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ABSTRACT

U.S. FEDERAL TAXATION OF EXPATRIATES: AN EMPIRICAL

INVESTIGATION OF THE EQUITY OF THE FOREIGN EARNED INCOME AND

HOUSING EXCLUSIONS

BY

Sarah Emmons Nutter

Although both the U.S. Congress and the private sector

use equity arguments to justify the foreign earned income

and housing exclusions (IRC §911), no study has investigated

the extent to which these provisions enhance equity. The

purpose of this study is three-fold: to document

descriptive characteristics of expatriate taxpayers, to

empirically examine the equity effects of the IRC §911

provisions, and to investigate the impact of the Tax Reform

Act of 1986 on taxpayer's elections of the IRC §911

provisions.

The coefficients of variation and residual variation

are used to examine the horizontal equity effects of the IRC

§911 provisions. The Suits index and the tax liability and

residual progression coefficients are used to examine the

vertical equity (progressivity) effects of the IRC §911

provisions. Adjusted expanded income is used as a measure

of income and two alternative measures of taxes are used:



tax liability and effective tax rates computed on both a

U.S. and worldwide basis.

The equity measures are computed for two tax regimes:

one with the IRC §911 provisions and the other without the

IRC §911 provisions using a unique database, the 1987

Statistics of Income foreign sample of taxpayers filing for

the IRC §911 provisions. Foreign tax rates and foreign

exchange rates are used to recompute the tax liability of

the expatriates under a tax regime without the IRC §911

provisions in place.

Data from 86 countries are used to assess the use of

the IRC §911 provisions across time. The countries included

have data available in both the 1987 and 1983 Statistics of

Income foreign sample, State Department estimates of

expatriates, and an estimated foreign tax rate available.

The results are inconsistent with the hypothesis that

horizontal equity increases with the inclusion of the IRC

§911 provisions. The results of the tests examining the

progressivity of the tax regimes are mixed. Using the Suits

Index, the tax regime with the IRC §911 provisions is more

progressive than the tax regime without the IRC §911

provisions in place. The results using the tax liability

and residual progression coefficients indicate the opposite.

However, both tax regimes are very progressive. The results

indicate that the use of the IRC §911 provisions declined

between 1983 and 1987.
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Chapter One

INTRODUCTION AND OVERVIEW

The ability of U.S. firms to compete internationally is

a current concern of both the private and public sectors.

Congressional hearings on the factors affecting

international competitiveness of the United States were held

in June and July of 1991 before the House ways and Means

Committee.1 More recently, Robert Mattson from the I.B.M.

corporation urged the government to "do no harm to

competitiveness."2 IHe argued that decisions to invest in

the United States and abroad should be tax neutral and that

tax legislators should work to improve the competitiveness

of U.S. firms. One factor that affects the competitiveness

of the United States in world markets is the taxation of

U.S. expatriates3 living and working abroad.

Residents of the United States, as in many other

countries, are taxed on their worldwide income and allowed a

credit for foreign income taxes paid on foreign source

income. However, unlike many other countries, the United

 

1For an analysis of the factors affecting international

competitiveness see Joint Committee on Taxation [1991].

2The remarks were made on May 18, 1992, at the Spring

Symposium of the National Tax Association.

3Expatriates are defined, within the context of this

study; as U.S. citizens (resident aliens) who leave the United

States to reside in a foreign country but retain their U.S.

citizenship (status).
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States taxes the worldwide income of its citizens and

residents, including U.S. expatriates living in a foreign

countryu‘ The primary exception to this general rule is an

income exclusion for a certain level of foreign earned

income and excess housing costs.’

An exclusion for foreign earned income was initially

included in federal income tax law in 1926. The stated

goals of the provision were to equate the tax burden of U.S.

citizens abroad with that of their domestic counterparts and

to provide an incentive for U.S. participation in foreign

trade [Sobel, 1985, 120]. Equity and incentive

considerations continue to dominate current discussions of

the foreign earned income and housing exclusions.

Controversy has surrounded the foreign earned income

exclusion since its enactment. At the Congressional level,

several attempts have been made to diminish or eliminate the

exclusion with varying levels of success. For example, in

1976 Congress was concerned that expatriates were being

treated more favorably than similarly situated domestic

taxpayers. As a result, the exclusion level was reduced and

 

‘U.S. expatriates are required to file a tax return and

pay taxes on their worldwide income. Most other

industrialized countries exempt their citizens' foreign source

income when they are residents of a foreign country [Maiers,

1981, 692].

5Section 911 of the Internal Revenue Code (here after

referred to as IRC §911) contains the tax law governing the

foreign earned income exclusion, housing exclusion, and

housing deduction. The term "§911 provisions" encompasses all

three of these components.
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any excess foreign source income was taxed at the marginal

rate that would have applied had the exclusion not been in

effect.6 In 1988, Senator Proxmire, citing a failure of the

exclusion as an incentive, introduced legislation to repeal

the exclusion.

The private sector has also been concerned with the tax

treatment of U.S. expatriates. In July, 1990, at the First

World Congress of U.S. Citizens Abroad,’ the organization's

tax committee presented Congressional members with a

position paper indicating their concerns with the tax

treatment of U.S. citizens abroad. The committee stated

that U.S. citizens are returning home because of the "high

overseas income tax bite", which includes both foreign and

U.S. taxes. In the position paper, the tax committee argued

that

today American business faces stronger competition from

expansive aggressive nations which support their

offshore activities--exports, construction projects,

direct investment, banking--in many ways, and in

particular by encouraging their nationals to work

abroad through continued exemption from taxation of

foreign source earned income.

Although Congress and various private interests have

cited equity and incentive arguments in their discussions of

 

6Reported in.H.R. No. 658, 94th Cong., lst Sess., (1976),

reprinted in 1976-3 (Vol. 2) C.B. 695,892.

7Details of this conference were reported in the Daily

Tax Reporter [July 9, 1990] and by Jones in Tax Notes [July

23, 1990, 503-4].

' Reported in the Taxation of Overseas Americans Policy

Statement [p. 2].
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the foreign earned income exclusion, research in this area

has been very limited. A few studies’ have investigated the

incentive effects of the foreign earned income exclusion.

To date, no study has investigated the equity effects of the

foreign earned income and housing exclusions.

The purpose of this research is three-fold: to

empirically document descriptive characteristics of

expatriate taxpayers, to examine the equity effects of the

IRC §911 provisions, and to investigate the impact of the

TRA of 1986 on the use of the IRC §911 provisions using a

unique data set of expatriate tax returns. Because no prior

study has examined these issues, the results of this

research provide initial evidence of the equity and

incentive effects of the foreign earned income and housing

exclusions. The findings are expected to contribute to the

tax policy discussion of the taxation of U.S. expatriates by

providing empirical data on the equity and incentive effects

of the IRC §911 provisions.

 

9The most rigorous of these was done by Mutti [1978] for

the Office of Tax.Analysis. Using multiple regression, Mutti

used an economic model to investigate whether expatriates

contributed to the overall level of U.S. exports. Other

studies [such as Chase Econometrics Associates (1981)] relied

on surveys of expatriates and‘U.S. multinational companies to

examine the incentive effects of the foreign earned income

exclusion.



Chapter Two

TAX TREATMENT OF U.S. CITIZENS LIVING ABROAD

This chapter describes the historical and current tax

treatment of U.S. expatriates. This overview frames the

environment within which the equity and incentive effects of

the IRC §911 provisions are examined. A brief synopsis of

the history of the U.S. tax treatment of expatriates is

presented. Appendix A contains a more complete discussion

of the history of the U.S. tax treatment of expatriates

living and working abroad. The current tax treatment of

U.S. expatriates is then described.

2.1 Historical Tax Treatment of U.S. Citizens Living Abroad

In 1926, Congress enacted legislation allowing U.S.

citizens living and working abroad for at least six months

during the taxable year (bona fide nonresidents) to exclude

all foreign earned income.1 The exclusion was controversial

even at this juncture. The initial proposal by the House

ways and Means Committee (here after referred to as the

House) was not well received in the Senate Finance Committee

(here after referred to as the Senate). Although they

 

1Earned income included wages and salaries, professional

fees, and any other amounts received for personal services.

For those engaged.in.a trade or business, a reasonable amount,

not in excess of 20 percent of the net profits was considered

earned income [Revenue Act of 1926, Ch. 27, §209(a)(1), 44

Stat. 9,20].
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ultimately agreed, the Senate initially did not feel that

any exclusion was necessary given that citizens employed

abroad already were allowed a tax credit2 for any taxes paid

to the foreign country on the earned income. The necessity

of the exclusion, given that the foreign tax credit exists,

continues to be a key controversy in discussions of the

exclusion.

Throughout its long history, Congress has alternatively

advocated repealing or strengthening the foreign earned

income exclusion. Although it remained in place in 1942 and

1953, the House was concerned about perceived abuses of the

foreign earned income exclusion and recommended repeal. In

1951, the Senate strengthened the exclusion, noting that

changes were needed to encourage citizens to go abroad and

to place them on an equal footing with their foreign

counterparts who were not taxed by their home countries.

In 1976, the House felt that the exclusion provided an

unfair tax advantage to expatriates when compared with their

domestic counterparts and proposed repeal of the exclusion.

The Senate advocated retaining the exclusion to protect the

competitive position of U.S. firms operating abroad. The

foreign earned income exclusion was retained, but the

foreign tax credit could no longer be claimed for foreign

taxes paid on the excluded income.

 

2The foreign tax credit [IRC §901] was incorporated into

federal tax law in 1918.
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The availability of the foreign earned income exclusion

was severely restricted in 1978.3 For most expatriates it

was replaced with a series of complex deductions designed to

take into account the special costs of living overseas. The

goal of these provisions was to place expatriates in an

equitable position when compared to their domestic

counterparts.

In 1981, citing the need to simplify these tax

provisions, Congress reinstated the foreign earned income

exclusion and incorporated a new housing exclusion in an

attempt to take into account the additional costs of

obtaining housing abroad.

Congress has modified the fonm of the foreign earned

income exclusion many times. The length of the qualifying

period has varied. A limitation on the amount of foreign

earned income that may be excluded has been included and

altered many times. The test of nonresidency has become a

test of residency, and a new test based on physical presence

has been incorporated into the tax law. At various times

the foreign earned income exclusion was available based on

the type of occupation and the geographical location of the

taxpayer.

Current federal tax law includes both a foreign earned

 

3The 1978 Act limited the foreign.earned income exclusion

to individuals either' working“ and residing in camps in

hardship areas or working for qualified domestic charities in

lesser developed countries.
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income exclusion and a housing exclusion. Qualified U.S.

citizens and resident aliens meeting either the physical

presence or bonafide residence tests may take either or both

of these exclusions. A.more complete history of IRC §911 is

provided in Appendix A. The current tax treatment of

expatriates living abroad is described in the following

section.

2.2 Current Tax Law Provisions

Qualified U.S. citizens or resident aliens living and

working abroad may elect to exclude a certain amount of

foreign earned income and an excess foreign housing cost

amount‘ under IRC §9115. The election is made separately for

each of the exclusions.

To qualify for the exclusions, an individual must have

a foreign tax home6 and satisfy either the bona fide

 

‘In general, self-employed. individuals may' elect to

deduct rather than exclude the excess housing cost amount.

They may still elect the exclusion for foreign earned income.

’Amounts paid by the United States or an agency thereof

to an employee of the United States or an agency thereof are

not included in foreign earned income [IRC §911(b) (1) (B)].

Thus, U.S. government employees (both civilian and military)

generally do not qualify for the foreign earned income and

housing exclusions.

6The definition of tax home [IRC §911(d)(3)] indicates

that the meaning corresponds to the definition of home for

purposes of IRC §162(a)(2), which relates to traveling

expenses while away from home. The federal income tax

regulations [§1.911-2(b)] describe an individual's tax home

"to be located at his regular or principal (if more than one

regular) place of business or, if the individual has no

regular or principal place of business because of the nature
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residence [IRC §911(d)(1)(A)] or physical presence test [IRC

§911(d)(1)(B)]. Only U.S. citizens may use the bona fide

residence test. The bona fide residence test is generally

satisfied if the individual has established and maintained

residence7imla.foreign country for an uninterrupted period

that includes an entire taxable year. An individual will

not be considered a resident under IRC §911 if (s)he submits

a statement to the taxing authorities of the foreign country

indicating (s)he is not a resident and the foreign country

does not subject him or her to foreign income taxation [IRC

§911(d)(5)]. Under the physical presence test, an

individual must be present in a foreign country during at

least 330 full days during any period of 12 consecutive

months.

In general, earned income is compensation received for

personal services [IRC §911(d)(2)(A)]. Thus, wages,

salaries, and professional fees qualify as earned income for

purposes of the exclusion. Taxpayers engaged in a trade or

business that uses both capital and services to produce

income may treat as earned income any reasonable amount that

does not exceed 30 percent of the taxpayer's share of the

 

of the business, then at his regular place of abode in a real

and substantial sense."

“Residence" is not analogous to "domicile." A U.S.

citizen may be a resident of West Germany and still maintain

a.permanent home or domicile in the United.States. The intent

of the taxpayer is critical in determining residence; the

taxpayer must intend to work in the foreign country for an

indefinite or extended period of time.
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net profits of the trade or business [IRC §911(d)(2)(B)].

Earned income also includes employer-provided allowances or

reimbursements such as cost of living allowances, overseas

compensation differentials, quarters, education allowances,

and the full rental value of property or facilities8

provided by the employer. The earned income must be foreign

earned income. In general, it will be foreign earned income

if the personal services are performed in a foreign country

[IRC §862(a)(3)]. The actual location of the employer and

employee at the time compensation is received does not

affect this determination.

The maximum.amount of foreign earned income that may be

excluded is $70,000, pro rated on a daily basis for the

qualifying period [IRC §911(b)(2)(A)]. If both the foreign

earned income and housing exclusion are elected, the foreign

housing exclusion is calculated first. The foreign earned

income exclusion is then limited to the excess of foreign

earned income over the housing exclusion.

Qualified housing expenses are the reasonable housing

costs paid or incurred during the tax year. In general,

they include expenses such as utilities, insurance, and rent

[IRC §911(c)(2)(A)]. The excess housing cost amount is

equal to the individual's qualified housing expenses for the

 

'For example the fair market rental value of employer-

provided housing and automobile use qualify as earned income.

However, to the extent the amounts are excluded from income as

meals and. lodging furnished for the convenience of the

employer, they are unearned income.
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tax year over a base level amount’ pro rated on a daily

basis [IRC §911(c)(1)]. To the extent these are employer-

provided amounts,lo the excess housing cost amount is

allowed as a foreign housing exclusion. If the housing

costs are not employer-provided amounts“, they are allowed

as a foreign housing deduction in computing adjusted gross

income.

The foreign housing deduction is limited to the excess

of foreign earned income over the sum of foreign earned

income and housing exclusions [IRC §911(d)(7)]. Any excess

housing amount that is not deductible may be carried over to

the following tax year [IRC §911(c)(3)(C)].

Expatriate taxpayers have a number of alternative tax

treatments available for their foreign source income. In

addition to the foreign earned income and housing

exclusions, these taxpayers may also claim.a foreign tax

credit for foreign income taxes paid or accrued on two types

of foreign source income: (1) foreign earned income for

 

9This base level is equal to 16 percent of the salary of

a U.S. government service employee at a grade 14-step one

level (GS-14 step one). For 1987, the base level was $7,109

or $19.48 per day.

10The employer-provided amount is foreign earned income

paid to or on behalf of the employee. For example, salaries

or other compensation, amounts paid to a third party for

housing, and the fair rental value of employer provided

housing would all be employer-provided amounts.

uGenerally, an amount is considered to be an employer-

provided amount unless it is attributable to self-employment

[IRS Publication 54, p. 6].
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which the foreign earned income exclusion is not claimed,

and (2) foreign source income that does not qualify for the

exclusions. The foreign tax credit is limited to the amount

of U.S. federal income tax that would have been paid if the

income had been U.S. source. Thus, if the U.S. tax rate is

lower than the foreign tax rate, an excess credit will

result. This excess credit may be carried back two years

and forward five years. Alternatively, taxpayers may choose

to deduct12 foreign income taxes paid on income for which

the exclusion is not elected rather than claim the foreign

tax credit.

 

12The foreign income taxes may be taken as a itemized

deduction on Schedule A of Form 1040 or as a deduction on

Schedule C of Form 1040.



Chapter Three

THEORETICAL FRAMEWORK AND PREVIOUS RESEARCH

Public finance theory provides a framework for

examining the equity effects of the IRC §911 provisions.

Although no studies have investigated the equity effects of

the IRC §911 provisions, prior research using public finance

theory to investigate equity issues provides a basis for the

methodology used in this research. An overview of relevant

public finance theory is followed by a discussion of the

equity measures used in prior research.

3.1. Overview of theory

For more than two hundred years, the equity of tax

regimesl has been a primary concern of public finance

theorists. Early theorists, such as Adam Smith, identified

criteria for ngood taxation." One of the criteria

identified as most important was equality (equity). In

1776, Adam Smith presented a rule of tax equity as his first

maxim.of taxation: "the subjects of the state ought to

contribute towards the supply of government, as nearly as

 

1For purposes of this study, a tax regime is defined as

a given set of federal income tax rules. The term "current

tax regime" encompasses all of the current existing federal

income tax law relating to individuals. The IRC §911

provisions are part of the current tax regime.

13
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possible, in proportion to their respective abilities"2

[Musgrave, 1985, 16]. Equity considerations continue to be

important criteria in the evaluation of taxes. Boadway and

Wildasin [1984, 225] note that in the theory of public

finance, equity is one of the two principal criteria by

which taxes are judged.3

Overall, the equity criterion is concerned with

assuring that each taxpayer contributes his or her "fair

share" to the cost of government [Musgrave and Musgrave,

1976, 216]. Two notions of equity are generally employed to

assess tax policy: vertical equity and horizontal equity.

Normative public finance theory indicates that both

horizontal and vertical equity are necessary components of

an optimal tax system.[Musgrave, 1990].

3.2 Horizontal Equity

The concept of horizontal equity requires that

individuals who are the same in all relevant respects should

be treated equally for tax purposes [Atkinson and Stiglitz,

 

2At this time, income was felt to be the relevant measure

of ability and proportional taxation was deemed to be the fair

way to distribute the tax burden.

