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but no special problems arise under the negative income tax and
repetition of the pros and cons regarding inclusion in the positive tax
base would be pointless. Certain other items do, however, raise some
special problems and therefore deserve brief discussion.

The portion of a scholarship that is available for support (including
room and board provided in kind) certainly reduces a student’s need
for negative income tax payments. A comparison with other sources
of financial support for students, such as parental gifts or summer
earnings, strongly suggests that such scholarships for living expenses
must be included in income.” Under the positive tax system, the fact
that the scholarship is tied to a particular use might support two
separate arguments for exclusion. First, the value of the scholarship
may be difficult to estimate. The student who receives free room and
board may find the room so depressing and the food so tasteless that
his award is virtually worthless to him. Secondly, the scholarship can-
not be sold and it provides its recipient with no money to pay taxes.
These arguments have very little force in the positive tax system. They
seem to have even less force under the negative tax system, in light of
the latter’s function as a device to provide subsistence and in light of
the fact that the “tax” under the negative tax system merely offsets
benefits. The propriety of treating the support portion of a scholar-
ship as income would therefore be reasonably clear but for another
provision that has characterized negative income tax proposals—name-
ly, the exclusion of public (and, in some proposals,’ private) benefits
based on need. To the extent that the amount of a scholarship is based
strictly on need, one can make much the same argument for exclusion
here that is made for exclusion of other benefits based on need. Still,
a scholarship is not usually regarded as charity in the same sense that
benefits conditioned solely on the recipient’s poverty are; it has an in-
centive or reward element that makes it more like earnings. Moreover,
it might be difficult to distinguish between those scholarships that are
based strictly on need and those that are not. The arguments for ex-
clusion of welfare benefits based on need are by no means overwhelm-
ing. Accordingly, the Model Statute treats scholarships as income,
to the extent that they exceed the cost of tuition, fees and books.?

An earlier part of this article discusses the question whether the negative income tax
ought to be designed to accomplish the same kinds of economic goals as does the
positive tax system and that discussion is, of course, pertinent to the question of the
proper treatment of capital gains. See pp. 458-59 supra.

75. That comparison also suggests that tuition scholarships should be included in
income.

76. Sec Yale Statute at 311 (§ 11(b)4)), 817. See also Tobin at 13-14; HLR. 1, §

2152(b)(5).
77. See Model Statute § 8(B)(10). To the extent that scholarships are in fact based
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The portion of a scholarship that pays tuition, fees and book costs
raises similar difficulties but the balance of considerations seems to be
in favor of exclusion.” It is true that the negative income tax recipient
who is receiving a scholarship is that much better off than the person
who must find some other way to finance his education. And if the tax
on the tuition portion of the scholarship leaves a person with that
much less than the basic, minimal negative income tax allowance, he
can work part time or make other adjustments in order to compensate
for the deficit. Buying an education can be compared to buying any
other extra for which the basic allowance does not provide. On the
other hand, the tuition scholarship does not relieve its recipient of any
basic support expense that the negative income tax is designed to
cover. It does not give him any assets over which he has control. More-
over, the value of the tuition scholarship to the recipient may reason-
ably be regarded as minimal in most cases. For example, consider the
person who accepts a full tuition scholarship to Harvard when he
could have attended a state college for virtually nothing, and would
have done so but for the scholarship. He has received a benefit, to be
sure, but it does not seem to be the kind of benefit that ought to be
recognized by the tax system any more than are a variety of govern-
mental services.

Publicly provided welfare benefits and their private charitable
counterparts are excluded from income under the positive tax system.
The foundation for that exclusion is shaky both as a matter of law
and as a matter of policy. Perhaps poor people should not be required
to pay income taxes and personal exemptions should be raised to en-
sure that they do not. But it is difficult to see why a person who earns
a given amount should pay a tax while a person who receives the same
amount as a welfare benefit does not. Exclusion also seems a crude
device for protecting poor people from tax burdens. A person may
receive welfare benefits during part of the year and later in the same
year may find a job and earn a reasonably good income, in which case,
on an annual basis, he is not poor. Perhaps the strongest arguments
for exclusion are: (1) that in most instances recipients are in fact poor
even on an annual basis and the other cases can be dismissed as trivial;
(2) that if a tax were imposed the benefit would have to be increased;

on need, they will be reduced by virtue of the negative income tax. This will mean that
the negative income tax will tend to replace scholarships as the principal means of sup-
porting poor students. This prospect raises the question of whether students should be
eligible for negative income tax payments. For a discussion of the problem see Klein,
Family Unit at 400,

78. Cf. HR. 1, § 2153(b)(7), excluding from income the portion of a scholarship
“received for use in paying the cost of tuition and fees.”
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and (3) that it is simpler to eliminate the tax.” This theory justifies
exclusion of benefits supplied by government, and perhaps it is not
too great a leap to exclude privately supplied benefits, if such bene-
fits are viewed as substitutes for government benefits. If benefits be-
stowed by private charity are viewed as counterparts of ordinary gifts
and support payments from relatives and friends, however, the case
for exclusion becomes much weaker. The drafters of the Model Statute
finally decided (but with no great sense of conviction) that govern-
mentally supplied benefits based on need should be excluded but that
all privately supplied benefits should be taxed as income.®

There is a special rule designed to reduce administrative problems
caused by payments from persons—particularly relatives—who are living
with a family but who are not members of the family unit for purposes
of the negative income tax. It is necessary to decide whether the pay-
ments made represent just a fair share of expenses or whether they
include as well an element of gift or profit.3* The drafters agreed that
it would be wise to have an arbitrary rule designed to eliminate any
question about such payments if they are within reasonable ranges.
Thus, the Model Statute provides that if the payment is 25 dollars
per week or less for room and board®? then it is conclusively presumed
that the recipient has no net income from it. For higher payments the
recipient is permitted to prove higher costs.

