiiing Separate 1 ,93% 1 B8

The new standar-d deduction will bSe indexed for inflation begirning

1985, and ie effective for taxable years bezinning after 12-31-364.

MEDICAL EXFENSE

-

Under Sectien 212 of the current Internsl Revenue Code

itemized deduction is allowed for medical and dentas
sypenditures,  pfrcording te the Code, deductinle medica?! expenses

inglude ammunts paid on behal+ of the taxpayer, his ar her

cpouse, and any dependeris for the disancsis. cure, relief,

treatment . or prevention of disease. The geduction is onty
allowed for taupavers who are able to itemize, and whose
angregate medical asnd dental expenses are in excess of 9% oOf
their adiusted gross income. Under tection 133 of the Tau
Feforn Act of 1986 the types of medical expenditures thet are

deductisle remain the same, buit the floer of the deductiion is

raiead from B% to 7 O1/2% of adjusted gross income. The new .o
iz effertive for tasabis years beginning sfter 12-31-836.

Tne House wanted to keep the flpor at 5% while the Senate
warted to raise the £looe o 10%.  The gpal of the Senate was o
Cmerease the number of taxpayers who could claim a medics’
deduction. The Senate felt that by raising the floar Fewer
tanpayers wauid be allowec to ciaim thiz gecdustion. yeht the

deduction woluid still be available to those texpayers who had an



gy leanrdinary amount of meci grpmnses. The e

fioor of 7 1 iS &m Bxant Compromize DeEtwWeen Lhe Houme's atc
thE Senate’s versisn of the Bill.

srider the Act the deduction will be avelisile to thoseE

tawpayers that pay an exced ive amount of medical

swnenses. The new deducticn should =t age qealth care

cE it will provide taxpavers with a partial reiief from their
taw liability dwring periods 0f =utracrdinary medical expanses.

1t shauls be noted that adjusted grass income for many

taxpayers will 1ncrease under the Bt mince certainm adjustments
to income are beins repealed and modifisd. swuch as Tle IRA

deductinn, the movirns edpanse dedurtion, and tertaim emplcovee

]

business eupenses. #Tso, certain types ot income presernt’
! 5 F =

¢rom tetal income will he ilncluded is tota: iNComeE  LEnoes

the Act. such as unemployment compensstion, echolarships,

fellow

ips, prizes ang awards, Thareforse, the interplay betwesn
the 1ncresse in adjusied grose 1ncone amcunts and the increase in
the medical espense floor will ailow fewer tawpayers Lo ciaim &

mpdical expense decuction than 1€ the teesislstors had oniy raised

the medicat

eypense deduction +% oor .

an analysis of the eoffect of thesze changes on & sirgie
imdividuat ‘s tax jiagility was performed, and tre resulls appear
in Tabies 1. 2, and 2. The taxpayer’s mericzal erpenme WAs assumed
to he equai to 4%, &% and a%, respecitivaly, of adiusted gross
ineams . in Takie !, the tawpayer is not entitled to & mecizal
deduction under either ithe current Code or Ehe new Lax

icinnz, Howewer . the taxpayer stitl

expuriences a (0%




deckoase in his tax 1iabiiity dus o the dectrease in

implemerted under the &

able T, the tavpaver 1 entit] ec

tn gz medical espense deduciion undes the currant

qut o le o

&
(i

oentitled to & deductior undses the Act. Nonethel ess, the

taxpmayer still incurs en B decrease in his Lad

srmain to the decrease i faw rates. The taypayer in Table 3

eunerisnces aporowimately a &Y decrease in his taw 1

Thiz percentage decrease is mot am nigh as im the second

situation

% cignificant anourt of his medical sxpense

deduction iz lost under the new provig1ons. Lntike fhe sitdatian
in Tabie . The results of this anatysis show that aithoush

taxpayers wiii joze some of their medica! expense deductions undeEs

the Act, the foss wil' be compersated for, in most ceses, by the

decrease 1n tax rates.

TAXES EXPENSE
Urder Section 144 of the existing Internal Reverus CooE &
deduction +or certain taxes paid 1S all owed from adiustes sross

income. Aceordimg o the Code, deductible texes include sizie

Tocal, snd foreign income YTANES. real properity tawes, state anc

1ocal mersonal property taxes, general saies taw, anu =
windfail profit tax. Under Saction 135 o4 the Act the deducTion
ior state and 'neal sales tax pald is repealed, with ali obther
tax deductions being retained.

The House retained the current deguction for state and ioal

wales taues inod

e version of the biil. However. the Genake

Fina

ce Committee propossd that no deductios e ellowed for sales

vawes paic. During fioor depate . the Senste amennoed the Genate
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EXAENGE

"aipE.g YERR 1947 1985
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ITEMITED DEDLLTIONG

wEnIAL EARENSE

alTAL 2 L1 il e

SR 13158 157 @78
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TAMES EXPENG:

INDME TAWES 634,23 [ &3

GALEE THAED 42,5 REPRAL ED REPEA_ED

TITEL TAKES £48.73 428 LXs
KTERZET EMPENGE

MCATBAGE INTZREST 2623 2360

CONBIMER (BWASEL BUT. a 450

“2Ta. INTEREST EXPENST 3393 n®

EL.ANEQUS EWRENSE

HMPLOYEE BUSINESS EXPENIE 1138 HYEH
LES% EMF BUS EXF FLOOR i 35t
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Syrmance Committes’s provisies to ail
amgunt v which state and l'ocal sales Lax payments g CEeten

income tax peymerts. The Confarence Tommittee agreed with the

Senate Finance Committee ectad to r~epeal the decuchion. it

would sesm that the intent of the Conference Dommitfes was:

it to increase taxable 1necome {(L.B., by gerreazing al lTowak!ie

d 23 to simplify the tan aystem for individia’s

sepina track of every sales recsiph is very hurdensome? .