3The other principal criterion, efficiency, is concerned

with minimizing the deadweight loss imposed by a particular

tax. Policy makers have also been concerned with other

criteria such as administrative costs and simplicity.
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1980, 3531.‘ This implies that taxpayers with equal

abilities to pay taxes should bear equal shares of the tax

burden. Given this definition of horizontal equity,

inequity arises when the taxes of "taxpayers with equal

abilities to pay" or similarly situated taxpayers are not

the same. Thus, a dispersion measure that captures the

variance of taxes within groups of similarly situated

taxpayers would provide a measure of horizontal equity. A

smaller dispersion would imply greater horizontal equity.

A stumbling block in measuring horizontal equity

involves identifying "similarly situated“ taxpayers with

equal abilities to pay. In an ideal world, this

identification would be made based on individual welfare or

utility levels. Individuals with equal welfare before the

tax is imposed should have equal welfare after the tax is

imposed. In the empirical setting, an assumption has been

made that individuals with the same income have the same

level of welfare.’5 Thus, from.an operational standpoint,

 

‘Some theorists have suggested a definition of horizontal

equity that requires that a tax should not alter the rank-

ordering of individuals [for example see Feldstein, 1976;

Atkinson, 1980; Berliant and Strauss, 1985; and Plotnick,

1985]. Use of this "no-rank-reversals" criterion avoids the

potential empirical difficulties that result from grouping

taxpayers but becomes difficult to apply in an empirical

setting. Empirical studies usually group taxpayers by some

measure of income and use some measure of dispersion to

examine the level of horizontal equity [for example see

Anderson, 1985, 1988; Pierce, 1989; and Ricketts, 1990].

‘This assumption.can.be traced back to.Adam.Smith and his

first maxim of taxation [Musgrave, 1985].
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horizontal equity has been defined to require that taxpayers

with equivalent incomes pay equivalent amounts of tax [Enis

and Craig, 1990].

The coefficient of variation is a measure of dispersion

that has gained wide acceptance as a measure of horizontal

equity [Anderson 1985, 1988; Grasso and Frischmann, 1992;

Pierce, 1989; Ricketts, 1990]. Anderson [1985] indicates

that the coefficient of variation has been accepted as a

measure of horizontal equity because it is scale-free;

allowing comparisons within and between groups of taxpayers

with differing income and taxes. After grouping taxpayers

by income, the coefficient of variation for each group is

defined as:

(1) CVj = (SDj / Ti) x 100

where,

CVia the coefficient of variation for income group j,

SDi= the standard deviation of the taxes for income

group j, and

*
3

II the mean of the taxes for income group j.

The coefficient of variation provides a measure of the

dispersion within each group: the smaller the dispersion,

the greater the horizontal equity.

Grasso and Frischmann [1992] recently proposed the

coefficient of residual variation (CRV) as another measure

of horizontal equity. They use a regression-based approach
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and model taxes as a function of income. Grasso and

Frischmann [1992, 124] argue that using the CRV measure

reduces the distortion in the measurement of horizontal

equity that is caused by progressivity in the tax regime.

The progressivity of the tax regime is measured by the

regression coefficient. If the function is properly

specified, any unexplained variation is included in the

error term and is due solely to the horizontal inequity of

the tax regime.“

 

“Any functional misspecification is also included in the

error term.
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The CRV is an estimate of the standard deviation of the

error term of the regression expressed as a percentage of

the mean value of the dependent variable and is defined as:

 

2 (x-fiiz/(n-Z)

(2) CRV= , "1 #100

{In/n
i-l

 

where,

n = number of observations,

yi-: observed value of the dependent variable,

i - predicted value of the dependent variable.

3.3 Vertical Equity

Vertical equity is concerned with how the tax system

treats unequals and with the distribution of the tax burden

across individuals who are not equal. Stiglitz [1986, 337]

defines vertical equity more precisely by stating that

individuals that are in a position to pay higher taxes than

others should do so; those with a greater ability to pay

taxes should bear a larger share of the tax burden. As with
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horizontal equity, an income measure is commonly used as a

surrogate for ability to pay.

Vertical equity has traditionally been used to justify

progressive taxation.7 .A progressive income tax is one in

which the rate of tax increases as income increases.

Operational measures of vertical equity assess this

progressivity. Several measures“ are available to examine

the progressivity of the tax system. One of the most

commonly used measures is the Suits index9 [Suits, 1977] .

Figure 1 graphically illustrates the Suits index and

its associated Lorenz curves.10 The cumulative percent of

the tax burden is plotted against the cumulative percent of

income. The plotted line (Lorenz curve) represents the

 

7Early in the nineteenth century, Bentham.first used the

criterion of vertical equity as a basis for proposing

progressive taxation [Musgrave, 1990, 115]. For a different

definition of vertical equity see Plotnick [1985].

“Ricketts [1990] provides a brief overview of various

measures.

9The Suits index has been used to assess the

,progressivity of tax laws as divergent as the combined social

security and income tax system [Ricketts, 1990] and the

childcare credit [Dunbar and Nordhauser, 1991].

l0The Suits index is based on a variation of the Lorenz

curve and its related Geni coefficient. Figure 1 can also be

used to illustrate the geni coefficient. The y-axis now

becomes the cumulative percentage of income and the x-axis

becomes the cumulative percentage of individuals within the

tax system. The plotted line represents the distribution of

income across all individuals. The Geni coefficient, defined

as the area between the diagonal line and plotted line

provides a measure of the inequality of the income

distribution. The Geni coefficient varies between zero and

one.
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distribution of taxes across all income levels. The three

Lorenz curves in Figure 1 illustrate the possible

distributions of taxes across the income distribution. A

proportional tax is represented by diagonal line AB; the tax

rate remains constant over all income levels. A progressive

tax is represented by curve ADB; the tax rate increases with

income. A regressive tax is represented by curve ACB; the

tax rate decreases with income.

The Suits Index provides a summary measure of the

distribution of taxes across the income distribution.

Defining the triangle ABE as K and the area under the Lorenz

curve as L, the Suits index is defined as:

(3) S = (K-L)/K = 1 - L/K.

The value of the Suits index can range from -1 (extreme

regressivity where all of the tax burden is paid by the

lowest income class) to +1 (extreme progressivity where all

of the tax burden is paid by the highest income class). An

index of zero indicates a proportional tax.“

 

“Note that by definition, L is always less than or equal

to 2*K.
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Because the triangle AEB has a base and altitude of

100, Parameter K in the above formula is always 5,000.

Parameter L12 is defined as:

n

(4) L =2 1/2[('I'i + TH) (Yi - Yi_1)]

i=1

where,

'n,= the accumulated percentage of the tax burden borne by

income groups 1 through i,

Yi= the accumulated percentage of income earned by income

groups 1 through i, and

n = the total number of income groups.

The Suits index provides an overall measure of the

progressivity of the tax system.

 

12For example, for a progressive tax, L provides a measure

of area ADBE. L is a geometric midpoint estimation of the

integral of the area beneath the Lorenz curve ADB.
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Figure 1

Suits Index
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Cumulative C

Percent

of Tax Burden
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D

0
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Cumulative Percent of Income

(Y)

K = Area of triangle AEB.

L = Area between Lorenz curve and horizontal axis AE. L is

represented by area ADBE with a progressive tax.

Source: Adapted from Suits [1977].
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A second measure of progressivity, tax liability

progression [Ott and Dittrich, 1981, 33] is estimated from

the log transformation of the equation:

(5) T = aY"u°

where,

T a tax liability

Y = income

u = error term

e = natural e

b = elasticity of tax liability with respect to income

b = 1 for a proportional tax

> 1 for a progressive tax

< 1 for a regressive tax.

The regression coefficient b provides a measure of the

progressivity of each tax regime.
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A third measure of the relative degree of

progressiveness, residual progression [Ott and Dittrich,

1981, 34], is estimated from a log transformation of the

equation:

(6) v = YBu‘

where,

V - after-tax income

Y = before-tax income

u = error term

6 = natural e

B = elasticity of after-tax income with respect to before-

tax income

B = 1 for a proportional tax

< 1 for a progressive tax

> 1 for a regressive tax.

The residual progression coefficient provides a measure of

the ratio of the percentage change in after-tax income to

the percentage change in before tax income.
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3.4. Combined Vertical and Horizontal Equity

A proposed but untested combined measure is available

to simultaneously assess vertical and horizontal equity

[Menchik, unpublished]. This measure initially expresses

after-tax income as a function of before-tax income:

(6) Y.t = e' prc e“

where,

Y; = after tax income,

Ypt = pretax income,

e = natural e,

a = intercept tenm,

b a elasticity of after-tax income with respect to

before-tax income, and

u = error term.
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Taking logs and variances of both sides, this reduces to”:

(7) afofli=bzazmyp+ai+200wlogY”, u)

where,

of = measure of horizontal equity

b2
measure of vertical equity

1 for a proportional tax

< 1 for a progressive tax

> 1 for a regressive tax

The coefficient b indicates the variance of the pre-tax

distribution relative to the post-tax distribution. If the

post-tax distribution has less dispersion than the pre-tax

distribution, b will be less than one. If the post-tax

distribution is more dispersed than the pre-tax

distribution, b will be greater than one. A value of one

for coefficient b indicates a proportional system. The

variance of the error term provides a measure of horizontal

equity. The larger the variance the less horizontal equity;

the smaller the variance the more horizontal equity.

 

1"‘In this study, it is assumed that before-tax income (Y“)

and the error term (u) are independent and the covariance

between before-tax income (Ya) and the error term (u) is zero.



 

Chapter Four

HYPOTHESIS DEVELOPMENT

Historically, the IRC §911 provisions have played a

major role in the overall taxation of U.S. expatriates

living and working abroad. Although the IRC §911

provisions, in some form, have been part of the federal tax

law more than sixty years, little is known about their

impact on expatriate taxpayers. Even though the initial

exclusion was written into the federal tax law on equity

grounds, little is known about the equity effects of these

provisions.

The first two research hypotheses address the equity

issues related to the IRC §911 provisions.‘ .As a secondary

issue, a third research hypothesis addresses whether the Tax

Reform Act of 1986, with its significant reduction in

marginal tax rates, has reduced the use of the IRC §911

provisions.

4.1 Equity Effects of Eliminating the IRC §911 provisions

As noted in the introduction and history of the IRC

§911 provisions, various attempts have been made in Congress

to diminish or eliminate the IRC §911 provisions. At the

 

lIRC §911 of the Internal Revenue Code contains the tax

law governing the foreign earned income exclusion, housing

exclusion, and.housing deduction” The term."§911 provisions"

encompasses all three of these components.
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same time, citing incentive and equity concerns, businesses

operating overseas and individuals working overseas have

advocated maintaining and strengthening the IRC §911

provisions. Even with all of the discussion concerning the

exclusions, little is known about the impact of eliminating

them.2 Given the initial equity motivation of Congress in

including the exclusion in federal tax law, it is expected

that the current tax regime3 will be more equitable to

expatriates than a regime without the exclusion. Thus, it

is hypothesized that (stated in alternative form):

IHfi The current tax regime will display more

horizontal equity for expatriates than a tax

regime without the IRC §911 provisions.

In addition, it is expected that the IRC §911

provisions will also affect progressivity. Therefore, the

second hypothesis (stated in alternative form) is:

lag The current tax regime will display a different

level of progressivity for expatriates than a tax

regime without the IRC §911 provisions.

4.2 Impact of the Tax Reform.Act of 1986

U.S. citizens working abroad may elect to exclude a

certain level of foreign earned income and excess housing

 

2The U.S. Treasury estimated that in tax year 1983 the

revenue cost of the IRC §911 provisions was one billion

dollars [Department of the Treasury, 1988, 22].

3The term "current tax regime" encompasses all of the

current existing federal income tax law relating to

individuals. The IRC §911 provisions are part of the current

tax regime.
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costs. In addition, they may claim a foreign tax credit for

foreign taxes due or paid on foreign source income.

However, federal tax law provides that no deductions,

exclusions, or credits are allowed to the extent they are

allocable to excluded income [IRC §911(d)(6)]. Thus, in

making the election, the individual taxpayer must determine

if the foreign earned income exclusion will reduce his

combined U.S. and foreign tax liability more than the

foreign tax credit or deduction. This determination is

generally a function of the differential in the effective

tax rates between the two countries. In general, a U.S.

taxpayer in a low-tax foreign jurisdiction would reduce his

overall tax burden more by electing the exclusion because

the calculated amount of the foreign tax credit would not

offset his U.S. tax liability on the otherwise excluded

income. In contrast, a U.S. taxpayer in a high-tax foreign

country would reduce his overall tax burden more by electing

the foreign tax credit because the credit would fully offset

his U.S. tax liability on the otherwise excluded income and

perhaps result in an excess credit that could be carried

over to another year.‘

Thus, one would expect that the reduction of the

marginal tax rates in the Tax Reform Act of 1986 would

reduce the use of the foreign earned income exclusion.

Holding all else constant, a decline in U.S. tax rates would

 

“This is illustrated in Price waterhouse [1988, 70-72].
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tend to increase use of the foreign tax credit and decrease

use of the foreign earned income exclusion. However, SOI

data indicate exactly the opposite. 801 data for 1983 and

1987 [Internal Revenue Service, 1987, 1992] indicate that

the number of returns claiming the foreign earned income

exclusion increased from 159,194 to 171,191. The number of

returns reported by 801 does not control for any change in

the number of U.S. expatriates residing overseas.

Controlling for the number of expatriates abroad, one

would expect that the reduction in marginal tax rates in the

Tax Reform Act of 1986 would reduce the use of the foreign

earned income exclusion. The third hypothesis (stated in

alternative form) is:

H5: Controlling for the number of expatriates

overseas, use of the IRC §911 provisions will

decrease from 1983 to 1987.



Chapter Five

RESEARCH DESIGN AND METHODOLOGY

The data needed and the methodology used to test

whether the IRC §911 provisions result in increased equity

for expatriate taxpayers and whether the decrease in

marginal tax rates in the Tax Reform Act of 1986 impacted

the use of the IRC §911 provisions are discussed in the

following sections.

5.1 Sample Selection and Data

5.1.1 Sample

A unique set of databases is available to address the

hypotheses. The first is data generated by the Statistics

of Income Division for a Treasury Department project,

Americans Living Abroad (here after, 1987 SOI individual

foreign sample).1 This sample, collected every four years,

provides detailed information from individual federal tax

returns. Collection of the 1987 data has recently been

completed. The data set for the 1987 tax year is a weighted

stratified sample containing information from 15,724

 

1These data are collected every four years for a

Congressionally mandated study to assess the operation of the

foreign earned income exclusion. The last study was published

in 1989 and based on data from the 1983 tax year [Department

of the Treasury, 1989].
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individual federal tax returns” with a Form 2555 (Foreign

Earned Income) and/or a Form 1116 (Foreign Tax Credit)

attached to the 1040 individual return. The sample was

selected from all individual federal income tax returns

filed in 1987. Examples of the relevant IRS forms for 1987

are included in Appendix B.

Table 5.1 provides a breakdown of the types of returns

included in this data set. Of the total sample of 15,724

returns, 902 returns are for tax years prior to 1987. A

majority of the 9,472 returns that have only a Form.1116

(indicating use of the foreign tax credit) attached to their

Form.1040 have U.S. addresses on their return. Of the 5,350

returns with a Form 2555 attached to their Form 1040, 3,931

returns are from taxpayers who qualified under the IRC §911

provisions for the entire tax year. Of these 3,931 returns,

1,850 are from taxpayers with only a Form 2555 (without a

Fonm 1116) attached to the their Form 1040. The remaining

2,081 returns are from taxpayers filing both a Form.1116 and

a Fonm 2555 with their tax returns. In addition, tabular

information from the 1983 Americans Living Abroad project is

available for use. Due to the disclosure concerns, these

data are available only at the IRS national office in

washington, D.C.

 

”When weighted this represents a population of 706,066

returns.



1987 8.0.1. Foreign Sample

Total Sample

less returns pro—1987 tax returns

less returns with only a 11 16'

attached (without a 2565”)

Returns with a 2555 attached

less returns with a short year

Full year returns with a 2666

Full year returns with only a 2555

Full year returns with both 2655 and

1 1 16
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Table 5.1

1 5,724

All Filing Statuses

Unwsighted Weighted

Returns Returns

706,066

30,996

524,424

1 60,646

4729

103,367

M

Unweighted

Returns

Married Filing Jointly

Weighted

Returns

lForm.1116 is used by individuals to claim the foreign

tax credit.

”Form 2555 is used by individuals to claim the foreign

earned income exclusion,

deduction.

housing exclusion, and housing
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W

The 1987 801 individual foreign sample is used to test

the first two hypotheses that assess the relative equity of

two tax regimes: one that incorporates the IRC §911

provisions (current system) and the other without the IRC

§911 provisions. Those taxpayers affected by the

elimination of the IRC §911 provisions are included in the

sample (in a manner similar to Anderson [1985, 1988]). In

addition, to eliminate any variance induced by differing

rate schedules, only married couples filing joint returns

are used in the equity analysis. Finally, 54 returns for

which foreign tax rates are not available3 are eliminated

from the analysis. Thus, all full year joint returns from

the 1987 301 individual foreign sample with a Form 2555

(which indicates they are filing for the IRC §911

provisions) with positive adjusted expanded income for which

foreign tax rates are available (2,882 returns) are used in

the equity analysis.

mm

Data from both the 1987 SOI individual foreign sample

and tabular information from the 1983 Americans Living

Abroad project are used to test the third hypothesis

assessing the use of the IRC §911 provisions across time.

The sample selection process is detailed in Table 5.2.

 

3Most of the returns eliminated were lone returns from

various countries around the world.
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Country data must be available for each tax return included

in the sample. For each return included in the sample, the

country is represented in both the 1987 and 1983 SOI

samples, and has State Department population estimates for

both years“ and an estimated foreign tax rate available.

The final sample includes data from returns of taxpayers in

86 countries that satisfied these requirements.

