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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.! More recently, Robert Mattson from the I.B.M.
corporation urged the government to "do no harm to
competitiveness."? He 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. expatriates® 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

lIPor an analysis of the factors affecting international
competitiveness see Joint Committee on Taxation [1991].

*The remarks were made on May 18, 1992, at the Spring
Symposium of the National Tax Association.

SExpatriates 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
country.* 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].

’Section 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.® 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. 1In 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

*Reported in H.R. No. 658, 94th Cong., 1st Sess., (1976),
reprinted in 1976-3 (Vol. 2) C.B. 695,892.

'Details 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.

The 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.! 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

!Barned 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 credit? 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.

The 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.° 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 form 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

3’The 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 §911°. The election is made separately for
each of the exclusions.

To qualify for the exclusions, an individual must have

a foreign tax home® 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.

SAmounts 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.

*The 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
residence’ in a 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."

"nResidence" 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)].
Barned 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 facilities®
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,!” 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

This base level is equal to 16 percent of the salary of
a U.S. government service employee at a grade 1l1l4-step one
level (GS-14 step one). For 1987, the base level was $7,109
or $19.48 per day.

The 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.

"Generally, 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 deduct!? foreign income taxes paid on income for which
the exclusion is not elected rather than claim the foreign

tax credit.

2The 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
regimes! has been a primary concern of public finance
theorists. Early theorists, such as Adam Smith, identified
criteria for "good taxation." One of the criteria
identified as most important was equality (equity). 1In
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

'Por 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 1law 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"?
[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.?

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,

At 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.

’The 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, 353]).* 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.® 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:

where,

Cy; = the coefficient of variation for income group j,
SD; = the standard deviation of the taxes for income

group j, and

T, = 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.®

SAny 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:

IE (vi-9)?/ (n-2)
CRV=4d_"! *100

Y vi/n

i=1

(2)

where,
n = number of observations,
y; = observed value of the dependent variable,

. = 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.” 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 index’ [Suits, 1977].

Figure 1 graphically illustrates the Suits index and
its associated Lorenz curves.!® The cumulative percent of
the tax burden is plotted against the cumulative percent of

income. The plotted line (Lorenz curve) represents the

'Barly 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.

The 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].

The 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 1line and plotted 1line
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 L' is defined as:

n
(4) L =X 1/2[(T, + T,) (Y, - Y.,)]
i=1

where,

T, = the accumulated percentage of the tax burden borne by
income groups 1 through i,

Y, = 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.

ZPor 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
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of Tax Burden
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Cumulative Percent of Income
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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 = 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 = YRu
where,
V = after-tax income
Y = before-tax income
u = error term
€ = 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, = e Y, e

where,

Y, = after tax income,

Yo = pretax income,

e = natural e,

a = intercept term,

b = 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) Oiogr, =D Tpogy +0,+2CoV (10GY,,, u)
where,

0} = measure of horizontal equity

b? = 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.

“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 (Y,) 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

1IRC §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.

27
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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.? Given the initial equity motivation of Congress in
including the exclusion in federal tax law, it is expected
that the current tax regime® will be more equitable to
expatriates than a regime without the exclusion. Thus, it
is hypothesized that (stated in alternative form):

H,: 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:

H,: 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

The 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].

’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.
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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. 1In 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. 1In 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. SOI 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 SOI 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:

H,: 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).! 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

These 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].

31
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individual federal tax returns? with a Form 2555 (Foreign
Barned 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
Form 1116) attached to the their Form 1040. The remaining
2,081 returns are from taxpayers filing both a Form 1116 and
a Form 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.
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Table 5.1

1987 S.0.I. Foreign Sample

All Filing Statuses Married Filing Jointly
Unweighted Weighted Unweighted  Weighted
Returns Returne Returns Returns

Total Sample 16,724 706,066
less returns pre-1987 tax returns 902 30,996
less returns with only a 1118
attached (without a 26657 9,472 624,424
Returns with a 2665 attached 5,360 160,646 4,051 92,854
less returns with a short year 1,419 47,279 1,103 29,9560
Full year returns with a 2666 3,931 103,367 2,948 62,904
Full year returns with only a 2665 1,850 84,212 1,216 48,278
Full year returns with both 26556 and
1116 2081  12a%% Lz3s  laaze

lPorm 1116 is used by individuals to claim the foreign
tax credit.

Form 2555 is used by individuals to claim the foreign
earned income exclusion, housing exclusion, and housing
deduction.



34

Hypotheses One and Two

The 1987 SOI 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]). 1In
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 available® are eliminated
from the analysis. Thus, all full year joint returns from
the 1987 SOI 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.
Hypothesisg Three

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.

Most 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 codes! (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

10n 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 f£ill 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.

2The 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 Additional Data Sources

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 Monetary 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 T T ime with 11
To test whether the inclusion of IRC §911 provisions in

federal income tax law results in increased equity for



38
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,’ 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.

"To 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 Form 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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5.2.2 Measurement of Income

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 income’ [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.

The 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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Table 5.3

Economic Income Measures
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Table 5.3 (Cont'd.)

Economic Income Measures
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Expanded income

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.
Family economic income

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. 1In 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 much 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].
Modified expanded income

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.! 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.

The Joint Committee on Taxation assumes that these
taxpayers are not self-supporting and deletes them from the
analysis.
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1979 Income Concept

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 items. 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.
Adjusted expanded income

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.
5.2.3 Measurement of Taxes

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)."

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.!

UThis measure is similar to those used by Anderson [1985,
1988] and Ricketts [1990].