arother infent of Congress was Lo ZhCopuraas HAVINAZ,

legis! ators chose not to continue providing incertives for
cansumer consumption. By repaaling the deduction for salss tan,
atong with the deduction for consumer interest expenase, the

comtittes hopes to discouwrage futurs consumption. The salss tax

deduction is repealed for tazablie years beainning after 1E-31-8&.
The follpwing thresz analysesz iliostrate Sow the repeal of

the saies tar deduction will affect an imdividual's Lax

lTiabiiity. In the analyses, the taxpaver s cales fas eMpEnmE WaE

a==umed to pe equal to ¢, 1% anz T%, respectively, of

gross imcome. In Tabie 4, altheongh the taxpayer iRCUrs nD zaies
tay cesuctipr he experignces a 1U0W decreass in his

due to the decrpase in tax rates. In Tadle S the t

experiences an BY decrease in his tax liabiiity simce he loses hils
calez tax sxpense deduction under the new grovisions. In Tabie 5
the taipayer achtuaily incurs & nominael decrease in hiz 1737 and

1928 tax iakility. In this Case the 1oss of a significant sales

tan deductiem is offsei almost compietely by the decrease In tau

mates. The resuits of this anaiysis Were found ko be consistent



+hogh

with the resilifs fodnd In the metizal @XpensEeE

tarxpayers will iase ThHeir saies Lan deduction under tHE NEkW

cravisions, the ioss «il1 e compensated o, in most cawss. by
I H [ 1

the decrEane in tax rates.

INTEREST EXPENSE

Under Secticn 163 of the current [rterna] Revenue Code an
itemired dedaction for at! imterect pald or secrged within the
tavable yvear on certain isrdebtedress is allowed (spe |imts & and

1. Howewer, under Section Sii of the Act oniy four £ypes of

interest ezpense wWwill be peductibie for individuals.

lrtarast sxpense oh A fipct or second Nome morLIage wl
contirnue o be deductifle. Howeve, & taxpayer can only deduct
the interest imcurred oo sueh loans if the mortgage does mot
eiceed the purchase price of the home plus the cost of any
improvemests to the home. If the amount of the loan is eguial to
the appreciated walue of the home, the interest experse incurred
on the porition of the mortgage ihat sxceeds the purchase grice oF
the tome and the improvements, will be deductinle providing the
proceeds of that portion of the laan are wsed fer either gualified
medical eupstses o educational expenses. For example, sssume

the cost of a taxpayer's home is FE0 000

the cost of the
improvensnts Lo the home is £10,000, and the home is mortgaged o

ite appreciated walue oOf FH0 ,HO0,  The Laspayer @may deduct The

interggt Sxpense incurres o0 £T70, G000 (FL0 D

Do+ F10,0001 of the

" man ~mgardiess of the use of the proceeds of the lwoan. Howsver:

= intergslt expense incurred of the rFemaining D0 ,000 (95,000

FT0, 0000 of the mort

may be ceducted by the Tanpayes oniy
¥ b By ¥
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LIST A

EXAMPLES OF DEDUCTIBLE INTEREST EXPENSE IN 1584

Trnterest on a ¥ersonai Loan
Imteresl on 5 Business Loan
Mortgage Irterest

Fointe~1+4 Borrowee

Nptz Discount Interest
Instailment Flan Interest
Credit Card Intersect
Finance Charges

Mot gaze Trapaynent Fenalty
Redeematle Bround Rents

Unstated Interesst

LIST B

EXAMPLES OF NONDEDUCTIEBLE I[MTEREST EXPENSE IN 1986

Serwvice Charges

oants—if Seller

Loan Fees

Interest SEelating to Tax Exempt Iroome
Fenalties

Cramium on & convertibie bood

Credit Inveshigatian Fees

o

Intersst Faid to Carry SBingle Framiom  Life Insurance



the progeeds from that 320,000 are used to oay dor gither madical

sxpenses o educational expenses . The medical

alify as an itemized deduction, and educa%ticnal =VoDeEnZEs fHiay

ronsist of tuition, boeks anc any other necesssry educational

it

eupenses that are defined by Section 117(
snould be noted that a taspayers may ne longer deguct interest
eipense incurres on educatiomal loans wuniessz the foan 13
backed Gy the coliateroc: of a4 hame.

The secord type of irnferest expense that is deductible ancer

&= Act iz interest incurred in carrying on oan active trade or
husinass. This type of interest expense will continue ic oE
fully deductible on Schedule C for sole aroprietors and on

Schedule S for partners in & business. Interest psid en loans

to finance investments is the third type of interest

aense that
Wil remaim deductible. However, it will now be deductible only
to the extent of the tanpaver s net investment ncome (1 .e.
investment income less inwvestment svpenses) . The cueeert F10,000
allowance will be phased oub betwesn 1987 and 1971 as o) igws:
35% dizailowed in 1997, 0% disallowed in 1988, 230% dizalicwed iv
1999, 0% disallowed in 1999 and 100% disallcocwed in 19%91.

The fourth allowable imterest deduction, for consu

S

imterest cupense, will be phased ouk between 1987 amd 19%1.

of =uch interest #4311 be disatiowWwes in 1987, &0% in 19BE, 30W in
198%, ®0Y% in 1990, and i00% im 1991, Thiz decduction Incluces

interest incurred on anto ioens, life insurance 1wans, ored

card balances, boat ioans, charge accounts and income tax cwed.