 

“State Department estimates of U.S. citizens residing

abroad are not available for 1987: Data from.1986 are used in

the analysis. The 1987 estimate of U.S. citizens residing

abroad was 1,963,784. For 1986, the estimate was 1,929,917

while in 1988 the estimate was 2,056,799. The estimates

reflect a 1.7% change from.1986 to 1987 and.a 4.7% change from

1987 to 1988. The 1986 estimate was used as a surrogate for

the missing 1987 estimate because of its smaller percentage

difference from 1987. Although the differential impact across

countries is unknown, use of the lower 1986 numbers rather

than the 1988 numbers should provide a more conservative test

of the hypothesis. Because the denominator of the fraction

determining the percentage of taxpayers filing for the IRC

§911 provisions would be larger in 1988 than in 1986, the

overall percentage of taxpayers would be smaller using the

1988 estimates rather than the 1986 estimates.
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Table 5.2

Country Screens for Hypothesis Three

 

 

 

 

 

   

NUmber of

Countries

Total number of SOI country codes in

1987 SOI Individual Foreign sample 138

less multi—country or unallocated

country codes1 (19)

less countries for which State

' Department foreign population

estimates are not available” (11)

less countries for which an estimate of

foreign tax rates is not available (22)

Number of Countries in sample 86  

 

lOn Form 2555, the expatriate writes in the country of

his or her tax home. This is then recorded using a three

digit country code. If the taxpayer neglects to fill in the

tax home on the tax return, the country is coded as

unallocated. Although all major countries around the world

have an individual country code, some small countries are

grouped with others in their particular region of the world

and assigned one country code.

”The State Department estimates are developed at the

various embassies and consulates around the world. Estimates

are not available for countries where there is no U.S.

presence.
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5.1.2 We

Measures of foreign tax rates and foreign exchange

rates for 1987 are needed in this research. The 1987

individual foreign tax rates used are from the Coopers and

Lybrand International Tax Network [Reavey, 1987, 1988].

These international tax summaries provide information about

both individual and corporate tax laws at the federal,

state, and city levels. Embassies were contacted to obtain

foreign tax rates for those countries in the sample that are

not included in the Coopers and Lybrand publication.

The 1987 foreign exchange rates are obtained from the

International MOnetary Fund [1992]. Foreign exchange rates

unavailable from the International Menetary Fund were

obtained from the U.S. Treasury Department.

5.2 measurement Issues

To test the equity hypotheses, a measure of taxes under

a tax regime without the IRC §911 provisions must be

calculated. A.measure of income and taxes must also be

identified to compute both the horizontal and vertical

equity measures used in this study.

5.2.1 meeeere ef Texee fer e Tex Regime wieheee IRC §211

To test whether the inclusion of IRC §911 provisions in

federal income tax law results in increased equity for
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expatriate taxpayers, a benchmark is needed for comparison.“

The appropriate benchmark in this case is a tax regime that

does not include the IRC §911 provisions. Comparing the

taxes from a tax regime without the IRC §911 provisions to

the taxes from a tax regime with the IRC §911 provisions

allows one to determine if the incorporation of the IRC §911

provisions has resulted in increased horizontal equity.

The current tax regime corresponds to the tax regime

incorporating the IRC §911 provisions. For each expatriate

return, a measure of each expatriate's federal income tax

liability is directly available from the 1987 SOI individual

foreign sample. A.measure of federal income tax liability

for each expatriate does not exist for a tax regime without

the IRC §911 provisions. Therefore as a first step, for

each individual tax return in the sample, the federal income

tax liability is recomputed to conform to a tax regime

without the IRC §911 provisions. In general, this involved

eliminating all of the effects of the IRC §911 provisions,“

computing an estimated foreign tax credit,7 and

 

“The methodology used to assess equity is similar to that

used by Anderson [1985, 1988] and Enis and Craig [1990].

“This included eliminating the effects of the foreign

earned income exclusion, housing exclusion, and housing

deduction.

7To compute an estimated foreign tax credit, the 1987

individual foreign tax rates are needed. The Coopers and

Lybrand International Network [Reavey, 1987, 1988] provide

information concerning the individual tax rates in foreign

countries for tax year 1987.
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recalculating the federal income tax liability for each

return. Figure 2 outlines the steps used to recompute each

expatriate's federal income tax liability.“

 

“Two alternative assumptions are made in determining the

new taxable income: 1) assume the maximum change in itemized

deductions for itemizers and 2) assume no change in itemized

or standard deductions. The tests of hypotheses are

consistent using either assumption” The reported results are

based on the first assumption.



II.

III.

IV.

VI.
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Figure 2

Tax Liability without IRC §911 Provisions

Add back the IRC §911 exclusions and deduction.

Recalculate taxable income.

Recompute income tax before credits (Form.1040, line

39) using the 1987 tax rate schedule.

Recompute the general limitation foreign tax credit.

A. If no Form.1116 is present then estimate foreign

taxes paid using foreign tax rates for 1987 from

Coopers and Lybrand International Network [Reavey,

1987,1988].

B. If Fonm 1116 is present then compute total foreign

taxes paid.

C. Recompute credit.

Recalculate other types of foreign tax credits if

necessary.

Compute new tax liability.
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5.2.2W

Income is used as a basis for classifying individuals

into similarly situated groups. Ideally, many theorists

suggest that a comprehensive income measure that includes

all accretions of wealth such as the Haig-Simons definition

of income9 [Simons, 1938; Haig, 1959; Atkinson and Stiglitz,

1980] provides the best measure of income. Income measures

available directly from tax returns, such as taxable income

or adjusted gross income, do not take into account all

intraperiod changes in wealth. For example, unrealized

capital gains and tax-exempt interest are not included in

either measure. To overcome these difficulties, several

expanded income measures have been developed that use tax

return data and other information to obtain a more

comprehensive measure of economic income. These include:

expanded income, family economic income, modified expanded

income, and the 1979 Income Concept. Table 5.3 details the

components of each of these measures and each is discussed

in turn. This provides a backdrop for the adjusted expanded

income concept used in this research which is then

presented. Each of the measures uses adjusted gross income

from Form 1040 as the starting point of the calculation.

 

9The Haig-Simons comprehensive income measure includes

all income regardless of its use or source. It is defined as

the sum of current consumption plus net accretions to wealth.
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BMW

Expanded income was developed in response to a

Congressional request for data on high-income taxpayers

using a measure closely approximating economic income that

could be derived using only tax return data [Internal

Revenue Service, 1990, 71]. Expanded income is defined as

adjusted gross income plus items of tax preference income

excluded from adjusted gross income less investment expenses

to the extent that they do not exceed investment income.

The actual calculation of expanded income has varied from

year to year. Tax preference items added back to adjusted

gross income for tax year 1987 were tax-exempt state and

local government bond interest and income preferences

subject to the minimum tax (reported on Form 6251,

Alternative Minimum Tax Computation). Investment interest

expense was defined as the entire interest deduction other

than interest paid on home mortgages. Investment income was

defined as total interest and dividend income.

W

The family economic income measure, developed and used

by the Treasury Department since 1984, uses the family unit

rather than the tax return unit as the basis for defining

income [Nelson, 1987, 77]. An imputation process is used to

combine dependents with their own tax return with the tax

returns of those who support them. In addition, as noted in

Table 5.3, adjustments are made in an attempt to measure
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only current year income and to adjust for inflation. The

family economic income measure also includes an estimate for

non-filer income. The family economic income measure

includes estimates for many items of income not included on

tax returns. Thus, it provides the most comprehensive

measure of income by incorporating more non-tax information

but also is mmch more difficult to estimate and is less

objective. In Treasury Department estimates, adjusted gross

income accounts for approximately two-thirds of family

expanded income [Nelson, 1987, 82].

medified expended igeeme

The modified expanded income measure was developed by

the Joint Committee on Taxation [Nelson, 1987]. This income

measure uses the tax unit (tax return) as the basis of

analysis rather than the family unit but excludes tax

returns for taxpayers under 16 years of age.10 Like the

family economic income measure, the modified expanded income

measure includes an income estimate for non-filers.

Overall, while the modified expanded income measure is less

comprehensive than the family economic income measure, it

requires fewer estimates of income and is subject to less

estimation error.

 

10The Joint Committee on Taxation assumes that these

taxpayers are not self-supporting and deletes them from the

analysis.
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l m n

The 1979 Income Concept is used within the Statistics

of Income Division to analyze changes in income and taxes

over a period of years [Internal Revenue Service, 1991, 6].

Because the components of adjusted gross income vary from

year to year, a "retrospective" income concept was developed

that includes the same income items in each year's

calculation. The years 1979 through 1986 were used as base

years in identifying the income iteme. The 1979 Income

Concept includes only items available on federal individual

income tax returns and uses the taxpaying unit as the basis

for analysis. The 1979 Income Concept is the most objective

measure of income, but it is less comprehensive than the

modified expanded income or the family economic income

measure.

' in m

The economic income measure developed and used in this

research is similar to the above measures in many respects.

It provides a more comprehensive income measure than

adjusted gross income. Adjusted gross income is used as the

initial starting point in the computation of the measure.

As noted in Table 5.3, nontaxable income items reported on

the tax return are included in the measure. The foreign

earned income and housing exclusions and the housing

deduction are also added back to provide a more

comprehensive measure of income. Due to estimation
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difficulties, the non-tax return estimated items included in

other measures are not included in this measure.

5.2.3W

Two alternative measures of taxes are used in this

research: tax liability and effective tax rates. Taxes are

computed on both a U.S. and worldwide basis. The measure of

U.S. tax liability is defined as total tax after credits

(1040, line 47) plus the alternative minimum tax (1040, line

49) plus investment tax credit recapture (1040, line 50).‘1

U.S. income taxes are based on worldwide income. The

measure of U.S. tax liability computed above does not take

into account any foreign taxes paid by the expatriates. To

better reflect the total worldwide tax burden of U.S.

expatriates, the equity of the IRC §911 provisions are also

examined using a worldwide measure of taxes. The worldwide

tax liability is defined as U.S. tax liability plus the

amount of estimated foreign taxes paid and accrued.”

 

11This measure is similar to those used by Anderson [1985,

1988] and Ricketts [1990].

”The Statistics of Income ZDivision. of the Internal

Revenue Service also computes a worldwide measure of income

taxes to provide a more accurate measure of the tax burden

imposed on worldwide income. Worldwide tax liability is

defined as the U.S. tax liability plus the amount of foreign

tax credits reported on Form 1040 [Internal Revenue Service,

1990, 73] . Rather than using the reported foreign tax

credits, the worldwide tax liability measure used in this

study incorporates the amount of estimated foreign taxes paid

and accrued that are reported on Form 1116. Because this

measure uses actual taxes paid or accrued it should.provide a

better estimate of worldwide tax liability. Calculation of

this measure is possible because of the detailed data

collected in the 1987 301 Individual Foreign sample which is
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Effective tax rates are used as an alternative measure

of taxes to assess the sensitivity of the results to the

choice of tax measure. The effective tax rate is

calculated by dividing the tax liability by the adjusted

expanded income measure. For equity measures which group

taxpayers by income level, Ricketts [1990, 42] notes that

effective tax rates should enhance comparability by

minimizing the dispersion that might occur in expanded

income groups with a broad range of income.

 

not available in the overall Individual Tax Model developed by

the Statistics of Income.
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5.3 Statistical procedures and tests of hypotheses

5.3.1W

The coefficient of variation is used to measure the

horizontal equity within adjusted expanded income deciles

for each tax regime. For purposes of this study, the

coefficient of variation for each income group is determined

using equation (1). For each adjusted expanded income

group, the coefficient of variation from the tax regime

without the IRC §911 provisions is compared to the

coefficient of variation from the tax regime with the IRC

§911 provisions (the current tax regime). The percentage

decrease (increase) in the coefficient of variation is

calculated as:

(6) Percent change = [(CVfimm- CVfim)/Cvfimm] x 100

.A percentage decrease represents an increase in horizontal

equity. A.percentage increase represents a decrease in

horizontal equity. A.paired-comparisons t-test of the means

of the coefficients of variation for each regime is used to

test the overall difference in horizontal equity between the

two regimes.

For each tax regime, the coefficients of residual

variation (CRVs) are calculated for each adjusted expanded

income decile and on an overall basis for the total sample

using equation (2). Following Grasso and Frischmann [1992]
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two alternative variations of the regression equation are

estimated: average effective tax rates are regressed on a

logarithmic transformation of adjusted expanded income and

tax liabilities are regressed on adjusted expanded income.

In addition, the analysis is repeated including the total

number of exemptions as an additional explanatory variable.

Both measures of taxes (U.S. and worldwide) are

alternatively used in the analysis.”

5.3.2 yereieel Egeigy Effeeee ef Elimineeing IRC §911

The Suits index, the tax liability progression measure,

and the residual progression coefficient are used to assess

the relative progressivity (vertical equity) of the two tax

regimes: the current tax regime that incorporates the IRC

§911 provisions and the tax regime without the IRC §911

provisions. The Suits index (estimated from equation 3) is

calculated for each tax regime. As for the horizontal

equity measure, taxpayers are grouped into deciles by

adjusted expanded income and the computations use both U.S.

and worldwide measures of tax liabilities.

For each tax regime, the tax liability progression

coefficient is estimated from a regression of the log

 

13This requires running 16 regression.:models: 2 tax

regimes X 2 tax measures (U.S. and worldwide) X 2 tax

variations (liability and effective tax rate) X 2 types of

model (income only and income plus exemptions). Each

regression model is then run on an overall basis and for each

income decile.
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transformation of equation (5). The regression coefficient

provides a measure of the progressivity of each tax regime.

Changes in liability progression are assessed by comparing

the coefficients obtained by estimating the equation for

each tax regime. The residual progression coefficients are

calculated for each tax regime using equation (6).

5.3.3 gemhinee quiey EfEEQLE e: Elimineging IR: 5211

Menchik's combined model of vertical and horizontal

equity [Menchik, unpublished] is also used to assess the

relative equity of the two tax regimes: one with the IRC

§911 provisions (current tax regime) and one without the IRC

§911 provisions. The equity measures are estimated for each

tax regime from a regression using equation (7). After-tax

income is equal to adjusted expanded income less tax

liability. Adjusted expanded income is used to measure

before-tax income. This regression model is used to assess

the horizontal and vertical equity of the tax regimes with

and without the IRC §911 provisions.

5.3.4 h R f f

To test the hypothesis that the use of the foreign

earned income exclusions decreased following the Tax Reform

Act of 1986, data must be available from both the pre-TRA

and post-TRA periods. Data indicating the number of

individuals claiming the IRC §911 provisions on their tax

returns from the 1983 and 1987 801 individual foreign
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samples“ are used in conjunction with State Department

estimates of the non-military/non-governmental overseas

population to test this hypothesis.

The number of individuals within each foreign country

electing the IRC §911 provisions in each tax year is divided

by the estimated non-military/non-governmental overseas

population estimates for the country. This calculation

standardizes and controls for any changes in the overseas

populations in the various foreign countries and provides an

estimate of the percentage of individuals using the IRC §911

provisions within each country. The analysis includes

comparisons on an overall basis and grouping by

high and low tax foreign countries.

 

1“The application of the foreign earned income provision

changed very little between 1983 and 1987. In 1983 an

individual could exclude up to $80,000 of foreign earned

income, while in 1987 the exclusion was limited to $70,000.

Because this hypothesis examines the number of individuals

claiming the exclusion and not the magnitude of the exclusion,

this minor change should not influence the test results. To

determine if the change in the level of the exclusion may have

had a differential impact on taxpayers across income levels,

a paired comparison t-test was used.to»determine if there were

any significant differences across income levels in. the

percentage of taxpayers claiming the IRC §911 provisions

between 1983 and 1987. After grouping returns by adjusted

gross income, a paired-comparisons t-test was used to compare

the percentage of taxpayers using the IRC §911 provisions in

1983 and 1987. The t-test was insignificant (t-.00004, p=1)

indicating there was no significant difference between 1987

and 1983 in the percentage of taxpayers using the IRC §911

provisions across the income levels.



Chapter Six

ANALYSIS OF RESULTS

The results of the descriptive analysis and the tests

conducted to examine the hypotheses are reported in this

chapter. The descriptive analysis of the data is followed

by the results of the analysis examining the equity effects

of eliminating the IRC §911 provisions and the impact of the

Tax Reform Act of 1986 on the use of the IRC §911

provisions.

6.1 Descriptive Statistics

An initial comparison of 1987 individual returns with

those taxpayers (expatriates) filing Form 2555 is provided

in Table 6.1. A simple comparison of the mean adjusted

gross incomes or taxable incomes of the expatriates and all

individual returns suggests that the two groups are quite

similar. The mean adjusted gross income for expatriates and

all individuals filing returns is $25,384 and $25,924,

respectively. The mean taxable income for expatriates and

all individual returns is $19,515 and $20,544, respectively.

However, a comparison of some of the components of income

reveals striking differences between expatriates and all

individuals filing returns. The mean salaries and wages for

expatriates is more than double that of all individual

return filers ($61,087 vs. $23,873). The average amount of

53
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reported business net income is double that reported by all

individual return filers ($16,289 vs. $8,111). In contrast,

the mean total tax liability of expatriates is approximately

sixty-five percent of the mean for all individual return

filers.
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Table 6.1

1987 U.S. Individual and Expatriate Returns

 

 

 

 

 

 
 

 

 

 

 

   

1

All Full Year FYE with FYE with

Individual Expatriate only foreign

Returnsl (EYE) exclusions tax credit

Returns” and

exclusions

Adjusted 25,924 25,384 9,826 93,783

Gross Income3

Taxable 20,544 19,515 6,066 78,645

Income“

Salaries and $23,783 $61,087 $40,245 $149,866 |

Wa es“

I

Taxable 2,487 3,221 2,386 6,127

Interest“

Business Net 8,111 16,289 13,148 29,126

Income and

Loss”

Capital 8,893 11,199 9,577 16,922

Gain/Loss“

I Total Tax 4,342 2,794 1,467 8,622

Liability?

% Itemizing 34% 22% 16% 45%

Deductions ==
= 

 

   
1Derived from data in Internal Revenue Service (1990).

”Individuals filing Form 2555.

31987

'1937

“1987

“1987

71937

“1987

91987

Form

Form

Form

Form

Form
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Form
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1040,

1040,
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30.

36.

7.

8.

13.

14.
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The expatriate returns can be partitioned into two

groups: expatriate returns claiming only the foreign earned

income and housing exclusions and expatriate returns with

both the exclusions and the foreign tax credit. As shown in

Table 6.1, expatriates claiming both the foreign tax credit

and the exclusions have much higher incomes and tax

liability than those expatriates claiming only the

exclusions. This is not surprising given that the foreign

earned income exclusion is limited to $70,000. Foreign

income taxes paid on foreign earned income in excess of the

limitation are eligible for the foreign tax credit. Thus,

high income expatriate taxpayers are likely to claim both

the exclusions and the foreign tax credit.