2The Statistics of Income Division 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 1liability 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 SOI 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
5.3.1 Horizontal Equity Effects of Eliminating IRC §911

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 = [(CVigou- CVeia) /CVeinow] 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 Vertical Equity Effects of Eliminating 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

BThis 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 Combined Equity Effects of Eliminating IRC §911

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 Impact of the Tax Reform Act of 1986
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 SOI 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.

“The application of the foreign earned income provision
changed very 1little 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 1levels 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

Full Year FYE with FYE with
Individual Expatriate only foreign
Returns! (FYE) exclusions tax credit
Returns? and
exclusions

Adjusted 9,826 93,783
| Gross Income? ‘

| Taxable 6,066 78,645

Salaries and $23,783 $61,087 $40, 245 $149,866
Wages’®

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®

Total Tax 2,794 1,467 8,622
| Liability’ |

| ¥ Itemizing
| Deductions

IDerived from data in Internal Revenue Service (1990).
2Individuals filing Form 2555.

31987 Form 1040, line 30.

41987 Form 1040, line 36.

51987 Form 1040, line 7.

61987 Form 1040, line 8.

71987 Form 1040, line 13.

81987 Form 1040, line 14.

%1987 Form 1040, line 53.
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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.
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Table 6.2
Expatriate Returns

Panel A: 1987 Full Year Returns with a Foreign Earned
Income or Housing Exclusion (N = 3,931)

ITEM (Form, line) WEIGHTED STANDARD TOTAL
N DEVIATION

ADJUSTED GROSS INCOME (1040,30) 103,367 $104,446 | 42,623,861,663

2666 EXCLUSIONS (1040,21A) 103,367 32,313 | 4,379,674,072

HOUSING EXCLUSION (2666, 26) 16,463 23,134 336,380,386

FOREIGN EARNED INCOME EXCLUSION (2665,34) 103,348 26,066 4,044,420,337

| HOUSING DEDUCTION (1040,ADJ) 919 16,038 10,461,832

| TOTAL TAX LIABILITY (1040,63) 103,367 17,178 288,767,712

| TOTAL WAGES (2665,10) 96,806 42,282 | 4,032,031,109

| BUSINESS INCOME (2666,11A) 7.434 40,760 161,390,716

| PARTNERSHIP INCOME (2666,118) 1,023 86,723 46,936,979

| NONCASH INCOME - HOME(2666, 12A) 7,408 14,163 76,433,719

| NONCASH INCOME - MEAL (2666, 128B) 2,008 2,361 8,039,463

NONCASH INCOME - CAR (2666,12C) 4,617 2,609 12,766,674

NONCASH INCOME - OTHER (2666, 12D) 3,469 7.372 7,004,736

; ALLOWANCE - COLA (2666,13A) 13,430 14,202 226,473,606

ALLOWANCE - FAMILY (2666, 138B) 1,084 6,723 3,466,639

| ALLOWANCE - EDUCATION (2666,13C) 7,040 7.467 68,210,938

13,207 4,622 73,979,680

13,674 23,761 284,266,030

19,768 36,676 404,432,456

26,873 49,609 1,049,818,127

12,766 30,416 160,846,727

GRO8S FOREIGN EARNED INCOME (2666,16) 103,348 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 I
N DEVIATION
ADJUSTED GROSS INCOME (1040,30) 84,212 | 49,826 $73,121 | $827,462,018 I
2666 EXCLUSION (1040,21A) 84,212 | 34,106 26,266 | 2,872,131,248 I
HOUSING EXCLUSION (2666,26) 6,662 | 12,009 11,163 80,000,760 I
FOREIGN EARNED INCOME EXCLUSION (2666,34) 84,212 | 33,166 23,249 | 2,792,111,488
HOUSING DEDUCTION (1040,ADJ) 620 8,769 10.726 4,661,867
TOTAL TAX LIABILITY (1040,63) 84,212 1,468 10,060 123,606,409
TOTAL WAGES (2666,10) 78,264 | 32,663 26,991 | 2,648,216,862
BUSINESS INCOME (2666,11A) 6,081 | 17,0680 24,687 103,401,162
PARTNERSHIP INCOME (2666,118) 866 | 24,648 66,492 21,226,323
NONCASH INCOME - HOME (2666,12A) 6,769 7.688 7.448 43,773,660
NONCASH INCOME - MEAL (2666,128) 1,389 3,491 2,382 4,848,863
NONCASH INCOME - CAR (2666,12C) 2,680 | 2,661 2,230 6,839,268
NONCASH INCOME - OTHER (2666,12D) 1,316 1,620 1,778 2,010,829
ALLOWANCE - COLA (2666,13A) 6,226 | 11,103 8,498 69,114,924
ALLOWANCE - FAMILY (2666,138) 848 2,017 3,923 1,709,676
ALLOWANCE - EDUCATION (2666,13C) 2,831 6,665 6,329 14,643,040
ALLOWANCE - HOME LEAVE (2666,13D) 6,848 | 4,881 4,779 28,636,667
ALLOWANCE - QUARTERS (2666, 13E) 65,803 | 11,664 11,064 68,866,979
ALLOWANCE - OTHER (2666, 1 3F) 9,676 7.309 10,163 70,726,882
ALLOWANCES - TOTAL (2666,13G) 14,348 | 17,677 18,629 263,688,980
OTHER FOREIGN EARNED INCOME (2665,14) 7.403 8,814 17,987 66,264,226
GROSS FOREIGN EARNED INCOME (2666, 16) 36,208 31,234 | 3,049,163,171
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Table 6.2 (Cont'd.)
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