Far exampie, & baxpaysr who inqurs £1,000 of consumer interast



ewpense @ach year beturer 1987 and 19%1 W Aty be astitlad Lo

-+ Lm0 of dntesest ewpensE in 19R7T, 400 in LGRE, 200 In

an interest sxpense i 1771,

ion of the £ill and the Serate’s verzion of
the Rill were identica’ coRoerning rhe treatment of mortsaER

interest

sence, so the aet mersly incorporates what wWas
proposed by beth houses. With regard to interest espense
ineurred in carrying on an active trade or busineEss poth houwEes
desired to retain the sxpense 8% & deduction sa 1t is =kil]
dedurtinie under the Act. Howgvar , COnCerting investment
inteicest @YpEnsE and CONSUmer interest expense the House &
yersion of the bili =and senate’s version of tne 01l did mot
agres. The Benate’s proposal repeal 22 the deduction o CHNSANET
interest ewpense and onty allgwed a deduction for investment
Interest expanse to the swtent of net investment imcoms. The
Wouose 'S prORasSal allowed a CeReuction 4o neneRUSINESS interszt
EupEnEE {1 8. javestment interest expenss and consumer Lnterest
expense! to Lhe extent of net imvestment income plus F20 000, far
married fFiting Jjeink taxpayers (£10,000 for singie tanpaywrs) .
The Conference Commitiee accepted the Gonrate’s proposal bub 1¥

inciuded a phase out of the consumeatr “terest deduction and the

current FI10,000 ailowance Liemed to compute the investment Lotazirast
eupense deductien . The new provisions ares cffective for tauzable
ygars DEGINNING after 1Z-31-B&.

The foiiowing ik analyseEs illugtrate how the phase out of
e cunsumer interest expense deduction Wii1l affect an
indivigual 72 kan liability. tn Tables 7, 2, and 9 the taxDayEr '

=

tmpka? insome eguaiec F2=,000 and hils consimer interest ExpEnSE



pogualed 9, 4% and 8% of adiusted gross income, rESpEChivelw. In

Tabies 10,11, and 12 the taxpayer s total

and nis eonsumer initgrest eugpense sogual 8c

cted greoss income respectiveiy. It shodld be opted in ©he

ad.}

Tab'Tee that the mortgages :intere

exzense deduction varies

hetweer 195k argd 1997 bhecause the taspayer's ACJusStec grose

irteme Ccnanges between the years. The resuits in Table 7 =
triat slthough the taspayer incurred no consumes interest evpense
e experienced a 9% decrease 1n his 1?87 tax liabiiity ang 2 12%

decrease im his 15BE tav liabiiiiy due to the decrease in tax

In Table B the taxpaver ewperienced only arn BY decrsase in

l1iability mince his zonsumer interest decuction was
partiaily disaiiowed under the new provisiens. In Tabie 7 the
tayrpayer sxpericenced & bX decrease in his 1957 baw llahitity and
a 4% decresase ir hie 1988 tax iiability sisce a substantial
aortipn of his consumer interest expense deguction was disa®owed

under the rmew provisions., This ioss was partislly compenssted

for Gy the DECreEsse it tax rates. Yable 40 the fZaxpayer again
incurred sa Cconsumer interest sxpenge Mowever, his total income
increased by $25.000 thus causing a nomina! decrease in his 19387

La Tiability, since his average tax rate decressed slightiy,

a 0% decrease in his 1988 tan liability, cue to the decrease in

tay rates, The fawgayers in Tabiez 7 and 10 perienced

2ifferent rhanges in thetr 1987 ftaw Tiabi’ifties cue to the
differerce 1n their toctal incomes. The decrsase in the 197 Lad
mates helpsz tower income tawvpaversz more Lhan higher incoms

Laipayers. This is why the tasxpayer in Table 10 incurred anly a



aeminal decress ir hie 1987 tax liability. and the 15

Tapl=s 7 incurred a ieant decemease in Mis 1597 tay liability.

- =

srienced & 2% increase in his 1987 fax

Te il the faxpaver e

{1ity and a &% decrease in his 1988, The ircrease :n 1237

consumer interest

was fue to the partial disallowance of 1

aze deduction which was rnot offset by the decreass in Lax
rates due to hiz higher level of income. The deecrease in 193

was dum te the drastic decrease in tax rates for high incems

individuat=. In Table 12 the tasxpayer superienced & ingresse

in hiz 1987 tax liespility and a nominal decrease in 1ils 1738 L

abitity. The ircresse in 1987 was due to the partiast
dical lowarce of the substantial consumer interest expernse

deduction which wa= not offzst by the decreasze in ta: rates for

t5ig individual as it was offset in Table 7. The nomin

Aecrease in 1998 tax liakility occurred due to the further
decraase in 1988 taw rates. a@pparentiy the further reduction of
tax tates in 1988 offsets the taxpayer’'s partial loss of the
deductigr,. The results of thisz analysis wers found o be that
A% iMCcOmE incrEases, taxpayers are impacted more by tne Tozs

1

of deductions sinece the decrease in tex rates wi’ nok fuliy

offest the phasing out of this seduction.