Table 6.2 provides a breakdown of full year expatriate

(FYE) returns by type of return: all expatriate taxpayers

filing for the foreign earned income and housing exclusions,

full year expatriate taxpayers claiming only the foreign

earned income and housing exclusions, and expatriate

taxpayers claiming both the foreign earned income and

housing exclusions and the foreign earned income credit. As

shown in Panel A of Table 6.2, an estimated 103,367

expatriates claimed the foreign earned income or housing

exclusions for the full year. The average combined foreign

earned income and housing exclusions (2555 exclusions) was

$42,370, and the total amount excluded was in excess of four

billion dollars. Full year expatriates excluded over $335
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million dollars in housing costs and four billion in foreign

earned income. Only an estimated 919 expatriates claimed

the housing deduction. The mean housing deduction was

$11,375 with a total housing deduction of more than ten

million dollars. The total tax liability of all expatriates

was less than $300 million with a mean liability of $2,794.



Panel A:

Table 6.2
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Expatriate Returns

1987 Full Year Returns with a Foreign Earned

Income or Housing Exclusion (N = 3,931)

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

  

 

  

 

  

 

  

 

  

 

  

 

  

 

  
  

 

    

 

 

    

 

ITEM (Form. line) WEIGHTED MEAN STANDARD TOTAL

N DEVIATION

ADJUSTED GROSS INCOME (1040,33) 103.367 426.384 0104.446 02.623.861.663

2666 EXCLUSIONS (1040.21A) 103.367 42,370 32.31 3 4,378,674,072

HOUSING EXCLUSION (2666.26) 16.463 20.384 23.134 336.380.386

FOREIGN EARNED INCOME EXCLUSION (2666.34) 103.348 38.134 26.066 4.044.420.337

HOUSNG DEDUCTION I1040.ADJ) 818 1 1.376 16,038 10,461,832

TOTAL TAX LIABILITY (1040.63) 103.367 2.784 17.178 288,787,712

TOTAL WAGES (2666.10) 86.” 41.661 42.282 4.032.031 . 1 08

BUSINESS INCOME (2666.11A) 7.434 21.710 40,760 161,380,716

PARTNERSHIP INCOME (2666.1 18) 1.023 44.886 66.723 46.836.878

NONCASH INCOME - HOMEI2666.12A) 7.406 10.186 14,163 76,433,718

NONCASH INCOME - MEAL (2666.128) 2.088 3.833 2.361 6.038.463 II

NONCASH INCOME - CAR (2666.12C) 4.617 2.763 2,608 12,766,674 II

NONCASH INCOME - OTHER (2666.12D) 3.468 2.018 7,372 7.004.736

fl ALLOWANCE - COLA (2666.13A) 13.430 16.788 14,202 226,473,606

ALLOWANCE - FAMILY (2666.138) 1.084 3.168 6.723 3.466.638

ALLOWANCE - EDUCATION (2666.13C) 7.040 8.268 7,467 66.210.838

ALLOWANCE - HOME LEAVE (2666.130) 13.207 6.w2 4,622 73.878.680

ALLOWANCE - OUARTERS (2666.13E) 13.674 20.842 23. 761 284,266,030

ALLOWANCE - OTHER (2666.136) 18.768 20.468 36.676 404.432.468

ALLOWANCES - TOTAL (2666.13G) 26.673 40.881 48,608 1.048.818.127

OTHER FOREIGN EARNED INCOME (2666,14) 12,766 1 2,618 30,416 160,846,727

GROSS FOREIGN EARNED INCOME (2666,16) 103.348 63.736 61.267 6,663,361,466
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Table 6.2 (Cont'd.)

Panel B: 1987 Full Year Returns with only a Foreign Earned

Income or Housing exclusion (N = 1,850)

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  
     

ITEM (Form. line) WEIGHTED MEAN STANDARD TOTAL

N DEVIATION

ADJUSTED GROSS INCOME (1040.30) 84.212 08.826 873,121 4627.462.818

2666 EXCLUSION (1040.21A) 64.212 34.106 26.266 2.872.131.248

I HOUSING EXCLUSION (2666.26) 6.662 12,008 1 1.163 ”300.760

FOREIGN EARNED INCOME EXCLUSION (2666,34) 84.212 33.166 23.248 2.782.111.486

HOUSING DEDUCTION (1040.ADJ) 620 8.768 10.726 4.661.867

“TOTAL TAX LIABILITY (1040.63) 84.212 1.468 10.060 123.606.408

TOTAL WAGES (2666.10) 78.264 32.663 26.881 2.648.216.862

BUSINESS INCOME (2666.1 1A) 6.061 17.060 24.687 103.401.162

PARTNERSHIP INCOME (2666.118) 666 24.648 66.482 21 .226,323

NONCASH INCOME - HOME (2666.12A) 6.768 7.688 7.446 43.773.660

NONCASH INCOME - MEAL (2666.128) 1.388 3.481 2.362 4.848.863

NONCASH INCOME - CAR (2666,12C) 2.660 2.661 2.230 6.838.268

NONCASH INCOME - OTHER (2666.120) 1.316 1,628 1.778 2.010.828

ALLOWANCE - COLA (2666.13A) 6.226 1 1.103 6.488 68.1 14.824

ALLOWANCE - FAMILY (2666.138) 848 2.017 3.823 1,708,678

ALLOWANCE - EDUCATION (2666.130) 2.631 6.666 6,328 14,643,040

ALLOWANCE - HOME LEAVE (2666.130) 6.846 4.881 4.778 28.636.667

ALLOWANCE - OUARTERS (2666.13E) 6.803 11.664 11.864 68.866.878

ALLOWANCE - OTHER (2666.13F) 8.676 7.308 10.163 70.726.882

ALLOWANCES - TOTAL (2666.13G) 14.346 17.677 18,628 263.688.880

iOTHER FOREIGN EARNED INCOME (2666.14) 7.403 8.814 17.887 66.264.226

[GROSS FOREIGN EARNED INCOME (2666.16) 84.212 36.206 31.234 3.048.163.171
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Table 6.2 (Cont'd.)

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  
 

 

 

 

     

Panel C: 1987 Full Year Returns with both a Foreign Earned

Income Exclusion and a Foreign Tax Credit (N =

2,081)

t‘EM (Form. line) WEIGHTED MEAN STANDARD TOTAL Jl

N DEVIATION

ADJUSTED GROSS INCOME (1040.30) 18.166 683.783 172.106 61.786.388.636 II

2666 EXCLUSIONS (1040.21A) 18.166 78.703 34,786 1,607,642,824

HOUSING EXCLUSION (2666.26) 8.781 26.083 27.088 266,378,637 ll

FOREIGN EARNED INCOME EXCLUSION (2666.34) 18.136 66.446 20,888 1,262,308,662 II

HOUSNG DEDUCTION (1040,ADJ) 388 14.783 18.733 6,800,066 ll

TOTAL TAX LIABILITY (1040.63) 18.166 8.622 33.266 166,161,303

TOTAL WAGES (2666,10) 18.661 78.886 68,278 1,483,814,247 II

BUSINESS INCOME (2666.11A) 1.373 42.237 76.074 67.888.663

PARTNERSHIP INCOME (2666.1 18) 168 166,628 131,421 24,710,666

NONCASH INCOME - HOME (2666,12A) 1.637 18.341 24,680 31,660,168

NONCASH INCOME - MEAL (2666.128) 708 4,602 2,136 3.180.480

NONCASH INCOME - CAR (2666,12CI 2.038 2.803 2.816 6,816,317

NONCASH INCOME - OTHER (2666.120) 2.163 2.318 8.240 4,883,806

ALLOWANCE - COLA (2666,13A) 7.206 21,702 16,171 166,368,681

ALLOWANCE - FAMILY (2666.138) 246 7,136 8.611 1,766,863

ALLOWANCE - EDUCATION (2666.130) 4.406 8,883 8,070 43,667,888

ALLOWANCE - HOME LEAVE (2666.130) 7.360 6,174 4.221 46,443,023

ALLOWANCE - OUARTERS (2666.136) 7.670 28,083 27,766 216,388,061

ALLOWANCE - OTHER (2666,13F) 10.082 33,067 46,336 333,706,674 II

ALLOWANCES - TOTAL (2666.138) 11,328 70,280 68,868 786,230,147 ll

OTHER FOREIGN EARNED INCOME (2666.14) 6,362 17,881 41,360 86,682,602 ll

GROSS FOREIGN EARNED INCOME (2666.16) 1 8,136 130,868 83,167 2,604,188,284 II
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Data from Fonm 2555 provide information about the

components of the foreign earned income of expatriates. As

shown in Panel A of Table 6.2, salaries and wages, in excess

of four billion dollars, are the primary source of foreign

earned income. Approximately 73 percent of all foreign

earned income is derived from salaries and wages. Combined

business and partnership income is less than four percent of

total foreign earned income. Less than two percent of

foreign earned income is non-cash income. Total allowances

account for approximately 19 percent of foreign earned

income. Of the total allowances, approximately half are for

cost of living and quarters (housing).l

Panels B and C of Table 6.2 provide information from

tax returns for expatriates filing only for the exclusions

and for both the exclusions and the foreign tax credit,

respectively. An estimated 84,212 expatriates, over 80

percent of the estimated 103,367 expatriate filers with a

Form 2555 attached to their 1040 return, filed 1040 returns

with only a Form 2555 attached. Expatriate returns with

only a Form 2555 (foreign earned income) attached accounted

 

1It appears that many of the amounts reported as

"allowances-other" on line 13f of Form 2555 are tax

equalization payments. In a physical check of 94 paper tax

returns within the sample, 55 (58%) reported tax equalization

payments on line 13f of Form 2555 and 11 (12%) reported the

tax equalization payments on line 14 of Form 2555. Tax

equalization payments were not reported.on lines 13f or 14 for

twenty-eight (30%) returns reporting income on those lines.

These twenty-eight taxpayers did not report any tax

equalization payments.
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for more than $2.8 billion (or 66 percent) of the estimated

$4.38 billion combined foreign earned income and housing

exclusions (2555 exclusions) claimed. Expatriates filing

both a Form 2555 and Form 1116 accounted for the remaining

34 percent of the total combined exclusions (2555

exclusions) claimed by all expatriate filers. Although

expatriates filing both a Form 2555 and Form 1116 account

for 45 percent of the total foreign earned income reported

by all expatriate taxpayers, they account for 75 percent of

the total allowances.

A breakdown of full year expatriate returns by

occupation is provided in Table 6.3.” More than half of the

expatriates are employed in business professions (business

management, construction, support services, finance and

insurance, sales and public relations, accounting and law,

and agriculture and forestry). Expatriates employed in

education, religion, and research account for approximately

28 percent of all returns filed.

 

”Although this table provides some sense of the

occupations of expatriates it should be interpreted with

caution. Anecdotal evidence indicates that the occupations

were not consistently codedi Almost 14 percent of the sample

has been classified into "other occupations".
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Table 6.3

Expatriate Returns by Occupation

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Occupation Number of Percentage of

Returns Returns

EDUCATION AND RELIGION 22,634 21.9

OTHER OCCUPATIONS 14,320 13.9

E BUSINESS MANAGEMENT 14,159 13.7

CONSTRUCTION/ENGINEER 13,761 13.3

PETROLEUM EXTRACTION

MENING

n SUPPORT SERVICES 8,418 8.1

u RESEARCH 6 , 852 6 . 6

FINANCE AND INSURANCE 6,572 6.4

SALES AND PUBLIC 5,571 5.4

RELATIONS

“Juneau 4,297 4.1

n ART AND ENTERTAINMENT 3,400 3.3

ACCOUNTING AND LAW 2,891 2.8

AGRICULTURE/FORESTRY 442 0.4

FISHER!

UNLISTED 90 0 . 1

IL TOTAL RETURNS 103,367 100.0    
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The twenty-five countries with the highest numbers of

full year expatriate taxpayers are reported in Table 6.4.

Mere than 80 percent of the sample resides in these twenty-

five countries. Expatriate taxpayers filing Form 2555 for

tax year 1987 are residents (or present under the physical

presence test) in approximately 123 foreign countries. Half

of the expatriates live in six countries: West Germany,

Canada, the United Kingdom, Saudi Arabia, Japan, and Israel.



65

Tarflxe 6.4

Expatriate Returns by Country of Residence

 

 

 

 

 
 

 

 

 

 

 

 

  
 

 

 

 

 

 

   
 

 

 

   

 

   

 

 

i Country Weighted Percent oft

L _ ___ Returns _Ret_urnsémjetums Percent

.weet Germany 13,349 12. 9 13, 349 12.9 n

' Canada 10,332 10.0 23,681 22.9

IUhited Kingdom 9,736 9.4 33,416 32.3

(Saudi Arabia 7,624 7.4 41,041 39.7

‘Ja-an 6,501 6.3 47,542 46.0

Israel 4,004 3.9 51,546 49.9 “

iFrance 3,381 3.3 54,927 53.1

TSwitzerland 3,122 3.0 58,049 56.2

(Italy 2,256 2.2 60,305 58.3 “

(Brazil 2,245 2.2 62,550 60.5

j Australia 2, 136 2 .1 64, 686 62 .6

i Hon Kono 2,128 2.1 66,814 64.6

i Mexico 1,892 1.8 68,706 66.5

EPhilippines 1,829 1.8 70,535 68.2 I

(Indonesia 1,593 1.5 72,128 69.8 “

;Netherlands 1,407 1.4 73,534 71.1

(South Korea 1,398 1.4 74,933 72.5

(Taiwan 1,341 1.3 76,274 73.8

ESpain 1,287 1.2 77,560 75.0

Belgium 1,264 1.2 78,824 76.3

venezuela 1,219 1.2 80,044 77.4

Sin apore 1,166 1.1 81,210 78.6

Greece 1,061 1.0 82,271 79.6

South Africa 1,030 1.0 83,301 80.6

Kuwait 885 0.9 84,186 81.4 L
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For each of the horizontal equity measures, the sample

is partitioned into deciles using adjusted expanded income.

Selected information for the total sample and each of the

deciles is reported in Table 6.5. Recall that the sample

contains all married individuals filing joint returns with a

Form.2555 for the full year and a positive adjusted expanded

income or 2,882 tax returns. As noted in Panel A of Table

6.5, the overall mean adjusted expanded income is $85,625.

The average U.S. tax liability with the IRC §911 provisions

in place is $3,385 while the worldwide tax liability is

$23,934. Without the IRC §911 provisions, the U.S. tax

liability increases to $8,236 and the worldwide tax

liability increases to $28,785. With IRC §911 provisions in

place the average effective tax rates are 2.25 percent

(U.S.) and 23.08 percent (worldwide). For the tax regime

without the IRC §911 provisions, the average effective tax

rates increase to 6.75 percent (U.S.) and 27.58 percent

(worldwide).3 Overall, under current law, with the IRC §911

provisions in place, these expatriates paid U.S. taxes of

more than $205 million and worldwide taxes of more than $1.4

billion on adjusted expanded income of approximately $5

billion.

 

3For two returns in the sample, the average effective

U.S. tax rates are in excess of 100 percent due to large

alternative minimum tax liabilities. For twenty-eight returns

in the sample, the worldwide average effective rates are in

excess of 100 percent because the reported foreign taxes paid

or accrued exceeds the reported foreign source income.
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Information for each of the deciles is reported in

Panel B of Table 6.5. The mean adjusted expanded income

ranges from $13,624 in decile one to $302,165 in decile ten.

The average amount of the 2555 exclusions (the combined

foreign earned income exclusion and housing exclusion)

ranges from $10,400 for decile one to $101,031 in decile

ten. Each of the deciles contains approximately 6,000

weighted returns.
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Table 6 . 5

Descriptive Statistics by Deciles

Panel A; Full Year Married Filing Joint Returns with a Form

2555 and Positive Adjusted Expanded Income

  

 

 

 

 

 

 

 

 

 

 

 

  

Mam Standard Mlnlmun Madman Sun C.V. ll

OVERALL deghtad return - 80,862) Deviation

ADJUSTED EXPANDED moons 486.826 8120.888 .660 811,810,000 66.186.814.888 4141 II

AGI (1040.301 36,222 104,763 0 1 1 ,690,000 2.1 37,343,440 297 II

2666 excwsiou (1040.21AI 48,481 34,834 226 349.100 3,002,806,844 71

sec 911 DEDUCTION (1040,in 136 2,108 0 61,790 8,228,804 1,664

u.s. TAX wmr 911 3,386 20,288 0 1,399,000 206,400.81 1 800

u.s. TAX WITHOUT 911 8,238 26,378 0 1 ,400.000 488,782,888 308

wombwroe TAX WI'TH 911 23,934 67.631 0 7,083,000 1,462,387,638 24o

wonwere TAX wmrour 91 1 28.786 69,019 0 7,071,000 1,746,768.71 6 206

AVERAGE u.s. TAX wmr 911 2.26 16.30 0 1,230.68 726

AVERAGE u.s. TAX wmrour 91 1 8.76 17.76 0 1,230.66 263

AVERAGE wonwwroe TAX WITH 011 23.06 28.82 0 1,421.63 1 17

IAVERAGE wonmvwoe TAX wrmour 91 1 27.66 26.23 0 1,421.63 91 u      
 

Panel B:

 

Full Year Married Filing Joint Returns with a Form 2555 and

Positive Adgusted Expanded Income by Deciles
 

 
 

 

 

 

 

 

 

 

 

 

 

 

  
 
 

 

 

 

 

 

 

 

 

 

 

 

 

Mean Standard Mlnlmun Morlmum Sun C.V. II

Deviation

Details 1 Wed retur- - 6,883) n

ADJUSTED EXPANDED INCOME 813.824 64.180 6880 818,380 881 .243,621 .31 fl

AGI (1040.30) 3.1 04 7,21 1 0 1 6,840 18.61 0.803 ZS’ZI

2666 EXCLUSION (1 040.21 A) 1 0,400 7.1 47 226 88,780 82,01 6,864 88

SEC 81 1 DEDUCTION I1 040,ADJI 2 1 86 0 1 2,630 1 3,027 7,672

#8. TAX WITH 811 1 61 2.212 0 78.820 880,606 1 .373

U.S. TAX WITHOUT 81 1 268 2,221 0 78,820 1 ,623.727 8“

WORLDWIDE TAX WITH 81 1 3,221 6,467 0 1 62,780 18,207,674 1fl

‘WORLDWIDE TAX WITHOUT 81 1 3,31 6 6,41 8 0 162,780 1 8,770,786 1 83

AVERAGE U.S. TAX WITH 811 2.68 60.67 0 1,230.86 1,874

AVERAGE U.S. TAX WITHOUT 811 3.13 60.67 0 1 .230.” 1,613

AVERAGE WONDWIDE TAX WITH 81 1 26.68 83.88 0 1,421.63 248

AVERAGE WORLDWIDE TAX WITHOUT 81 1 26.14 83.48 0 1,421 .63 243

Declle 2 (welghtad retuns - 8,072)

ADJUSTED EXPANDED INCOME 23,313 I 2,180 1 8,71 6 28,840 1 41 .688,884 8

AGI (1 040.30) 6,742 8,782 0 26,320 40,838,877 1 30

2666 EXCLUSION (1 040.21 A) 1 8,61 3 8.364 600 61 ,8” 1 00,277,766 67

SEC 81 1 DEDUCTION (1040,ADJ) 0 0 0 0 0

U.S. TAX WITH 811 281 622 0 2,700 1,704,726 186

U.S. TAX WITHOUT 81 1 m2 801 0 3,300 3,864,166 133

WORLDWIDE TAX WITH 81 1 4.81 2 6,888 0 60,180 28,628.1 73 1 20

‘ WORDWIDE TAX WITHOUT 81 1 8,233 6,734 888 60,330 31 .777,803 1 10

AVERAGE U.S. TAX WITH 811 1 .22 2.23 0 10.06 183

AVERAGE U.S. TAX WITHOUT 811 2.67 3.36 0 1 2.43 130

AVERAGE WORLDWIDE TAX WITH 811 20.76 23.13 0 188.80 11 1

AVERAGE WORLDWIDE TAX WITHOUT 811 22.1 2 22.37 4.40 180.17 101         
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Table 6.5 (Cont'd.)