CHARITABLE CONTRIBUTION EXPENGE

Under Section 170 of current Internal Revende Tod

i)

&
dedurtion for- charitsbie contriputions iz allcwed from adiustecd
pepss income for non—itemizers for taxaphle years prior to LFE7.
Howevar, wnder Seciior 17001} of the Uoce and Segtion 133 pf Lthe

art this deducrticn will be terminated effective January 1, 1927,

9



AALTEIE OF INEIEST  EXPDNGE

TarELE YEAR 3] 1987 1968

TR INDME el pelibs 2303

HJUETMENTS T INGORE:

MO ING ZUPENSES 1 FRIE AEI PN pEl

EMRLOVEE SUSINESS EXPENSE i PRI ARG FR A51
TEAL ANLETHENTS 7 HNENE SINE
A0S STED EROSE INCOME ML 2327 250LE

ITEMIIED DEBUCTIONG

MERITAL EMPENSE

1455 HHE ]
1123 Hi 137
#nDaED MEDITR, EMPENSE #2.8 ] i
THRAES EXENSE
INCONE TRMES 804,29 527 423
ALES TANES i85 REPEALEL REPEALED
TgTa: TARES 948,73 423 %
INTEREST £XPENSE
HORTGAGE INTEREST 435 et 2906
CONGAMER (PHAEED QUT: # L 1 i
TOTAL TNTEREST EXPENSE 2425 00 258
MISCELLANETYS FXPENSE
EMPLIYEE BUGINESS EXPINSE 343,73 1223 =
LESS BMP BUS EXP FLIOR H{KE = 50
#l il EMPLDYEE BUSINESS EXPINGE 343,73 423 €25
MINING EXPENSE FOR AGE i E
ALLOWED MISCELLANEDLS SXPENSE 363,73 423 623
TOTAL F7EMIZED DEGUCTIONG JRBE 3750 173t
IBa/STANDARD GEDUCT I 2430 239E 300
4D TTEMIZED DED/STANDARD DED i 0 kIH
AG1-ALLDWED DEGLLTIONG 2295 21250 pies
LEES PERSOMAL EXEMFTIDN Hi:13 Rl WFIE
TAIABLE TNTEME 27 1%330 “nR
Tax LIABILITY 7L 214z 3083.3
INCRDEDY TN Tl LIAQILITY -345.4 RLYL]
% CHANBE SN TAX LIRBILITY -G.47852 -0,:2082

+ COWSHMER INTEREST EWP =



THisEE vEAR

h T THE

ALIETRENTS TEOINCDME

HE

3 TEBNES 1
LSINEGS EPENSE 750 CRI A FapM a2t

A )

TIAL Al iTENTS B “INE NONE

T OBRRRS INIPE 25T el e e

TTERIZED SEDLCTIONS

ZXPEMCE

AL a3 L 3
FLACR CHLE Hob) 17T
L WED HEDIDAL EXPENSE YL i B

816,25 123
BLE REPEA.E]
298,73 52
25 b
o7 5
138 150

TITaL TTEWIIED DEDLLTIONZ 357 dai aLat

13 TTARRD DIDUTTIN 430 34 20

ALLd ITEMITED DELCETRIARD DED 237 C45E 4.5
251 WD DECLLTIONG lidd 20alid s
LESE PERBNAC DXEMETIRY ias RGE 1o
TiaBz INCME 20BGE 18703 a9t
Tay Liegillvy I 2980 AN
INCAZESH I TAX LIAZILITY =31 -2§3.7

3 CHANAE IN X LIARILITY -0, 0B4g% ¢ a8

+ CONSLMER INTEREST ExF = 42 OF ALG.T.



TARLE ¢
BLTSIE IF CONSIMER IWTEREST EXPENSE

TALARLE YEAR BE 1788
TTAL INCOHE 25098 25000
A yETMENTS TG INDIME:

HkiNG EXFENGER 0 FROM AGL FRIM Aal

HPLOYEE BUSENESS ExPENSE 7 FROM #EI FR A5
TOTRL ADIUTTMENTS 7 NHE ONE
ALJUSTED BRISS INCONE 24350 25006 FIBLd
TTEMIZED DEDUCTIONG
MEDIDA. EXPENGE

ACTLRL 1459 1300 15

ELOLR 1128 1873 A ER]

AL ED MEDICAL EXPENSE 2453 5 ]
THAES EXPENSE

£ THAES aF5.23 £23 625

SALES TAXES 242.5 REPERLED REPEALED

TCTal TAXES 343,79 425 a3
INTEREST EXPEWSE

MIRTHAGE INTEREST pLred ol 2300

CINSLHER (PHABED OUT) # 90 133 o

TITaL INTEREST EXPENSE 4342 JE0E 335
H]SCELLANEDUS EXPENSE

EMPLOYEE BUSINESS EXPENSE 343,78 iz T

ESS (MR BuS EdP FLODR HINE 3 20l

&0 ERPLOYEE SUSINESS EXPENSE 343,78 423 byt

MIR/ING EXPENEE FOR AGT : [

ALLOWED MISCELLANEOUS ERPENSE 363.75 vl [i¥a]
THTAL FTEMIZED CEGUCTIONS 58z SA56 A55¢
FHA/STANDART DEDHSTION 2480 1540 2060
ALLIM TTEMIZED DED/STAWDARE DED 40 ara 4330
AR1-ALLIMED SEDUCTIONG e 199350 &S]
LESS PEASMMAL EXEMPTIDN 1BRE 1%00 105
TANAR.C INCONE 19330 b [ 15500
THY LJASILITY W65 178 ELE
THORIECR N TAX LIABILITY -23.2 -83,7
4 CHAGE [N TAY L]ABILITY =L 0eRi =0, 04734

# CONSMER INTEREST £xP = B OF ALGLI.
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Boith thke House and the Senste of fered proposais on this
deduction in their respective versions of the Bii1. The Cenate’s
veirsion agesed to keep the existing Taw, which Groviiecs +or hhe
repeat of this deduction after (12-3i-846. The House propossc to

retain this deductior, above & $100 floor, in order to snccurage

taxpayvess to make charitsble contributions. The Conferen

Committas acrepted thne Senate’s provieion. A charitable

contributicn deduction iz stiil available te taxpayers «ha

itemize. The rules welabking to Lhe "itemized" chariishle

contributieon deduction wers not affected by

MISCELLANECUS EXPENSES

Urter currert law there ares four types of miscel'angous

itemirec dedoctions aliewed. They inelude certalin employves

business erpenses covered uvhoer Bection 162, 21 expenses of
groducing income covered under Section JZ12, Ay enpenues resated

to Fiiimg tax returns covered under Section 212 and 4) expenses

of adopting shildren with special needs covered under Sectian

Currentiy these ewperces are deductibie in full, and there

im ne f1oo- for the deduchticen. Section 132 of Lthe Aot however ,

imposes & 2% of adjusied gre income fioor on aost misce

CanEnlLE

itemized deductionz effective for taxab'e yvmars peginning atier

(Z-3t1-84. For exampie, if & taxpayer’s sdjecsted gross income squats

F10,000 and the taxpaver s miscellaneons itemized expenses egQuai
FS00, then anly F3I00 SO0~ (£ L0 ,000% 021 witt be al lowed as &
miscel laneat itemirzed dedurtion. Sectioe 19% of the Act &lso

repeals the misce!lanenus itemized deducticon for adoption



inoits version Gf 1, the Houvee srooossd s (¥ $#icor on

anen itemized dedustiong ang repesisd the deducticrn 4or

adostlen sxpansse . On the other hand, the Senate proposed

repeating aill miscelianeous itemized deductions sxcept for the
adoptiom expenze aid gambiing sxpense, and set & V¥ figoe on
those sxgenses,  The intent behind both house=s was to disatriow
certairn miscellanenus itemized deductions that were beirg abused
by tawpaverzs,. Also, the committees fedt that by setting a 1%
floor, fewsr taszpavers would bhe ailowed to claim this dedueciion,
which woulet, in turn, degrease the amount of recerdlkesping
~equired By taxpayers. The commitiees feli (his deduction

woLld atit! be available to those incividuals who hat an
exCessive amount of miscel:anrous itemized deduciionons. With

regard to adoption eugensss, the Donference Committes agreed with

the Houss’'s propose!, thus repealing that deduction for taxabie
waars beginning after 12-31-84. In decicing on a floor for the
miscell aneous itemized deduction the Conterence Committes agresd
ar ite swn Flooe 0f 2 rather than accepting the 1% £1oor

3

propesed by both bpouses. The Conderence Committee altso aareed
Wwitm the House's propo=zal to retain most of bne currentiy

2] Towanle deductions except for adoption expenses (see List C).

ustrate how an individual ‘s

The +o!iowing =iw analyses 1

tax liabmiiity will be affected by the changes mads in the

cultarion of the miscelianecous itemized deduction. In Tabies

13 414, anc 15 the taxpayer is assumed Lo have total ivcome egua’

e

to F25,000, amnd miscel?ansoas itemizred dedoctions sgqual to 0,

“oand 3 nf adiosled gross incone, cespectivel o, it is al=so

al



LIST C

EXAMPLES OF MISCELLANEOUS ITEMIZED BELUCTIONS UNDER THE ACT

U iopn Dues

Frofessional Dues

Tax Rebturc Fregaration Feec
Frofezsional Journal Subscs-iption
Satety lieposit Box Fes

Investmant Fees

Legs? Fess

Rresi=tration Fees

Business Lunches

nducation Expences
Wk Uindforme

ATt Gther Unreimburset Emploves Business Expercec



=

med Hhat Lnese 30 No ARt eyRR Dnlsiness expenses
adaslsted greoss Income. in Tshies &, 17, and 13. the taxpaver is
assumed to have total incoms esval to £50,000, ano miscellaneous
vtemized dedurtions equal to G, 1 1/2% and 3% of adjusted aross

income, respectively. The results in Yable 13 show that when the

taxpaver has no miscellangeows saxpenses a 10X decreass in hMis &

Tiability is expeErienced duoe to the decrsase in tax ratse ondes

Lhe new orovisions. in Table 14 the taxpayer experisccmd & 7%

“rEgse in his tax in tax rates in

Piabit ity due to the decres
{987 znd L%85. In Takle 1% the taxpaver evperienced a 7Y
decreaze in hiz 1987 and 1988 tsx liamilaty due to the decrease
in tax rates under the Agt. Witk FROG,G00 of tota) income and no
mimee?laneous expenses the taxpayver experienced a nominzsl
desregate in his 1987 tax liabitity, and & 9% decrease 1n hics 1784

.

ta liakhiiity 2= seen in Table 1&. The nominal whange in 1987 is

due to the decrease in average ftax vrates, and the

igrificant
decreace in 1988 is dus to the continued decresse in tax rates.

In Table 17 the taxpayer esoerierced & 2¥ ingrease .n his 1987

Tiakility and a 7% decrease in his 19788 taw liabiiity. The

increazse in 1287 was fue to the increase in averade tax rastes,

anc ko 7 decrease in the deduction allowed. sno the decrease it
1588 was due to the decrease in lLax rate=. In Tadle I8 the
taxpayer experienced a 3% increase in his 1987 tax liabiiity &and
3 5% decrease in his 1988 taw tiabitity., Ths incresse in 1987

was dus to the ircrease in average tax ratez and the cecresse in

1988 was due itc the descease in tax rates. The resulis of thi

=

tent with the results in the




consumer interest experse analys Fighar income taupayers wil

experience ar integase M btheir 1987 tar “iabiiities mince dlhes

decrease in 1987 fawx ratsz wiil net como

rwate for ihe loss of
these deductions. However. the continued derrease in 1988 tax
rates wii! be dracstic Enough to compersate for the

GEfUuCtions to higher income individuaisz.