Descriptive Statistics by Deciles

Panel 3: Full Year Married Filing Joint Returns with Form

2555 and Positive Adjusted Expanded Income by Deciles

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

  
 

 

 

 

 

  
 

 

       

DeaiIe 3 Wrm . 6.082I Mean W Minlmun Maxlrnun 81m

Deviation

ADJUSTED EXPANDED INCOME 130,774 62,316 126,940 134.900 1167.1 72,716

AGI (1040.301 9.496 9,670 0 33,960 67,770,763

2666 EXCLU8ION (1040.21 A) 20.770 10.647 390 70,1 70 128,328,018

sec 91 1 DEDUCTION (1040,AD.II o o o o 0

U.6. TAX WITH 91 1 476 614 o 3.640 2,694,976

U.9. TAX WITHOUT 91 1 930 1,1 26 0 4,730 6,666,031

WORLDWIDE TAX WITH 91 1 6,292 3.699 0 23,660 32,169,709

WOIIDWIDE TAX WITHOUT 91 1 6,746 3.679 460 23.660 34,960,766

AVERAGE U.6. TAX WITH 91 1 1.64 2.66 1099

AVERAGE U.8. TAX WITHOUT 91 1 3.00 3.61 0 13.86

AVERAGE WOIIDWIDE TAX WITH 91 1 17.16 12.26 88.84

AVERAGE WOIIDWIDE TAX erHour 911 16.61 1 1.22 1.63 66.64

Declie 4 Mdahtad retuna I 8,088)

ADJUSTED EXPANDED INCOME 38,806 2.666 34.940 44.340 236,092,669

AGI (1040.301 10.329 1 1,666 (16,760: 34,920 82,682,674

2666 EXCLU610N (1040,21A1 26,366 12,868 2.330 67.990 1 72,079,497

SEC 91 1 DEDUCTION (1040,ADJI o 0 0 0 0

U.6. TAX WITH 91 1 670 1 .063 0 3,660 4,066,037

U.9. TAX WITHOUT 911 1,994 1,967 o 7.370 1 2,103,039

WOKDWIDE TAX WITH 91 1 6,672 4.667 0 26.690 36,636,766

WOIIDWIDE TAX WITHOUT 91 1 7,197 3.967 3.070 26,690 43,673,767

AVERAGE U.9. TAX WITH 91 1 1.76 2.62 0 10.20

AVERAGE U.6. TAX WITHOUT 91 1 6.06 4.90 0 18.82

AVERAGE WORLDWIDE TAX WITH 911 16.06 12.06 0 69.17

AVERAGE WOWDE TAX WITHOUT 91 1 18.38 9.66 6.63 69.17

DOC". 6 (weighted retuna - 6.0601

ADJUSTED EXPANDED INCOME 60,079 3.266 44.660 66,630 303,006,066

AGI (1040.301 9.726 16.632 0 47,600 66,669,167

2666 EXCLU8ION (1040,21AI 40.227 1 6.996 600 93,610 243,394,960

9E0 91 1 DEDUCTION (1040.AD.II o o 0 o o

U.8. TAX WITH 91 1 761 1,476 0 6.600 4,642,619 197

U.6. TAX WITHOUT 91 1 2.366 3.064 0 mm 14,446,963 1 27

WOMDWIDE TAX WITH 91 1 1 1 .166 7.827 38,380 67,661,767 66

WORLDWIDE TAX WITHOUT 91 1 12.623 6,220 6,720 36,390 77,666,221 49

AVERAGE U.6. TAX WITH 911 1.60 2.99 0 14.62 200

AVERAGE U.6. TAX WITHOUT 91 1 4.66 6.66 0 19.69 126 ll

AVERAGE WOIlDWIOE TAX WITH 911 22.60 16.41 0 77.24 66 ||

AVERAGE WORLDWIDE TAX WITHOUT 91 1 26.66 12.62 1 1.83 77.24 49
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Table 6.5 (Cont'd.)

Descriptive Statistics by Deciles

Panel B: Full Year married Filing Joint Returns with a Form

2555 and Positive Adjusted Expanded Income by Deciles

  

 

 
 

 

 

 

 

 

 

 

  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

       

j

Mam mend“ Minimun Maximun 81.611 C.V.

Deviation

_

DeoIIe 8 Might“ return I 6,N1I

ADJUSTED EXPANDED INCOME 884.178 86.378 666.8” 873,030 6380,868,638 88

AGI (1040.30) 10,248 16,618 0 88,740 82,418,270 161

2666 EXCLUGION (1 040,21 AI 63,781 1 8,264 1 ,1 80 81 .100 327,600,684 30

868 811 DEDUCTION I1040,ADJI 0 0 O 0 0

U.8. TAX WITH 81 1 826 2,284 0 1 2.880 6,026,424 274

U.8. TAX WITHOUT 81 1 3.888 6,186 0 1 6,780 24,286,827 130

MWDE TAX WITH 81 1 1 6,347 1 1 .300 0 84.8” 83,487,442 74

INOIIDWIDE TAX WITHOUT 811 18.610 8,400 8,810 84,8” 11 2.768.846 4:]

AVERAGE U.8. TAX WITH 811 1.26 3.38 0 1 7.88 2“

AVERAGE U.8. TAX WITHOUT 81 1 8.13 7.81 0 22.72 1 27 I

AVERAGE WDIIDWIDE TAX WITH 811 23.88 1 7.26 0 1 10.76 72J

AVERAGE \NOIID‘MDE TAX WITHOUT 81 1 28.74 12.82 1 1 .86 1 10.78 44

DeaIIe 7 deohtad returna I 8,048)

ADJU8TED EXPANDED INCOME - 82,188 6,273 73.140 82.240 488363.282 8

AGI (1 040,30) 1 7,200 1 7,408 0 81 .760 1 03,887,023 1 01

2666 EXCLU8ION (1 040.21 A) 84,486 1 8.386 1 .330 102,200 388,887,377 28

868 811 DEDUCTION I1040,ADJI 107 884 0 14.3” 844,833 828

U.8. TAX WITH 81 1 1 .342 3.218 0 18.270 8.1 14,860 240

U.8. TAX WITHOUT 81 1 7,733 7,842 0 22,260 48,767,338 88

WDKDWIDE TAX WITH 811 1 8,630 13,1 78 0 64,830 88,846,038 80

INDIEDNIDE TAX WITHOUT 81 1 22,821 8,187 3.840 66,020 138,687,724 38

AVERAGE U.8. TAX WITH 81 1 1 .5 3.87 0.00 21 .88 240

AVERAGE U.8. TAX WITHOUT 81 1 8.37 8.1 8 0.00 24.48 88

AVERAGE WORLDWIDE TAX WITH 81 1 20.08 16.62 0.00 “.61 78

AVERAGE WOIIDWIDE TAX WITHOUT 81 1 27.78 8.26 6.28 86.61 33

DaDIIe 8 deohted returna I 8.134)

ADJUSTED EXPANDED INCOME 1 06,003 7,824 82,280 1 18.700 844.077,1 08 7

[AGI (1040.301 30.483 18.344 0 1 13,800 1 88,878,280 83

2666 EXCLU8ION (1 040.21 A) 73,761 18.1 47 420 1 28,000 462,378,213 26

868 811 DEDUCTION (1040,ADJI 1 81 1 .231 18,240 888,068 784

U.8. TAX WITH 811 2,467 4,188 0 26,260 16,070,271 170

U.8. TAX WITHOUT 81 1 1 1 .873 10.367 0 36.470 72,828,408 87

lVVORLDVVIDE TAX WITH 81 1 22,886 1 8,166 1 60,700 1 40,271 .860 78

WORLDWIDE TAX WITHOUT 811 32,286 11 .730 8,660 160,700 188,028,884 38

AVERAGE U.8. TAX WITH 811 2.33 4.00 0 22.74 1 72

AVERAGE U.8. TAX \MTI-DUT 811 11 .30 8.74 0 32.78 88

AVERAGE \NOI‘DWIDE TAX WITH 81 1 21 .72 1 8.87 0 1 27.22 78

IAVERAGEmmTAX WITHOUT 81 1 30.“ 10.47 8.62 1 27.22 34

==I  
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Table 6.5 (Cont'd.)

Descriptive Statistics by Deciles

Panel 3:

Positive Adjusted Expanded Income by Deciles

 

Full Year Married Filing Joint Returns with Form 2555 and

 

 

 

 

 

 

 

   

   

   

   

 

 

 

 

 
 

 

 

 

 

 

 

  
 

 

 

 

  

Minimun Maximum Sun

Deoiie 9 Mdohtad returna - 6,0731

ADJUSTED EXPANDED INCOME 6143.606 616,679 6119.700 6174.000 6671,446.667

AGI 11040.301 67,817 24.624 0 161,600 349,667,706

2666 EXCLUGION (1040.21AI 84.384 21.671 960 166,000 61 2,311.1 66

8EC 91 1 DEDUCTION (1040.AD.II 341 2,866 0 36.620 2.073.724

U.6. TAX WITH 911 4,1 72 6.484 0 30,720 26,332,466

U.8. TAX WITHOUT 91 1 16,668 14,663 0 62.600 96.1 44.669

WORLDWIDE TAX WITH 91 1 40.667 31.776 0 266,600 246,967,646

WORLDWIDE TAX WITHOUT 91 1 62,164 24.374 17.680 266,600 31 6.770.049

FVERAGE U.8. TAX WITH 91 1 2.88 3.73 0 22.29

AVERAGE U.8. TAX WITHOUT 911 11.02 10.19 0 30.26

IAVERAGE WORLDWIDE TAX WITH 91 1 26.04 21.47 0 167.66

AVERAGE WORLDWIDE TAX WITHOUT 91 1 36.17 16.96 13.26 167.66

D6611. 1o (magma retuna - 6,1011

ADJUGTED EXPANDED INCOME 302.166 279.392 174,300 11,610,000 1,643,396,176

AGI (1 040,301 196.930 276.673 26.630 1 1 .600.000 1.196.296,1 1 6

lg“ EXCLU8ION (1040.21AI 101.031 37.667 360 349,100 616,364,076

[66C 91 1 DEDUCTION I1040.ADJI 739 6.766 0 61,600 4,610,366

U.6. TAX WITH 91 1 22,670 60,030 0 1,399,000 137,888,348

tn. TAX WITHOUT 911 36.611 69.604 0 1 .409.000 223,361,824

“WOIlDWIDE TAX WITH 911 11 2.643 146,742 4,479 7,063,000 667,191 .463

[WORLDIMDE TAX WITHOUT 911 1 26.664 144.716 23.449 7,071,000 772,663,962 1 14

IAVERAGE U.6. TAX WITH 91 1 6.76 6.33 0 76.77 1 10

“AVERAGE U.8. TAX WITHOUT 911 1 1.10 9.96 0 79.30 90

IAVERAGE WORLDWIDE TAX WITH 911 36.06 24.21 1.97 307.97 67

41.43 20.82 934 307.99 IAWRAGEmmTAX WITIKDUT 811i|       
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6.2 Tests of Hypotheses

6.2.1 Horizontal Equity Effects 9: Eliminating IRQ §211

The coefficients of variation using tax liabilities as

the measure of taxes are reported in Table 6.6. Overall, a

comparison of the mean coefficients of variation of the U.S.

tax liability with and without the IRC §911 provisions is

inconsistent with the hypothesis that the IRC §911

provisions increase horizontal equity. The inclusion of the

IRC §911 provisions resulted in a mean 68 percent reduction

in horizontal equity using the U.S. measure of taxes. The

mean variation is smaller (implying a higher level of

horizontal equity) for a tax regime without the IRC §911

provisions (mean - 194.9) than for a tax regime with the IRC

§911 provisions (mean = 317). A paired comparisons means

test of the coefficients of variation indicates that this

difference is significant (t - -2.78, p = .0214).

Comparisons of the two tax regimes using worldwide tax

liabilities as the measure of taxes indicate that horizontal

equity also decreases in a tax regime with IRC §911

provisions available. Overall, a comparison of the mean

coefficients of variation indicates that the tax regime with

IRC §911 exclusions is significantly less horizontally

equitable than a tax regime without the IRC §911 provisions

using a paired-comparisons means test

(t = -S.59. p = .0003). These results are inconsistent with

the first hypothesis that the IRC §911 provisions improve
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horizontal equity for the expatriate taxpayers. Instead,

these results are consistent with the notion that horizontal

equity actually decreases with the inclusion of the IRC §911

provisions.

The coefficients of variation. using the effective tax

rates as an alternative measure of taxes. are reported in

Table 6.7. Consistent with Ricketts [1990. 42], the

effective tax rate measure does seem to minimize the

dispersion in those deciles with the broadest range of

income. As shown in Table 6.5 Panel B, deciles 9 and 10

contain the broadest range of adjusted expanded income. The

adjusted expanded income range exceeds $50,000 in decile 9

and is in excess of $10 million in decile 10. The

coefficients of variation for these deciles are uniformly

smaller using the effective tax rate measure rather than the

tax liability measure of taxes.

The overall results using effective tax rates are

consistent with the analysis using tax liabilities as the

measure of taxes. Again, a comparison of the mean

coefficients of variation of the U.S. tax liabiity is

inconsistent with the hypothesis that the IRC §911

provisions increase horizontal equity. The inclusion of the

IRC §911 provisions results in a mean 65 percent reduction

in horizontal equity when only U.S. taxes are considered.

The mean variation is smaller for a tax regime without the

IRC §911 provisions (U.S. mean a 257.4, worldwide mean - 71)
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than for a tax regime with the §911 provisions (U.S. mean =

360.5, worldwide mean = 95.2). A paired-comparisons t-test

of the coefficients of variation indicates that these

differences are significant (U.S. t = -3.28, p = .0095 and

worldwide t = -5.82. p = .0003).‘

 

‘Results from an analysis of the coefficients of

variation for the sample of returns with either positive or

negative adjusted expanded income (n = 2,893) are consistent

with the analysis using only positive adjusted expanded income

returns. For both the U.S. and worldwide measures of taxes.

the tax regime without the IRC §911 provisions is more

horizontally equitable than a tax regime with the IRC §911

provisions. A t-test of the mean differences is significant

for both tax measures (U.S. t=-2.83. p=.0198 and worldwide t=-

5.63, p=.0003). In addition, in calculating the change in

itemized deductions for the tax regime without the IRC §911

provisions. it is assmmed that the maximum change occurs. An

alternative calculation of the new tax liability is performed

assuming no change in itemized deductions. The analysis using

this alternative measure of taxes under a tax regime without

the IRC §911 provisions does not alter the results of the

analysis. The differences between the mean coefficients of

variation are still significant and consistent (U.S. t--2.73.

p=.0233 and worldwide t=-5.48. p=.0004).



 

D
e
c
i
l
e

A
d
j
u
s
t
e
d

E
x
p
a
n
d
e
d

I
n
c
o
m
e

T
a
x

l
i
a
b
i
l
i
t
y
 

w
i
t
h
I
R
C
§
9
1
1

W
i
t
h
o
u
t
I
R
C
§
9
1
1

P
e
r
c
e
n
t
a
g
e

C
h
a
n
g
e

 

U
.
S
.

W
o
r
l
d
w
i
d
e

U
.
S
.

W
o
r
l
d
w
i
d
e

U
.
S
.

W
o
r
l
d
w
i
d
e

II
  

P

3
1

1
3
7
3

1
6
9

8
6
9

1
6
3

-
5
8
.
0
0

-
3
.
6
8
 

1
8
6

1
2
0

1
3
3

1
1
0

-
3
9
.
8
5

-
9
.
0
9
 

1
7
1

7
4

1
2
1

6
2

-
4
1
.
3
2

-
1
9
.
3
5
 

1
6
2

8
3

1
0
0

5
5

-
6
2
.
0
0

-
5
0
.
9
1
 

1
9
7

6
8

1
2
7

4
9

~
6
4
.
4
4

-
3
8
.
7
8
 

2
7
4

7
4

1
3
0

4
5

~
1
1
0
.
7
7

-
6
4
.
4
4
 

2
4
0

8
0

9
9

3
6

-
1
4
2
.
4
2

-
1
2
2
.
2
2
 

OIQI‘INQOI‘

1
7
0

7
9

8
7

3
6

-
9
5
.
4
0

-
1
1
9
.
4
4
 

NMQIDQINQO)

1
1

1
3
1

7
8

9
3

4
7

4
0
.
8
6

-
6
5
.
9
6
 

O
P

9
2

2
6
6

1
2
9

1
9
0

1
1
4

4
0
.
0
0

-
1
3
.
1
6
  

M
e
a
n

1
8
.
6

3
1
7
.
0

9
5
.
4

1
9
4
.
9

7
1
.
7

-
6
8
.
5
7

-
5
0
.
7
0
  S

t
d
.
D
e
v
.

 2
5
.
4
5
3

 3
5
4
.
7
7
1

 3
1
.
2
7
4

 2
2
6
.
4
4
6

 4
0
.
4
3
8

 
 

 
 

B
a
s
e
d
o
n
a
w
e
i
g
h
t
e
d
s
a
m
p
l
e

O
f
6
0
.
6
8
2

r
e
t
u
r
n
s

(
r
1
=

2
.
8
8
2
)
.