EMPLOYEE BUSINESS EXPENSES AND MOVING EXFENSE

Uader Section &2 of the mresent Internsl Kevenue Cade, a

deduction is aliowed for adilusted gross income for certain trade
and businezs deductisns incurred by emploveez.  The foltowing
Sxpenses guaiify for this deduction 1) expenses ingurred fo-
travel away from home (e.g. meals and 'odeirc) covessd under

Section &2(2}4EY, 2} transporbation ®xpeEnsSes cgvered under

Section a(2) ), 3 qualified expenses incurred By & o de

salasperson, and 4) moving evperses covered under Sectiosm 0f

Wl 1

® these gupenses are deductible for adiuster aross income

there sre some empl Oyes business ewpences which may @nlty be

deducted from adjustes sross income unde- the current Code.

Thase expenses ingiude al)

nreimbursed smploves business

expentes other than trave! anc transportation expansas and
outside salesperson expenses. IntTuded in this grous s-e unicn
and professional dues, cootinuing educatios RHDENESEs . and

subscription fees paid to professiomal jourmals. Lrder . Section

&7 b ¢ of £he Act, however, only reimbursed empicyee husinsse

T

expensgss wiil be deductible for adjusted YrOss iNCOnS . Thiz

means that all nonreimboresd employes husiness expenses,

inciuding travel and transpo-taztion expenses, will only be
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decuctibis to taxpayers whs are abie to itemize. inde- the Ac

maving expenses will =lso e ible aniy as an itemizad
dedustion.

Bection 142 of the &ct places further restrictions on *he
decuctions claimed for mea! ewxpences, anterbaimment expenses, and
certain traval expenses. Ir order to deduct any expend:ture mede
on mesls. food o Deverages, SEctions $4264) (KD (1) (A and () of

& ACt state "such snpenczes cannot Be lavish o Sxiravasant

trder the circumstarces. and the taxpayer for an empioyes of the
taxpayer] muzt he present at the furnizhing of cuch Ffood o
beverages. " With regard to entertainment expenses ., Seotion
1422 112 113 {A) of the Act Timits the amoumt oF the deductiorn

ta the fair market walus of the achivity. Furthermore, with
vegard o both the mea! deduction and the entertai-smenb
cecuction, Section 14Z(b}(ri (1Y (B) oF the Aot statss that, “the
2mpunt allgwable as a deducticn for Lthese expenses skall not
exceed BOY of the amount of suchk svpense.” Laztiv, Section 147
(BHm) (1) (&) of vthe Act disal lows any ceduction for educaticnal

travel ; and Timits the |

wy water fravel deduction to two
timgs the sggregate per diem amount aiicwed for certain
Favernment employvess.

T better wnderstand the effect of the new proviegions, an
axample iz helpful . Assume s Lavpayer haz adiusiec graoss ifcone

of #73,000 and incurrs the following SHpEnEes

mig eanl oyment

iy 2,300 of unreimbursed transportation expenses, and 20 F1,000
of unreimbursed sntertaiament expenses. indees current raw, the
L L]

tadpayer wou'd deduct the exspenditures as 4017 ows:



1. %2,
ad,ju

0 of ftrancportation expenses as a cedy
§ oarnss INCOME.

1,000 of entertsinment experses as & miscellansous
itemized deduction 4ror adjusted aross incoms

Thus the taxpayer’s total deductiors woisld equal F3,m00

asguming he iz le to itemize.

Under the provisi

ta

ayer wouid realize

ar ¥1.2

misceilanevus itemired deduction computed as Foi iows:

L. 32,500 = unreimbursed
-

neanrtation experses

g0 = ailowsd unreimbwesed entertai-ment supense

oh

3,300 = tetal eeduction before 1oor
1,500 = 2% of A, * F75,000)

= totar allaowable deduct:icn

A% a result of the new provisions, the tarpaver in this
Bxample would lose £1,700 i deductionz (i.e,, 39,500 -3 ,800%.

Bamically, the Act only allows a deduction For sdi

grogs incom2 for reims

ceaed employes bGusiness edpenses, and it

sec]

tfigs the current "above ths Tine" deducticns tao

rllanecus itemized deductions for norreimburses fravel ane
transportation expenses, and meving eupenszes. Since Bhic is the
most complircated chance made with regard Lo itemized deductions,
careful study of ke House's and the Serate’s versigns of fhe
5111 is helpful .

The House and the Senate developed different Broposals on
caleulating the allowab'e deduction for business related measd
expenditures.  The Conference Committee sccepted the Senste’s
version of the bill subject o & few modificaticre. The Aot

states that in order to claim a deductien for a3 Buminece el



snpeEnee, the meal must hawve 3 Cizar busine

suspose . That s,

business must be discussed either before., duwring,

meal . The Donterence Committes rejected the Sernates orovision

requiring i & specifiz business transection be discussed in

oroer to claim this deducticr, a inetean

stes that ortv a
general busiress discuscsion need take place. The Conference
Conmittee atso rejected the Senate’s proposal that required
substantiation for all meal supendituwrez, including those under
¥Y%, anf instead, retained the present substantiation rules. The
agW urovisions require that if 2 deduction for asals is to be
ctaimed the foliowing provisiorns most be mets 1) the expense
must have a direct relstion to some type of husiness dizcussion,
21 an employves or the emptoyer must be physicallw present at the
., and 31 the expense must not be Tavish or extravagant. 413
of these reguirements were ineluded in the Senate’ s versiocs of
the &il1. These provisicns are reguired to be met for business
maals incurred on out-of-town business trips, amd mesls incureed
on sut—of—ftown medical trips.

The Conference Committee also foliowed the Senate’'s version
ot the Bil1l concerning the deduction for srtertsinment EHpEnNS®Es .
The Sgnate limited the edtertainment deduction to the face valus

of the entertainment ficket. For exampls, it a taxpayer pave a

"scalpers! price for & ticket to an entertsinment event, amly tne

tace value ot the ticket wiil! be allowed as a deduction. is

teportant to note again that the Act implemented a major change

in the caleuwlation of both the meal and entertainment deductioms.

Effgrtive for tax vears atter {984, onlv 80% of such expenses




will be deductibie, as comosa—ed to the full deducticn that s
currently aligwed for such expenses. This 20% dizatliowance was

wnder both the House’s and the Senste”’

versicons of the

bit: . Furtheemore, in additicn to the 20% dizat!owance, Lthe
expenses Wil! be allowed only as a miscellaneous itemized

deduction.

The Tast empleyee business gupense dedustions that wis

afigressed in this paper are the deductions &l lowed for trave!
=XpENSEs . There are four types of travel BHEEMRES 2 1Y Tumury

"

water, 21 educational , 3 gharitabie, &

T o4) conventional . Earh

tyoe will be discussed separately. @17 of the travel orovisicre
are effective for tasabie years beginning after 17-31-86.

The HMouse and the Senate offered the same proposai
concerning the deduction for Tusury water travel . The proposat
stated "the ailowabie deductionm would be enual o two times the
per diem amodnt allowed for employees of the esecutive branch of
the Federal Bovernment for trave! while away from home but
serving in the Unjited Statez, muitiplied By the rumber of drave!
days." The Corference Committee agresd with this provizicn -

The provision for the educational travel geductipn wac

identical in both heouses, amd the Conference Commitieoe accented

the provisior. Usder Section 142(R) (2) of the fct, no dedurtion
wWill ke allowed for cducational traved gupenses, where the
travel , itself, is deemec to be educatioral . The Conference

Tommitt=e felt too many taxpavers wers abusing thic dedusticn (3%

ctaiming recreational trawve! gupenses as educational trgve!

ENRRECEES . Because of this, the Donferernce Committes did rot war

to allow & deductioe for educations]l travel eupenszes §f &
P

ol



purpaze of the travel was really recreaticnal o However, SHORNSS:

2t ifiled educstions

trcirred while traveling 5 and “rom &

event will remain desuctible az an efucational expmnse. For
gHampie, travel expenses incurred while traveling te art from oan
AICFA conference an the Tas Reforn Aot of 1934 wiil be H#=

a deducticor for an individua® who may claim the costs of thia
conference as an educational ENRENSE ,

The Conference Commiites acvepted the Houce's proposal  on
the deduction 4for charitable travel expenses, THeretore, under
Section 14Zik: of the ACt, no deduction will oe allewed for
travel expenditures incus-ed in & sharitable activity uniess rno
significant element of personal preEasure, recreation or vacation
evists in such trawvel . The purpose bebind this change was o
prrevent taxpavers from claiming a deguction for charitable bravel
Exp@nses, where the travel invo!ved a greal percentage of
pErsonal recreation.

Lastiv, with regard to travei srpEnditures incurred for
ctonventions, the Act &llows a deduction for such ExpersEs onlv iF
the purpese of the convention or Seminar 1s business-relsted and
nat investment-related., Thisg provizion iz conzistent with the

eroposais of Dotk the House and the Senate. The intent behind

the faw iz to disallow & deduction far travel superses incurred
Br investment—reiated ceminare that sre heid in resort—iyvpe

Environments.

The foilowing siws shalyses iitustrate How an tndividual s

tan

Tity wili be sffected by the above zhanages

travel and transportation Expenses.  In Tahles, :9, 20, and 21,



tne taspaver’'s Lhobtal drcome iz assumec fto be eguat o ¥XZ.000,

traval and transpor Tian esrnenzes are aszemed to be

epoqual to O, 3% aor &% of folal dncome. [ Table 19 the taxpayer

“3er

evperienced a 7% decrease in

f1is tax :iabil ity due to the

taspayer esperisnoed &an SR

decreas® in Lax rates. In Tabie 20
decrease in bic tax tTiabiliity due Lo the decrease in tax rates.
in Table 21 the taxpaver edperienced a 1d% decrease in his tax

Tiebii ity due to the decresss in tas rates. In Tables 29, 23, and

+J

4, the taupayer’s ingome is assumed to be 00,0
Mis travel and trarsportation expeEnses are assumed 0 e sguat to

G, 3%, o A% of totsl income. In Tabie 22 the taxpaver

experienced a nomirnal change in his 1587 tax Tiabed ity argd a 7%
SEC*rESSE 1ih Nis 1288 tax liabkility. The minor change in 1927 was

dus to the increase in average Ltaxw —ates and the decrease in 198

.

was due to the decreaseg in tax rates. In Table Z3 the

[#

SHpAYED
experienced a 2% incresss in his 198Y tax Tiakility and & &%
decrease tn hi= 19BE tax liability. The increase in 1727
Grourred since the decrease in tew rates did not offset the loss

o+ the deduct:icn compietely. The decrsase in 1788 was dus tg the

decrease in tax rates. In Table 24 the taxpaver experienced z I
increase in h:=z 1987 tax iilabilitv and & &% oeoreasse in his 19EA
tax Tiakility. The increase in 1987 occureed simce the loss of Lhe
dedustian was not entirely compensated for with the decreasse in

tax rates, and the decrease in 17BB was due to the decrease :in

tax rates.