E
a
c
h

d
e
c
i
l
e
r
e
p
r
e
s
e
n
t
s
a
p
p
r
o
x
i
m
a
t
e
l
y
6
.
0
0
0
t
a
x
r
e
t
u
r
n
s
.

Coefficient of variation - Tax Liability

Table 6.6

75



D
e
c
i
l
e

 

A
d
j
u
s
t
e
d

E
x
p
a
n
d
e
d

I
n
c
o
m
e

fl

 

E
f
f
e
c
t
i
v
e
T
a
x
R
a
t
e
s

 

 

w
i
t
h
I
R
C
§
9
1
1

w
i
t
h
o
u
t
I
R
C
§
9
1
1

P
e
r
c
e
n
t
a
g
e

C
h
a
n
o
e

 

U
.
S
.

W
o
r
l
d
w
i
d
e

U
.
S
.

W
o
r
l
d
w
i
d
e

U
.
S
.

W
o
r
l
d
w
i
d
e
 

 

F

3
1

1
9
7
4

2
4
9

1
6
1
3

2
4
3

-
2
2
.
3
8

-
2
.
4
7
 

1
8
3

1
1
1

1
3
0

1
0
1

4
0
.
7
7

-
9
.
9
0
 

1
6
7

7
2

1
1
7

6
0

4
2
.
7
4

-
2
0
.
0
0
 

1
6
1

8
0

9
6

5
2

-
6
7
.
7
1

-
5
3
.
8
5
 

2
0
0

6
8

1
2
5

4
9

-
6
0
.
0
0

-
3
8
.
7
8
 

2
6
9

7
2

1
2
7

-
1
1
1
.
8
1

-
6
3
.
6
4
 

2
4
0

7
8

9
8

3
3

-
1
4
4
.
9
0

-
1
3
6
.
3
6
 

OQI‘I‘Q‘DI‘

1
7
2

7
8

8
6

3
4

-
1
0
0
.
0
0

-
1
2
9
.
4
1
 

NMVIDIDINQUI

1
1

1
2
9

7
7

9
2

4
0
.
2
2

-
7
5
.
0
0
 

O
P

9
2

1
1
0

6
7

9
0

5
0

-
2
2
.
2
2

-
3
4
.
0
0
  

M
e
a
n

1
8
.
6

3
6
0
.
5

9
5
.
2

2
5
7
.
4

7
1
.
0

-
6
5
.
2
7

-
5
6
.
3
4
  S

t
d
.
D
e
v
.

 2
5
.
4
5
3

 5
3
9
.
6
9
1

 5
2
.
6
0
2

 4
5
2
.
1
4
4

 6
0
.
1
3
5

 

B
a
s
e
d
o
n
a
w
e
i
g
h
t
e
d
s
a
m
p
l
e

o
f
6
0
.
6
8
2

r
e
t
u
r
n
s

I
n

.
.
2
.
8
8
2
)
.

 
 

 E
l

E
a
c
h

d
e
c
i
l
e
r
e
p
r
e
s
e
n
t
s
a
p
p
r
o
x
i
m
a
t
e
l
y
6
.
0
0
0
t
a
x

r
e
t
u
r
n
s
.

Coefficient of Variation Effective Tax Rates

Table 6.7

76



77

Appendix C contains the Grasso and Frischmann [1992]

regression results. For each tax regime, the regression

results using several regression models are displayed for

each decile and overall. Four measures of taxes are

alternatively used: U.S. tax. worldwide tax, effective U.S.

tax rate. and effective worldwide tax rate. For each

measure of taxes, the simple model of taxes as a function of

income is followed by a regression model that incorporates

the total number of exemptions into the analysis. Following

Grasso and Frischmann [1992], when average tax rates are

used, the natural log of adjusted expanded income is used as

the independent variable in the analysis.

Except for decile 10 of the models using U.S. and

worldwide tax liabilities as the dependent variable, the

adjusted R-squares in each decile are uniformly low for all

models. This suggests that the progressivity in each income

decile is small relative to the variation that is due to

horizontal inequity. When this is true, the regression

approach is not likely to offer substantial improvement over

the coefficient of variation approach. As one would expect,

including total exemptions as an additional independent

variable generally increases the explanatory power of the

model. The adjusted R-squares of the models incorporating

total exemptions are generally higher than those not

including total exemptions.

Tables 6.8 and 6.9 report the coefficients of residual
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variation derived from the regressions in Appendix C for tax

liability and effective tax rates. respectively. The

results are consistent with those obtained from the

coefficient of variation analysis. Grasso and Frischmann

[1992. 126] note that at worst, the regression approach has

the same level of error as the coefficient of variation

approach, but that if the regressions are significant, some

of the effects of progressivity are eliminated from the

analysis. In this research, although the regressions are

almost all significant (see Appendix C for regression

results), the results of the analysis using either the

coefficient of variation or coefficient of residual

variation approach are nearly identical. A paired—

comparisons t-test of the mean coefficients of residual

variation is significant for both the U.S. and worldwide

measures of taxes for both tax liabilities (U.S. t = -2.792,

p - .0210 and worldwide t = -5.589, p = .0003) and effective

tax rates (U.S. t = -3.355, p = .0085 and worldwide

t = -s.44, p = .0004).
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The coefficients of residual variation from the

regressions incorporating total exemptions into the models

are reported in Tables 6.10 and 6.11. Consistent with

Grasso and Frischmann [1992], the addition of total

exemptions to the regression model does result in slightly

lower coefficients of residual variation in some of the

deciles. Overall, the results are consistent with the

previous analysis. Using either measure of taxes (tax

liability or effective tax rates), the inclusion of the IRC

§911 provision results in decreased horizontal equity. The

paired-comparisons t-test of the coefficients of residual

variation is significant for all models (U.S. tax liability

t a -2.78, p = .0214; worldwide tax liability t = -5.54, p =

.0004; U.S. effective tax rate t = -3.34, p = .0087;

worldwide effective tax rate t = -5.49, p = .0004).
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6.2.2W

The U.S. tax liability for each adjusted expanded

income decile is illustrated in Figure 3 for the tax regimes

with and without the IRC §911 provisions. The worldwide tax

liability for each of the adjusted expanded income deciles

is illustrated in Figure 4. In each decile both the U.S.

and worldwide measures of tax liability are greater under a

tax regime that does not include the IRC §911 provisions.

The Suits index for the two tax regimes when only U.S.

taxes are considered is illustrated in Figure 5. The Suits

index for the tax regime that includes the IRC §911

provisions is .993501, while the index for the tax regime

that does not include the IRC §911 provisions is .991957.

The Suits index using worldwide tax liability for each

regime is illustrated in Figure 6. The indices are similar

to those using the U.S. measure of taxes. The calculated

Suits index for the tax regime that includes the IRC §911

provisions is .99301, while the Suits index for the tax

regime that does not include the IRC §911 provisions is

.991957. Using either measure of taxes, the Suits index

indicates that both regimes are extremely progressive for

expatriate taxpayers.
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Figure 3

Adjusted Expanded Income and U.S. Taxes
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Figure 4

Adjusted Expanded Income and Worldwide Taxes
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Figure 5

Suits Index - U.S

100

. Tax Liability
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Figure 6

Suite Index - Worldwide Tax Liability
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The tax liability progression coefficients’ [Ott and

Dittrich, 1981] in Table 6.12 indicate that when either U.S.

or worldwide tax liabilities are considered, the regime with

IRC §911 provisions is slightly less progressive than the

regime without the IRC §911 provisions (t—statistics are

shown in parentheses)“.

 

’This measure uses the natural log of taxes. For those

tax returns in the sample with a tax of zero, taxes were set

to fifty-cents to include the returns in the analysis.

6The confidence intervals (at the 95% level) for the

elasticities (U.S. and worldwide) of the tax regime with the

IRC §911 provisions overlap the confidence intervals for the

elasticities of the tax regime without the IRC §911

provisions.
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Table 6.12

Tax Liability Progression Coefficients

 

 

 

 

 

Regime with IRC §911 Regime without IRC

§911 provisions

Elasticity Adjusted Elasticity Adjusted

R-sguared R-squared

U.S. Tax 2.510 .2736 2.573 .2633

Liability (149.31) (145.446)

WOrldwide 1.373 .1518 1.430 .7343

Tax (102.95) (404.46)

Liability     
 

The t-statistics are reported in parentheses.
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The residual progressivity coefficients (Ott and

Dittrich, 1981) are reported in Table 6.13. The residual

coefficients indicate that the tax regime with the IRC §911

provisions is less progressive (closer to proportional) than

the tax regime without the IRC §911 provisionsfl

 

7The confidence intervals (at the 95% level) for the

elasticities (U.S. and worldwide) of the tax regime with the

IRC §911 provisions overlap the confidence intervals for the

elasticities of the tax regime without the IRC §911

provisions.
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Table 6.13

Residual Progression Coefficients

 

 

 

 

  

Regime'with IRC §911 Regime‘without IRC

§911 provisions

Elasticity Adjusted Elasticity Adjusted

R-squared R-squared

U.S. Tax .9846 .9979 .9550 .9902

Liability (5329.70) (2439.92)

WOrldwide .9284 .8948 .8952 .9080

Tax (707.20) (761.87)

Liability     
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As shown in Table 6.14, the progressivity results are

mixed. The Suits Index results indicate that the tax regime

with the IRC §911 provisions is more progressive than the

tax regime without the IRC §911 provisions. In contrast,

the tax liability progression coefficients and the residual

progressivity coefficients indicate that the tax regime

without the §911 provisions is more progressive than the tax

regime with the §911 provisions.



Table 6.14
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Summary of Progressivity Measures

 

 

 

 

 

       

U.S. WOrldwide

with without with without

§911 §911 §911 §911

Suits Index * *

Tax * *

Liability l

Progression

Coefficients

Residual * *

Progression

Coefficients

The '*' indicates the tax regime that is more

progressive.
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6-2-3 Q9mbiaed_esniLx_effecta_9f_elininatias_IE§_§211

The tests of the combined equity effects of eliminating

the IRC §911 provisions are reported in Table 6.15. When

U.S. tax liability is used as the measure of taxes, the

results indicate that the regime with the IRC §911

provisions is more equitable than the regime without the IRC

§911 provisions. The variance of the error team is smaller

for the regime with the IRC §911 provisions (.00156) than

for the regime without the IRC §911 provisions (.00698).

The tax regime without the IRC §911 provisions is more

progressive (.9120) than the tax regime with the IRC §911

provisions (.9694).

In contrast, using worldwide tax liability as the

measure of taxes, the tax regime without the IRC §911

provisions is more equitable than a tax regime with the IRC

§911 provisions. The variance of the error term is smaller

for a tax regime without the IRC §911 provisions (.06219 vs.

.07763). The tax regime without the IRC §911 provisions is

more progressive than a tax regime with the provisions.
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Table 6.15

Combined Equity Tests

 

F—
Regime with IRC

§911 provisions

Regime without IRC

§911 provisions
 

 

 

 

     

U . S . Worldwide U . S . Worldwide

Horizontal .00156 .07763 .00698 .06219

Equity

Vertical .9694 .8620 .9120 .8014

Equity

Adjusted .9979 .8948 .9902 .9080

R-squared
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6.2.4 Image" g: 1% 9f 1285 9n the gag Qfi IRC §211

The results of the tests for hypothesis three are shown

in Table 6.16. Approximately 14 percent of U.S. citizens

residing abroad used the IRC §911 provisions in 1987, while

16 percent used the same provisions in 1983. Consistent

with the hypothesis, a smaller percentage of U.S. citizens

residing abroad used the IRC §911 provisions in 1987

compared to 1983. A paired comparison t-test of

differences between the 1983 and 1987 percentages is

consistent with the hypothesis that the use of the IRC §911

provisions declined following the Tax Reform Act of 1986 (t

= -1.914, p a .0591).

When countries were stratified by foreign tax rate into

high and low tax countries the results are consistent in

sign but insignificant.
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Table 6.16

Impact of TRA of 1986

 

Variable Mean Standard Minimum. Maximum

Deviation__________ ________________

Percent 16.29 13.883 1.24 64.95

claiming

exclusion

in 1983

Percent 14.037 10.535 .56 40.97

claiming

exclusion

in 1987

Percentage -2.255 10.929 -49.30 26.29

Difference



Chapter Seven

CONCLUSIONS AND IMPLICATIONS

Summer!

Although both the U.S. Congress and the private sector

have used equity as a justification for the IRC §911

provisions, no study has investigated the equity of these

provisions. The purpose of this study is three-fold: to

empirically document descriptive characteristics of

expatriate taxpayers, to examine the equity effects of the

IRC §911 provisions, and to investigate the impact of the

TRA of 1986 on the use of the IRC §911 provisions.

The public finance literature provides a framework for

examining the equity effects of the IRC §911 provisions.

The coefficient of variation and the coefficient of residual

variation are used to examine the horizontal equity effects

of the IRC §911 provisions. The Suits index, the tax

liability progression coefficient, and the residual

progression coefficient are used to examine the vertical

equity (progressivity) effects of the IRC §911 provisions.

A proposed but untested combined measure is used to

simultaneously investigate horizontal and vertical equity.

Adjusted expanded income is used as a measure of income and

two alternative measures of taxes are used: tax liability

and effective tax rates. Taxes are computed on both a U.S.

and worldwide basis.

99
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The equity measures are computed for two tax regimes:

one with the IRC §911 provisions and the other without the

IRC §911 provisions using a unique database, the 1987

Statistics of Income foreign sample of taxpayers filing for

the IRC §911 provisions. Foreign tax rates from the Coopers

and Lybrand International Tax Network and foreign exchange

rates from the International Mbnetary Fund were used to

recompute the tax liability of the expatriates under a tax

regime without the IRC §911 provisions in place.

Data from 86 countries are used to assess the use of

the IRC §911 provisions across time. The countries included

have data available in both the 1987 and 1983 Statistics of

Income foreign sample, State Department estimates of

expatriates and an estimated foreign tax rate available.

The descriptive analysis reveals that although

expatriates and all individual taxpayers on average may seem

very similar when comparisons are made based on adjusted

gross income or taxable income, comparisons using components

of income reveal striking differences. On average,

expatriates report more than twice the amount of salaries

and wages and business income but report U.S. tax

liabilities only two-thirds as large as all individual

taxpayers.

Full year expatriates report average combined foreign

earned income and housing exclusions of $42,370 and total

combined foreign earned income and housing exclusions of
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over $4.3 billion.1 Salaries and wages are the primary

source of foreign earned income, accounting for

approximately 73 percent of all foreign earned income.

Mere than half of the expatriates are employed in

business professions and approximately 28 percent are

employed in the fields of education, religion, and research.

The remainder are employed in the arts and entertainment

field or other occupations. Approximately half of the

expatriates are in six countries: West Germany, Canada, the

United Kingdom, Saudi Arabia, Japan, and Israel.

The results are significant and inconsistent with the

hypothesis that horizontal equity is improved with the

inclusion of the IRC §911 provisions. Both the coefficients

of variation and residual variation indicate that the tax

regime without the IRC §911 provisions is more equitable

than the tax regime with the provisions. The results are

consistent using either measure of taxes (tax liabilities or

effective tax rates) when taxes are computed on a U.S. or

worldwide basis.

The results of the tests examining the progressivity of

the tax regimes are mixed. Using the Suits Index, the tax

regime with the IRC §911 provisions is more progressive than

the tax regime without the IRC §911 provisions in place.

The results using the tax liability and residual progression

 

1In addition, expatriates claimed over $10 million in

housing deductions.
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coefficients indicate that the tax regime without the IRC

§911 provisions is more progressive. However, both tax

regimes are very progressive. Finally, the results are

consistent with the hypothesis that the use of the IRC §911

provisions declined between 1983 and 1987.

L' 'I !'

Although the results of this study provide initial

evidence of the role of the IRC §911 provisions in the tax

treatment of U.S. expatriates, the analysis is limited to

those taxpayers who claimed the IRC §911 provisions.

Expatriates who did not claim the IRC §911 provisions but

instead chose to use the foreign tax credit provisions or

deduct their foreign taxes as an itemized deduction or a

business expense are outside the scope of this analysis.

In addition, to limit the impact of the differential

treatment based on filing status, only tax returns with

filing status "married filing jointly" are included in the

equity analysis. To the extent that individuals in the

other filing statuses are different, these results may not

be generalizable to other types of filers.

v n ' i n

Although both the U.S. Congress and the private sector

have used equity as a justification for maintaining the IRC

§911 provisions, no prior research has empirically

investigated the equity of the IRC §911 provisions or the

impact of the TRA of 1986 on the use of the provisions.
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Using a unique database, the descriptive characteristics of

expatriate taxpayers are documented and the equity effects

of the IRC §911 provisions and the impact of the TRA of 1986

on the use of the IRC §911 provisions is examined.

The ability of the United States to effectively compete

in world markets is affected by the taxation of U.S.

citizens living overseas. This ability is influenced both

by the cost of maintaining employees overseas and the

willingness of U.S. workers to accept overseas employment.

Overall, this research effort provides initial evidence

concerning the role of the IRC §911 provisions in the

taxation of U.S. expatriates. This information should aid

Congress as it develops tax policies to improve U.S.

competitiveness in the global markets.

This research effort provides a basis for further

investigation of the role of the IRC §911 provisions in the

taxation of U.S. expatriates. Future research will explore

this role within the larger context of the employer-employee

relationship for those expatriates who are overseas

employees of U.S. firms.’2 Taxation affects the cost of

employing U.S. citizens overseas. In many cases, the policy

of businesses has been to make the employees "whole" by

reimbursing them.for any additional living expenses and

 

2Scholes and Welfson [1992, 192] note that in determining

the desirability of compensation alternatives, the tax

consequences to both the employee and employer should be

considered.
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additional taxes that they incur while overseas.3 'These

policies tend to increase the cost of employing individuals

overseas. To the extent the additional taxes are borne by

the firms, the incidence‘ for the taxes is shifted from the

individual employee to the firm. Future research should

explore these issues.

 

3H.R. No. 201, 97th Cong., lst Sess., reprinted in 1981-2

C.B. 352-412.