Tre neut sin analyses illustrate how an individual ‘= tax

Tiability wit! be affected by Lhe chzrzes make to the moving

expense deducktion. z

1 Tables 29,256, and 27, the tawpaver’s toial

M
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rmeome la assuned to be eou toy F25 000 ano his maving expeRmRs
gre azsumed to be eqguat to O, F1 000, o $£% 000, cespectively.

Tabhtes 28, 29, and 30 =zhow the same analysis except the

tpayer’'s total income is assumed to be F50,002, In Yabie &5
Lhe taxpayer experienced an 8% decrease in his tax iiability cue
to the decrease in tax rates. Io Tabie 26 the taupaver
expErisnced an 11% decersase in Miz tax Tiabiiilty due to the

derreass in ta

rates. In Takle 29 the taxpayer euperienced =
13% decrsase tn hts 1787 tax Yitabiltity and a 9% decrease in his
198B tax lTiability due to the decrease in fax retes. In Tabies

28 and 27 the tawpavers ewperienced a 2% increase in their 1947
tax tiability due to the increase io aversgae tax rates and a &%
peRrrease in their 1988 taw lisghility due ko the decrease in tau
rates. In Table 30 tne ftaxpayer euperilisnced a nominal change L1n
his 1987 tax Yiability since his average taw sate remained
censtant.  In 1288 this ftaspayer srperienced & &% decrease in his

Ctax liakility due to the decrease in tax rates.

Wher individuals file their Federal income tax refturns afier
the ACt becomes effective, tavpayersz shoursd rotice & change fr-om
their prior yvear’s tax lTiab:lity. The impact of both the few
itemizead deductich provisions and the rew tTax rates on ditderent
‘evals of total irncome was analwyzed in the rnext 12 Tables. Im
Tables 31,332,333 and 34 the taypayer’'s tois! income was assumed o
egual F3,000, F10,200, £20,000 and 29,000 respectively. The
ftaxpayer was vound to euperience a decrease in his taw liability
ir al!l cases under the new provisions, dus to the decrease o ftax

rates . For thess income levels the decrease in tan rates was
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fourncd o mutweigh tne taxpaver’'s less of itemized deductions.

What wholld be especizliy neted is the dramatic decreass thiat

ipstrates.  The deastic decresse that this taxpayer
experrenced was a magor goal of Congress: to relieve 1ok lTcome
individuals frem their tax burdens. I Table 35 the tawpaver s
total income was assumed to be eseal to £2320,000.0 In fthig case,
the tawpaver was found ©o experience on'y a nominal change in ris
tar liahility. The small change was due o the fact that the
decreaze in tax rates completely offset the tawpayer’s=

loss of deductions. Ie Tabies 3& and 37 the taxpayer s totald
income wse assumed to equat FACG 000 and F50,000, respectively.
In both cases, the tadpayer was fO0und teo experience & increase
in his 1987 taw liability. due te tne loss of zome of his

itenized deductions amd the incesease in average rates. He was

igwnd to experience a decrease, however, in & 1988 tax tiability

dugs te the additional decreass in tax rakes. Even thouah the
imerease these iadividuals ewperienced was relatively soual, the
decressse they skwperienced was cifferent. This was tue ta the
fact that the taxpayer im Tazie 37 mad a significant porticn of
his 1987 1nceme tacded at 35% while the tawpayer in Tablie 3& onily
had & mincr portisn taxzed at 35%. So, in 1988 when both
taupasym-e marginal tax rate dropped to ZER, this affected the

taupayer in Tabie 37 to a sreater degres. In Tables 38, 2? anc

the taxpayer =z fotal income was assumed to equal F60,000.
£70,000 and FBO,000, respactiveliy. Azain for these tevel:z of

ipayer was found to Experience a nominal change in

mie 1987 taw liahility, zince the loss of deduction= was

sffzet Dy the chamge in Lax rabes, but he was found to



BupErience a decresase in nis 1988 tax liabhility dues te the

desrease in 1988 fax rates. In Tahies 41 and 42 the

income was assumes to egual 90,000 and

FL00,000, respectively. The taxpaver wss found ic experience a
gecreass in his tax iabil ity under the new provisigns. The

decresse was due to the decrease in the tax rate svetem. The

this analysis concluded that jow income ard high

o

income taspayers wilit generally sxp@-ience & Secresse in their

17%7 tax liabilities due to the decrease in tax rates, which will
odtwaigh the decrease in deductions. However, middie income
individuais wili experience an increase in theic 1987 tawx
tiabllities due to the incresse in average taw rates, amd the
tdecrease of dedoctionc.

In summasy, there are a few major Quals that Congress wanted

to achieve with the retorm Act of 1984, The intent of the

Act was to decraase tax rates and increase tawxable income by
eiiminating certaln deductions. Therefors, iterized deductions
were either: 1) eliminated, 2} tightened with respect to
wlbstantiation, 3 phased-out, 47 or allomeed onty above a floor.
Congress also repealed certain deductiens that they feit were
Twing abused. Lastiy, 1t was Congress’ hope that by chansing the

provisions with relating to itemized deducticns, more taxpayers

would use the standard dedustion in the future thus reguiring
lese recordikeening for ftaxpayers. They f8lt this would make i+

easier for mgre individuals ioc file their own Federal income tax

returns .,
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