‘An examination of the incidence of taxes, within the

public finance literature, involves determining who bears the

burden of taxation.
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APPENDIX A

HISTORICAL TAX TREATMENT OF EXPATRIATES

1225

In 1926, Congress enacted legislation allowing U.S.

citizens living and working abroad for at least six months

during the taxable year (bona fide nonresidents) to exclude

all foreign earned income:l The exclusion was controversial

even at this juncture. The initial proposal [H.R. Report

No. 1, 69th Cong., lst Sess. 7 (1926)] by the House ways and

Means Committee (here after referred to as the House) was

not well received by the Senate Finance Committee (here

after referred to as the Senate). Although they ultimately

agreed [H.R. Conf. Rep. No. 356, 69th Cong., lst Sess. 2

(1926)], the Senate [8. Rep. No. 52, 69th Cong., lst Sess.

20-21 (1926)] initially did not feel that any exclusion was

necessary given that citizens employed abroad already were

allowed a tax credit2 for any taxes paid to the foreign

country on the earned income. The necessity of the

exclusion, given that the foreign tax credit exists,

continues to be a key controversy in discussions of the

 

1Earned income included wages and salaries, professional

fees and any other amounts received for personal services.

For those engaged in a trade or business, a reasonable amount,

not in excess of twenty percent of the net profits would be

considered earned income. (Revenue Act of 1926, Ch. 27,

§209(a)(1), 44 Stat. 9,20)

2The foreign tax credit had been incorporated into the

federal tax law in 1918.
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exclusion.

1212

In 1932, the Senate unsuccessfully used the foreign tax

credit argument to propose eliminating the exclusion. In

addition, they voiced a Concern that employees of the U.S.

government, who were often exempt from foreign taxation,

were unfairly benefiting from the exclusion [8. Rep. No.

665, 72nd Cong., lst Sess. (1932), reprinted in 1939-1 (Vol.

2) C.B. 496, 518]. Even though the exclusion was retained,

it was amended so that is was not available to employees of

the United States or an agency thereof [H.R. Conf. Rep. No.

1492, 72nd Cong., 1st Sess. (1932), reprinted in 1939-1

(Vol. 2) C.B. 539-543].

1212

In a reversal of its prior position, in 1942, the House

advocated the repeal of the exclusion due to abuse by

individuals going abroad for more than six months merely for

tax evasion purposes [H.R. No. 2333, 77th Cong., 2d Sess.

(1942), reprinted in 1942-2 C.B. 372-504]. However,

believing it would cause a hardship to legitimate residents

of foreign countries, the Senate recommended and the House

agreed to a modification of the residence test and a

lengthening of the qualification period. To qualify, a U.S.

citizen now had to be a bona fide resident of a foreign

country (rather than nonresident of the U.S.) for an entire

tax year [3. Rep. No. 1631, 77th Cong., 2d Sess. (1942),
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reprinted in 1942-2 C.B. 504, 549, and H.R. Conf. Rep. No.

2586, 77th Cong., 2d Sess. (1942), reprinted in 1942-2 C.B.

701-733].

125.].

The qualifying test was altered again under the Revenue

.Act of 1951..3 .A new physical presence test was included as

a companion to the bona fide residence test. To qualify for

the exclusion under the physical presence test, an

individual had to be physically present in a foreign country

for 510 days during any period of 18 consecutive months.

This modification of the qualifying test allowed individuals

who could not satisfy the stricter bona fide residence test

to qualify for the exclusion. The bona fide residence test

was also relaxed, allowing individuals to qualify if they

were bona fide residents for an uninterrupted period that

included an entire taxable year (3. Rep. No. 781, 82d Cong.,

1st Sess., reprinted in 1951-2 C.B. 458-544.; S. Rep. No.

781, Part 2, 82d Cong., lst Sess., reprinted in 1951-2 C.B.

545-622, and H.R. Conf. Rep. No. 1213, 82d Cong., 1st Sess.,

reprinted in 1951-2 C.B. 622-654].

1251

The Technical Changes Act of 1953 was enacted to remove

perceived inequities in the tax law [H.R. No. 894, 83d

 

3In making these changes the Senate Report [3. Rep. No.

781, 82d Cong., 1st Sess., reprinted in 1951-2 C.B. 458, 495]

notes that the provision was intended to encourage citizens to

go abroad and place them on equal footing with their foreign

counterparts who are not taxed by their home countries.
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Cong., lst Sess. (1953) reprinted in 1953-2 C.B. 508, 508].

The House [H.R. No. 894, 83d Cong., lst Sess. (1953)

reprinted in 1953-2 C.B. 508, 511] proposed repeal of the

exclusion on equity grounds, indicating that the provision

was being abused. Individuals were preforming services

abroad that were customarily performed at home only to avoid

taxation, and in many cases these same individuals were also

not paying taxes in the foreign countrym‘ The Senate,

believing that repeal was not necessary to correct the

abuse, proposed a $20,000 cap on the amount of excludable

income for individuals using the physical presence test to

qualify for the exclusion [S.Rep. No. 685, 83d Cong., 1st

Sess. (1953) reprinted in 1953-2 C.B. 526, 529]. The

unlimited exclusion remained in effect for those qualifying

under the bona fide residence test.

1255

In 1958, Congress for the first time required that

income subject to the exclusion must be treated as gross

income for purposes of determining whether a tax return

should be filed [P.L. 85-866, 85th Cong., Sept. 2, 1958,

 

‘The perceived abuses were primarily within the film

industry. Using the physical presence test, film stars made

movies at various foreign locations and qualified for the

unlimited foreign earned income exclusion. In many cases,

they also avoided foreign income taxation if they did not meet

the residence tests of the foreign country. In addition,

technical support, supporting roles, and extra roles were

being provided by foreigners in the foreign countries at the

expense of their U.S. counterparts in the United States

[Sobel, 1985, p. 123-124].
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H.R. 8381, reprinted in 1958-3 C.B. 254-333]. Taxpayers had

previously not been required to report the excludable amount

on their returns. As a result, the Internal Revenue Service

(IRS) found it difficult to administer the exclusion. The

Senate and House [H.R. No. 775, 85th Cong., lst Sess.

(1957), reprinted in 1958-3 C.B. 811-921 and S. Rep. No.

1983, 85th Cong., 2d Sess. (1958), reprinted in 1958-3 C.B.

922-1187] both felt that considerable misunderstanding of

the proper application of the provision existed and were

concerned about the revenue loss that resulted from the

misapplicationi. .A new initiative within the IRS today

demonstrates the continuing concern with many of these same

issues. Because of a concern that U.S. citizens living

abroad misunderstand their federal income tax obligations,

the IRS is currently studying ways to improve the compliance

of overseas taxpayers.

1222

A limitation on the exclusion for taxpayers qualifying

under the bona fide residence test was first included in the

Revenue Act of 1962 [P.L. 87-834, 87th Cong., October 16,

1962, H.R. 10650]. The exclusion was limited to $20,000 for

 

5Congress had evidence that taxpayers were claiming the

exclusion for unearned income, U.S. source income, and without

satisfying the physical presence or bona fide residence tests

[H.R. No. 775, 85th Cong., lst Sess. (1957), reprinted in

1958-3 C.B. 811-921 and S. Rep. No. 1983, 85th Cong., 2d Sess.

(1958), reprinted in 1958-3 C.B. 922-1187].
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the first three years of bona fide residence and $35,0006

thereafter. Congress also allowed a phase-in on the

valuation and inclusion of noncash compensation (such as use

of a house and car) in earned income for individuals

qualifying under the bona fide residence test. Under

previous law these items were often not valued due to the

unlimited exclusion [3. Rep. No. 1881, 87th Cong., 2d Sess.

(1962), reprinted in 1962-3 C.B. 707, 781]. To prevent

individuals from taking inconsistent residence positions and

avoiding income taxes in both countries, the exclusion was

denied if the individual had foreign earned income, filed a

statement with the foreign authorities claiming

nonresidence, and was not held subject to income tax as a

resident of the foreign country [8. Rep. No. 1881, 87th

Cong., 2d Sess. (1962), reprinted in 1962-3 C.B. 707, 781].

1215

Congress included sweeping changes in the taxation of

expatriates in Tax Reform Act of 1976. The House felt that

the exclusion provided an unfair tax advantage to U.S.

citizens living and working abroad when compared to their

domestic counterparts [H.R. No. 658, 94th Cong., lst Sess.,

(1976), reprinted in 1976-3 (Vol. 2) C.B. 695, 892]. The

House proposed repealing the exclusion for all but overseas

 

6The limitation was subsequently reduced to $25,000 in

the Revenue Act of 1964 [P.L. 88-272, 88th Cong., February 26,

1964, H.R. 8363, reprinted in 1964-1 (Part 2) C.B. 6-113.
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employees of U.S. charities.7

Recognizing that individuals in foreign countries may

incur costs for services that would normally be provided by

the U.S. government or governmental agency, the House

proposed a deduction for education expenses for dependent

children and an exemption from.earned income for the value

of any municipal-type services (roads, sewers, water

service) provided for the employee by the employer [H.R. No.

658, 94th Cong., lst Sess., (1976), reprinted in 1976-3

(Vol. 2) C.B. 695, 893]. Although these provisions were not

incorporated into the final version of the Tax Reform Act of

1976, the notion of allowing deductions for the special

costs of living overseas was revived in the discussion

surrounding the Foreign Earned Income Act of 1978.

The Senate proposed retaining the exclusion so as not

to jeopardize the competitive position of U.S. firms abroad

but did propose several changes in the taxation of U.S.

citizens abroad. They recommended that: (1) anyone entitled

to the earned income exclusion not also be allowed a foreign

tax credit for foreign taxes paid on the excluded income;8

 

7The foreign country often encouraged the presence of

these workers by not subjecting them to income tax. A.U.S.

tax could not be offset by any foreign tax credit in these

cases. Thus, the House felt it would make it more expensive

for U.S. charities to operate overseas [H.R. No. 658, 94th

Cong., lst Sess., (1976), reprinted in 1976-3 (Vol. 2) C.B.

695, 893].

‘Prior to this, individuals earning more than the

excludable amount ($20,000 or $25,000) were able to offset

their U.S. tax liability (based only on income in excess of
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(2) additional earned income beyond that eligible for the

exclusion be taxed at the marginal rate that would apply if

the income were not excluded; and (3) if tax avoidance was

one for the reasons for receiving earned income outside of

the country in which it was earned it would be ineligible

for the exclusion [8. Rep. 938, 94th Cong., 2d Sess.,

(1976), reprinted in 1976-3 (Vol. 3) C.B. 57, 249].

The Senate also proposed a housing exclusion for

housing that is furnished or reimbursed by the employer.

The exclusion was to be limited to the amount by which the

State Department allowance in that particular area exceeded

the cost of comparable housing in washington, D.C. [8. Rep.

938, 94th Cong., 2d Sess., (1976), reprinted in 1976-3 (Vol.

3) C.B. 57, 250]. Although this exclusion was not enacted,

it was a precursor to the present housing exclusion.

The final version of the Tax Reform Act of 1976 adopted

most of the Senate provisions with the exception of the

housing exclusion. The foreign earned income exclusion was

limited to $15,000 ($20,000 for all employees of U.S.

charitable organizations). In addition, for the first time

individuals could elect not to be subject to the exclusion

provisions [P.L. 94-455, 94th Cong., October 4, 1976,

 

the exclusion) with a foreign tax credit based on taxes paid

on all foreign income (including the excluded portion).

Congress estimated that "$40,000 or more of earned income

could be exempted from U.S. taxation if the U.S. employee pays

any significant income tax to the foreign government." [3.

Rep. 938, 94th Cong., 2d Sess., (1976), reprinted in 1976-3

(Vol. 3) C.B. 57, 248]
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reprinted in 1976-3 (Vol. 1) C.B. 1-410].

In reality, these provisions were never effective.

They were initially to be in force for tax years beginning

after December 31, 1975. The effective date of these

changes was twice delayed: first, to tax years beginning

after December 31, 1976 [P.L. 95-30, 95th Cong., May 6,

1977, H.R. 3777] and then, to tax years beginning after

December 31, 1977 [P.L. 95-615, 95th Cong., November 8,

1978, H.R. 9251]. Controversy surrounded the provisions.

Maiers [1981, 700] notes there was an "extraordinary volume

of mail, telegrams, and meetings in which United States

citizens employed overseas angrily protested to their

embassies and to Congress against the timing9 and substance

of the changes."

1218

Immediately after the 1976 provisions took effect, the

Foreign Earned Income Act of 1978 [P.L. 95-615, 95th Cong.,

H.R. 9251, reprinted in 1978-2 C.B. 415-422] was passed.

Sobel [1985, p. 131] notes that the goal of this Act was to

place the overseas taxpayer in an equitable position when

compared to his (her) domestic counterpart. The provisions

included striking changes in the tax treatment of the

overseas taxpayers. First, Congress limited the foreign

earned income exclusion to individuals working and residing

 

9The Tax Reform Act was enacted on October 4, 1976 and

the provisions applied retroactively to the beginning of 1976.
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in camps in hardship areas or working for qualified domestic

charities in lesser developed countries. Second, for all

other U.S. citizens living and working abroad, Congress

devised a system of deductions meant to take into account

the actual additional expenses of living abroad. Five

possible deduction were available for: 1) reasonable excess

cost of living expenses, 2) reasonable excess housing

expenses, 3) reasonable schooling expenses, 4) reasonable

annual home-leave transportation expenses, and 5) a

deduction for individuals living in a "hardship area". The

calculations involved in determining these various

deductions were quite complex and "no one liked it" [Sobe1,

1985, 138]. Both the public sector (Congress and the

I.R.S.) and the private sector (businesses and expatriates)

believed the provisions were too complicated. As a result

of the widespread dissatisfaction with the 1978 provisions,

they were repealed in their entirety with the passage of the

Economic Recovery Act of 1981 [P.L. 97-34, 97th Cong., H.R.

4242, August 13, 1981, reprinted in 1981-2 C.B. 256-352].
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1221

The Economic Recovery Act of 198110 reinstated the

foreign earned income exclusion for all taxpayers meeting

either the bona fide residence or physical presence test.

The physical presence test was relaxed so that taxpayers

present in foreign tax home for 330 full days in a twelve-

month period now could qualify for the exclusion. The limit

on the exclusion was raised to $75,000 increasing to 95,000

in 1990. Congress retained the notion of providing some

relief for excess housing costs with the inclusion of a new

housing exclusion.ll The goal of the housing exclusion was

to make an allowance for the special expenses that

expatriate taxpayers incur above those of the domestic

taxpayers.

1224 gag 1225

Very little has changed since 1981 in the taxation of

U.S. citizens abroad. The 1984 Deficit Reduction Act [P.L.

98-369, July 18, 1984, 98th Cong., reprinted in 1984-3 C.B.

Vol 1. 13] froze the maximum amount of the foreign earned

income exclusion at $80,000 for tax years 1983 to 1988 and

then allowed a gradual increase to $95,000 in 1990. The Tax

 

loSimplification was the primary goal of Congress in

enacting this legislation. In addition, they hoped to provide

an incentive for U.S. citizens to work abroad [H.R. No. 201,

97th Cong., 1st Sess., reprinted in 1981-2 C.B. 352-412].

11The calculation of the housing exclusion is discussed in

the following section as part of the current tax law

provisions.
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Reform Act of 1986 capped the foreign earned income

exclusion at $70,000 for all tax years beginning after

December 31, 1986. Congress enacted the 1986 reduction in

the foreign earned income exclusion because of the general

decline in the marginal federal tax rates instituted in the

Tax Reform Act of 1986 [H.R. No. 426, 99th Cong., lst Sess.,

reprinted in 1986-3 C.B. Vol. 2, 1-1068].
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7 The physical presence test .s based on the lZ-month period "0'“ ......................... TP'OUB" ................... . . . .

8 Enter yOur principal country of emplpyment durini your II! it!" ' ..........................................................

9 Enter all travel abroad during the iZ-mol‘lth period shown on me 7 except travei between foreign countries that did ”at More "3.1-

on or pier rternat'onal waters or r- or 749' {’9 United States tor 24 hours or ri-iore it the ast entry s an arr va- r a ':re s-

caur‘t') enter 'ne "uf'Def pl "uii days to the end or the ‘.2 month period lt ,ou have no travel to report during the period. an te - '.'-e

sc-edue :e ow '.'-a2 yOu ivere physicaziy present .n a lore-gr) country or countries doing the entire IZimontn period iDo not nc .:e

r- °art ill the ncorhe '.f‘at yOl. ist -erei but report it on Form 1040 l

‘.‘-o i:- ::.-e-.

-'. i- a. i are err we km or! present - an r o S

‘ ’ ' ::i.'""i :' :.s “9‘8

. .

' . Edd ‘O.-30' 3' '13”. 00"” ' . ‘. :'

3.! ‘ess 59.2'

—-- . .-—
- ...l 4

 

 

 

N All Taxpayers

Note: on me: .‘0 through 1‘4 enter all income. incruding noncash income. that yOu earned and actually or constructively recei corny

ypur .‘987 tax year tor services yOu performed in a foreign country If any of the foreign earned income received this tax year was

93"” if' d ONO? MI 790'. 0’ W!" O! Olin” In 0 MM fl! ”0’ (SUCfl l! I 000”). see the IMWCUOflS 00 "OT '"C’UOO "760’"! "0""

part I we 5 or Part II we 9 Report amounts -n u 5 dollars. using the excnange rates in effect when you actually or constructively

received the income

it you are a cash basis taxpayer. report on Form 1040 aii income you received during 19” no matter when you pertormed

the service.

 

 

 

 

 

 

 

 

 

 

 

   

  

 

 

 

 

Amount

1907 Foreign Earned income _ (ii‘i u.s. cerium

10 Total wages. salaries bonuses comrhissions. etc XL

11 A-iowable share or income ‘or personal semces performed (see instructions for Part III me 1 1)

a in a business (ifiC’uCl-‘g ‘armir‘y or profession 111

p in a partnership igive name address and nature of income) ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,

.................................................................................................. .mr_ _

12 Noccasn rcpme (”‘8"9! vaiue or property or facilities furnished by employer—attach statement snowing g: .34

"ow determined) ; a .

a Hon-er dds-n3) - 12a

is Meais 12L

c Car 12:

d Other property or tacmties (sown) ...............................................................

13 Allowances. reimbursements. or expenses paid on your behalf for services you performed. _

a Cost of living and overseas differential _Lh_‘_____;,7n"

p Farniiy J”; _gz’éuxifg

c Education . .18 iv

it Home leave L’ 1’, ,,.,.

it’ll/”$7,"
e Quarters - J},— -5

i For any other purpose (specify) ............................................. $513;

I]! ,‘f 3?)"

3 Add me amounts on lines 13aMM tilt and enter the total L31—

14 Other foreign earned income (specily) .............................................................

- OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO L .

15 Add the amounts on iines 10 through 12d. line 13¢. and line 14 and enter the total 15

16 Total amount or meals and lodging included on line 15 that is excludable, (See instructions.) 1‘

17 Subtract ans :5 trom «he 15 and enter the result This is your foreign earned income D 17

 CompietePartlv nextnmchomuuummmemummmmm. Otherwise. more Party
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:si-zsssiser
’ito 3

For Taxpayers Claiming Housing Exclusion AND/DI Deduction

ll Qualified heusing expenses for the tax year (See instructions ) 164

19 Number at days n ydur ensue-fig period that fall within ydur 1987 Qty." (506 //”c;

instructions l 19 #3" i
 

20 M... ’ :ii, 319.«by the "u'T‘De' ol days on line 19 Enter the result but do not enter m6reM$7 109 00 L

21 Suptract ... e ,i-ount on we 20 ”on the amount on iine 18 (If zero or less. do not complete the rest of Part

'V or any 3? 93¢ ‘.Ii‘.
 

 

Ir‘ J] - .

22 E-ter employerorovicec amour-ts (See instructions 1 .22. ~ - __‘9’7/ir

23 Enter the amp." tram lire 1 7 2] ,‘ "22!»

24 Di. ce t-e amour: or l-‘e 22 by the amount on line 23 and enter the result as a deCimaI (to two places)

Lmtedtd‘..30‘i 24 x.

25 Housing exclusion. Muitipiy the amount on line 21 by the decimal amount on line Zd. but do not enter more

t'ar' the amount on 'm 22 Aisg enter this lmggh; on line 353m vi D 25
 

 

Note: ir the ampun: on line 21 is more than the amount on line 25. complete line 26. Otherwise. slrip to Part V if you choose to :ram 3'!

‘ore-gn earned income elicmslon

26 Subtract the amount on me 25 from the amount on line 21 Enter the result here and on line 40. Part Vii

Complete Part v pelore Part yil .r yOu choose to claim the lorelgn earned income exclusion i D 23

For Taxpayers Claiming Foreign Earned income Exclusion

 

27 Maximum foreign earned income exclusion

2| Numoer of days in your qualifying period that fall within your 1987 tax year (See .

Instructions lor line 19 )

29 Divide the number of days on line 28 by the number ol days in your tax year (usually 365) and enter the

result as a decimal (to two places)

30 Multiply the amount on um 27 by the decimal amount on line 29

31 Enter the amount trpm line 17 31 __ .

32 Enter the ar' . .m from line 25 .314

33 Subtract the amount on line 32 irom the amount on line 31 Enter the result

34 Foreign earned income exclusion. Enter here and on line 36. Part Vi the amount from line 30 or line 33.

whiChever is less 34

For Taxpayers Claiming Housing Exclusion. Foreign Earned income Exclusion. or Ioth

  

 

  

35 Housing exclusion from line 25 _31 ,.

36 Foreign earned income exclusion from line 34 ..II____.‘ "

37 Add the amounts on lines 35 and 36 and enter the total

33 Deductions allowed in liguring your adiusted gross income (Form loco. line 30) that are allocable to the

excauded income (See instructions and attacn computation l

39 Subtract line 38 from line 37 Enter the result here and in parentheses on Form 1060 line 21 Next to the

amount write Exclusionis) irom Form 25553 On Form 1DAO subtract the amount irom your income to ,

arrive at total ncome on Form 1060 line 22 D 31

For Taxpayers Claiming Housing Deduction

Note: Complete this part only if: (1 ) you entered an amount on line 26. and (2) the amount on line 1 7 is more than the amount on line3L

40 Enter the amount irpm line 26

41 Entertheamountiromune 17 41

42 Enter the amount lrorn line 37 43

63 Subtract the amount on line 42 from the amount on line A1 and enter the result

6‘ Enterthe amount iror'n line 40 or line 63. whlcm is Igor

Note: l! the amount on line 43 is more than the amount on line 44 and you could not deduct all or your 1986 housing deduction because

of the 1986 limitation. complete the worssheet on page d or the instructions to figure how much or your 1986 housing deductlor

may be carried over to 1987 Othermse. enter a zero {-0-} on line 45.

 

 

 

 

 

 

49 Housing deduction carryover lrom 1986 (irpm worlisheet on page a at the instructions) ‘5 .

46 Add the amounts on lines AA and AS Enter here and on Form 1060 to the left oi line 29. Next to the amount '

on Form 1040 write Deduction tram Form 2555 " Add it to the total adiustments reported on that line D dd .
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HORIZONTAL EQUITY REGRESSION RESULTS

 

 

 

 

 

 

  
 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

Model: tuufig = bo-ilm(Incomc0 + ei

I Parameter Estimates

n Decile F Sign .Adjusted Intercept. Income Exemptions

(F) R-square

with

IRC

§911

1 24.10 .0001 .0039 596.7112 -.0324

2 .979 .3224 .0000 210.1206 .0030'

3 27.16 .0001 .0043 -245.3627 .0234

4 86.91 .0001 .0140 2535.7976 -.0479

5 6.88 .0087 .0010 -17.9443' .0154

6 162.73 .0001 .0262 -3558.478 .0683

7 25.44 .0001 .0041 4629.3870 -.0400

8 45.94 .0001 .0077 -2514.251 .0475

9 82.14 .0001 .0142 -1859.983 .0420

10 5683.64 .0001 .5009 -23335 .1522

IOverall 55381.40 .0001 .4833 -6525.612 .1172

without

IRC

, __5911

1 4.97 .0259 .0007 451.1237 -.0148 E

2 76.57 .0001 .0123 ~349.3976 .0408 I

3 143.35 .0001 .0229 -1339.844 .0738

4 271.61 .0001 .0427 -3963.238 .1531 I

5 475.55 .0001 .0732 -10238 .2521

6 247.30 .0001 .0393 -8304.446 .1916 n

7 100.55 .0001 .0165 -7636.951 .1870 n

8 59 .45 .0001 .0100 -2070.392' .1328

9 3.52 .0606 .0004 12316 .0232' n

10 4865.32 .0001 .4621 -14435 .1692 n

Overall 1667.42 .0001 .0274 -29.1544 3.2739 "        
# insignificant at the .05 level.
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[Models tam£2 3 b, + bliIncome) +b‘ (exemptions) + e,

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

          

L Parameter Estimates

Deci1e F Sig . Adjusted Intercept Income Exemptions

(F) R- square

with

IRC

§9 11

1 16.56 .0001 .0052 400.6571 -.0347 67.9277

2 152.42 .0001 .0475 635.2787 -.0029' -79.6260

3 322.98 .0001 .0958 661.2770 .0145 -186.7631

4 43.60 .0001 .0139 2566.6818 -.0481 -7.4390'I

s 3.45 .0318 .0008 -27.6662' .0154 2.1785'

6 81.38 .0001 .0260 -3540.172 .0683 -5.4180'

7 98.77 .0001 .0318 4504.2256 -.0198 -460.6374

8 38.77 .0001 .0129 -1924.295 .0498 -256.4513

9 57.69 .0001 .0198 -596.6102' .0413 -339.2688

10 2849.03 .0001 .5015 -18618 .1520 -1307.3778

Overall 27727.54 .0001 .4837 -5516.174 .1173 -300.8700

without

IRC

§9 11

1 5.34 .0048 .0015 294.0020 -.0167 54.4386

2 258.19 .0001 .0781 416.6275 .0302 -143.4655

3 468.64 .0001 .1334 36.9947' .0603 -283.6217

4 163.10 .0001 .0508 -3240.112 .1490 -174.1796

5 246.15 .0001 .0754 -10812 .2550 128.5413

6 124.80 .0001 .0395 -8582.934 .1917 82.4256'

7 56.43 .0001 .0183 -7557.546 .1742 292.2402

8 56.20 .0001 .0188 -3942.756 .1255 813.9087

9 2.49 .0834 .0005 13028 .0228' -191.1276'

10 2439.69 .0001 .4628 -8644.272 .1690 -1604.9159

Overall 31883.11 .0001 .5186 -4166.552 .1550 -154.6093

# insignificant at the .05 level.
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a b.4-thilncome) + e.
L 

Parameter Estimates
 

Sig. Adjusted Intercept Income

(F) Rssguare
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

‘1 46.63 .0001 .0076 1654.6424 .1140

‘2 272.97 .0001 .0429 -8111.617 .5587

‘3 132.90 .0001 .0212 -2290.318 .2464

'4 102.71 .0001 .0165 -3205.408 .2333

5 24.06 .0001 .0038 18573 -.1477

6 122.34 .0001 .0198 -3664.417 .2960

7 111.48 .0001 .0182 -11292 .3384

8 122.94 .0001 .0207 -12083 .3330

9 429.53 .0001 .0709 -36843 .5402

10 13971.75 .0001 .7116 -19986 .4388

Overall 178290.8 .0001 .7507 -11232 .4122

without

IRC

5911

1 63.21 .0001 .0103 1509.0549 .1317

2 332.05 .0001 .0517 -8671.135 .5964

'3 232.44 .0001 .0367 -3384.799 .2967

4 577.63 .0001 .0869 -9704.444 .4344

5 13.14 .0001 .0020 8352.3138 .0891

6 470.15 .0001 .0723 -8410.385 .4193

7 912.09 .0001 .1328 -23558 .5654

8 493.72 .0001 .0788 -11639 .4184

9 711.89 .0001 .1123 -22667 .5215

10 19780.04 .0001 .7774 -11087 .4558
       “Overall 301084.5 .0001 .8357 '9392 .4464 u

==a==é===

# insignificant at the .05 level.
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Model: tuwomg s 100 + b1(Income) + bfiexemptions) + e, q

Parameter Estimates I

Decile F Sig. Adjusted Intercept Income Exemptions

(F) R-square

with

IRC

§911

'1 24.78 .0001 .0079 1937.0281 .1173 -97.8392'

2 145.88 .0001 .0456 -9281.662 .5749 219.1325 fl

I3 109.41 .0001 .0344 -3948.901 .2627 341.6595 H

4 51.36 .0001 .0163 -3246.697 .2335 9.9452' N

Is 143.13 .0001 .0452 24566 -.1774 -1.342.9540||

'6 69.69 .0001 .0223 -1998.781' .2951 -492.9876

'7 99.27 .0001 .0320 -11652 .3963 -1326.0084

8 115.52 .0001 .0382 -7464.840 .3510 -2007.6335

I9 223.62 .0001 .0734 -31791 .5372 -1356.8335

10 6984.65 .0001 .7116 -20231 .4388 67.6571'

Overall 89180.35 .0001 .7508 -9874 .4122 -404.5602

without

IRC

§911

1 33.54 .0001 .0108 1830.3731 .1354 -111.3283 "

2 171.08 .0001 .0531 -9500.313 .6079 155.2930

"3 143.09 .0001 .0447 -5473.183 .3084 244.8009

4 294.85 .0001 .0884 -9053.490 .4307 -156.7953{

5 169.33 .0001 .0531 13782 .0621 -1216.5911

6 246.70 .0001 .0755 -7041.542 .4185 -405.1440

7 482.79 .0001 .1393 -23714 .5904 -573.1309

'8 278.43 .0001 .0879 -9483.302 .4268 -937.2734

9 369.03 .0001 .1158 -18166 .5188 -1208.6924

10 9888.49 .0001 .7774 -10257 .4558 -229.881' “

Overall 150572.1 .0001 .8357 I-8525 .4464 -258.2995 “

# insignificant at the .05 level.
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aggggggis b5-+1m(LnIncome) + e1 %

Parameter Estimates

Decile F Sig . Adjusted Intercept LnIncome Exemptions

(F) R-square

with

IRC

5911

1 51.20 .0001 .0084 93.9197 -9.6906

:2 21.06 .0001 .0033 15.1475 -1.3860

3 1.39 .2384 .0001 -3.8114' .5183'

'4 145.42 .0001 .0233 68.1099 -6.2799

s .00 .9559 -.0002 1.8564' -.0328'

6 100.87 .0001 .0163 -55.8023 5.1556

.7 36.28 .0001 .0059 56.1768 -4.8183

38 8.16 .0043 .0012 -20.9723 2.0168

is 5.32 .0211 .0008 -9.6128' 1.0535

.10 838.79 .0001 .1289 -62.3408 5.4503

;0verall 102.05 .0001 .0017 -6.0021 .7508

: without

IRC

5911

E1 44.29 .0001 .0074 88.1357 -9.0714

:2 2.47 .1161 .0002 -4.6178' 0.7151'

'3 39.21 .0001 .0062 -35.6291 3.7329

4 107.37 .0001 .0172 -94.098 9.3859

5 293.67 .0001 .0464 -205.272 19.4058

6 101.63 .0001 .0164 -126.7441 12.0076

7 36.59 .0001 .0059 -116.9305 11.1618

8 .65 .4208 -.0001 -4.5757' 1.3734'

9 53.13 .0001 .0094 118.343 -9.0436

10 49.62 .0001 .0085 -16.5167 2.2110

1667.42 .0001 .0274 -29.1544= 3.2739 “
 

# insignificant at the .05 level.
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Decile P Sig . Adjusted Intercept LnIncome

(F) R-square

with |

IRC

5911

.1 37.35 .0001 .0121 95.0098 -10.6895 2 4956 I

‘2 185.83 .0001 .0574 22.4916 -2.0161 - 3625

3 320.62 .0001 .0952 7.7098' -.3992' -.6032

’4 72.70 .0001 .0234 68.1554 -6.2831 - 0035'

I5 .01 .9918 .0003 1.9143' -.0369' -.0039'

6 50.47 .0001 .0162 -55.8115 5.1559 .0017'

7 100.19 .0001 .0323 35.1228 -2.7953 -.0554

8 25.01 .0001 .0083 -23.2178 2.2909 - 2851

9 18.80 .0001 .0063 -8.0276' .9862 - 2307

10 473.18 .0001 .1429 -58.9654 5.3586 -.6235

Overall 51.74 .0001 .0017 -5.8004 .7519 - 0633' I

without

IRC

§91l

1 32.92 .0001 .0106 89.1806 -9.9748 2.3919 n

2 233.78 .0001 .0712 8.5496 -.3703' - 6244 n

3 418.82 .0001 .1209 -18.3965 2.3667 -.9022 I

4 74.48 .0001 .0237 -89.0647 9.0277 - 3852 n

5 155.75 .0001 .0490 -209.2113 19.6880 26384 II

6 51.50 .0001 .0165 -127.252 12.025 0976' l

7 23.47 .0001 .0075 -104.5831 9.9753 3250

8 23.88 .0001 .0079 1.1802' .6705' 7307

9 27.31 .0001 .0093 119.2691 -9.0828 - 1348'

10 54.75 .0001 .0186 -12.0246 2.0889 -.8298

“Overall 834.17 .0001 .0274 -28.9800 3.3749 - 0548' n

# insignificant at the .05 level.



  

130

APPENDIX C (Cont'd.)

 

. _ :_ . b.+ denIncome) + e.

 

Parameter Estimates
 

 

 

 

 

 

  
 

 

 

 

 

  

 

  

 

  

 

 

 

 

 

 

 

 

 

  
         

 

Decile P Sig. Adjusted Intercept LnIncome Exemptions

(F) 13.-square

with

IRC

5911

l 38.75 .0001 .0063 126.7090 -10.7325

2 126.33 .0001 .0204 -330.43l3 34.9366

3 15.70 .0001 .0026 -68.4449 8.2847

1 4 21.20 .0001 .0033 -94.1809 10.3374

5 157.45 .0001 .0254 430.3934 37.7027

6 10.62 .0001 .0016 -7l.6330 8.6275

7 9.95 .0016 .0015 ~92.2215 9.9235

8 14.52 .0001 .0023 -108.224l 11.2429

9 95.31 .0001 .0165 -273.8124 25.4341

10 70.82 .0001 .0122 -43.8934 6.3998

Overall 796.82 .0001 .0133 -15.2414 3.4920

without

IRC

§911

34.21 .0001 .0055 120.9250 -10.0593

152.45 .0001 .0243 -350.1967 37.0377

36.37 .0001 .0058 -100.2626 11.5054

215.98 .0001 .0342 -256.3886 26.0032

54.15 .0001 .0088 223.2648 -18.2641

64.64 .0001 .0105 -142.5747 15.4795

199.64 .0001 .0323 -265.3288 25.9036

33.65 .0001 .0056 -91.8275 10.5994

62.23 .0001 .0108 -145.8566 15.3370

23.15 .0001 .0039 1.9307' 3.1604

Overall 2782.87 =|00$ .0449 I==-___:18.3936 6.0151

# insignificant at the .05 level.
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Mbdel:

 

avgtaxwom :- b, + b,(LnIncome) +=b2(exemptions) + ei

 

Parameter Estimates
 

E
F
T

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

          

Decile F Sig. Adjusted Intercept LnIncome Exemptions

(F) R-square

| with

i IRC

i §911

1 20.65 .0001 .0066 127.1678 ~11.1528 1.0503'

“2 74.00 .0001 .0235 -350.3515 36.5786 .9446

“3 45.27 .0001 .0144 -88.0045 9.8423 1.0240

4 11.03 .0001 .0033 -92.3579 10.2076 -.1395'

5 216.13 .0001 .0668 470.9409 -40.6086 -2.7158

6 13.86 .0001 .0042 -67.6468 8.4925 -.7660

7 43.77 .0001 .0142 -149.6334 15.4402 -1.5111I

8 60.71 .0001 .0203 -123.1294 13.0629 -1.8923 I

9 54.12 .0001 .0186 -268.1187 25.1926 -.8287

'10 35.41 .0001 .0120 -43.8922 6.3998 -.0002'

Overall 403.04 .0001 .0134 -l4.3916 3.4965 -.2668

without

IRC n

§911

1 18.15 .0001 .0057 121.3386 -10.4382 .9467' ll

2 82.31 .0001 .0261 -364.5936 38.2245 .6827

3 40.67 .0001 .0129 -114.1109 12.6081 .7250

4 118.10 .0001 .0372 -249.5779 25.5184 -.5213

5 189.36 .0001 .0590 259.8153 -20.8835 -2.4481

6 44.76 .0001 .0147 -139.0873 15.3614 -.6701

7 120.29 .0001 .0385 -289.3395 28.2108 -.6320 I

8 46.59 .0001 .0156 -98.7315 11.4425 -.8765

9 40.16 .0001 .0137 -140.8220 15.1235 -.7328

10 11.99 .0001 .0039 3.0487 3.1300 -.2065'

Overall 1396.69 .0001 .0450 -37.5712 6.2195 -.2S82

# insignificant at the .05 level.
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