Finally, two special provisions deserve brief explanation. First, in-
cluded in income is an amount equal to double the amount of any

79. We envisioned that the negative income tax would supplant other welfare pro-
grams and would provide payments adequate to meet all basic needs. Other remaining
welfare programs would therefore be ones designed to meet needs arising from special
circumstances. Where, as in the Family Assistance Plan, the basic allowance is quite
low, it must be supposed that state programs supplying basic needs will continue. This
raises extremely difficult problems of integrating the state and federal programs. Such
problems are beyond the scope of this article.

80. See Model Statute § 8(B)(4). A tax on privately supplied benefits will tend
to reduce individual disparities in welfare based on circumstances that are not recognized
as significant under any governmentally approved program. Whether or not that is
thought to be a good thing will depend in large part on the extent to which one thinks
that decisions on the welfare of the poor should be left in the hands of private chari-
ties.

81. The problem could also be viewed in terms of allocating costs for purposes of
arriving at a proper deduction for expenses. For boarders who are not relatives this
may be the most realistic way to approach the problem. For family members it seems
more realistic to think about a contribution to joint expenses plus a gift.

82. See Model Statute § 8(B)(4). In accordance with a general inclination to minimize
administrative discretion, we specified the amount of $25 for room and board in the
statute. Probably the amount should be tied to a price index and, arguably, it should be
an amount determined from time to time by the administering agency. Probably the
administering agency should be directed to promulgate rules to cover situations in which
varying numbers of means are supplied. )
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income tax refund. This provision corresponds to one allowing a
double deduction of income taxes paid. This is the most convenient
way to offset entirely the effect of any positive tax that might be paid,
assuming a tax rate of 50 percent under the negative income tax.*®®
The reason for completely offsetting the effect of the positive tax is
simply to ensure that the rate of taxation decided upon under the
negative income tax is the effective rate for everyone receiving benefits
under it#* Secondly, there is a provision treating as income certain
amounts that a person might receive from a trust.®® This is designed
to remove any incentive to refrain from making discretionary dis-
tributions from the trust.

VI. SPECIAL TREATMENT OF EARNED AND UNEARNED INCOME

The subject matter of this section, while perhaps strictly speaking
not part of the problem of defining income, is sufficiently closely re-
lated to that problem to deserve brief (and therefore admittedly su-
perficial) consideration. A reasonably complete discussion of whether
distinctions ought to be drawn between earned and unearned income
and, if so, how the line should be drawn,* would require another
article at least as long as this one.

To many—perhaps most—people it will not seem unreasonable to
view income-maintenance programs as “welfare” (in the sense of
quasi-charity) and to conclude that each individual ought to exhaust all
his own resources before turning to the government for help.®” Under
this very traditional view, a 100 percent tax on income and on capital

83. If the tax rate is something other than 509, then the amount of inclusion or
deduction is the amount of the tax multiplied by the reciprocal of the tax rate.

84. An argument can be made that a simple deduction of income taxes is enough.
See Asimow & Klein at 17-18 n.22.

85. See Model Statute § 8(B)(13).

86. Complexities that arise in distinguishing between earned and unearned income
have been exposed in other areas. Under the Federal Insurance Contribution Act, and the
corresponding provisions covering self-employment income, taxes are imposed only on
earned income (though the term “earned income” is not used). See InT. REv. CoDE OF
1954, §§ 3101, 1401. Old age insurance retirement benefits under the Social Security Act
may be reduced by virtue of earned income but not by virtue of unearned income.
See 42 US.C. §§ 403(b), 403(f)(3), 403(F)(5) (1970). Under both sets of provisions, there
has been extensive development of detailed rules and interpretations. See, e.g., 20 C.F.R.
404.1026-65 (1973). Under the positive income tax system the distinction has also been
applied, though sparingly. It appears most recently as part of the maximum tax on
earned income, under which earned income is entitled to certain benefits that are denied
to unearned income. See INT. REv. Cope oF 1954, § 1348; Asimow, Section 1348: The
Death of Mickey Mouse?, 58 CaL. L. REv. 801 (1970). See also Revenue Act of 1971, § 301,
adding §§ 4(d)(5), 141(e), and 144(a)(4) of INT. REv. CobE OF 1954, relating to the avail-
ability of the standard deduction and low income allowance of dependents.

87. See discussion of capital utilization, pp. 463-68 supra.



1974] NEGATIVE INCOME TAX 479

resources may seem perfectly fair and it may seem that the only reason
for a tax at less than 100 percent is to preserve incentives to earn in-
come and thereby reduce program costs.®® This view was reflected in
the Family Assistance Plan, which imposed no tax on a limited amount
of earnings from employment and from self-employment and a tax
of 66 2/3 percent on such earnings above that amount.®® Most other
receipts are taxed at 100 percent, although there is an exception for
alimony and child support, which are taxed at 66 2/3 percent.®® The
House Committee Report on the Family Assistance Plan, however,
took the position that there should be a less-than-100-percent rate be-
cause “a family would have little incentive to assist in obtaining sup-
port from an absent parent if all such income were counted to reduce
assistance payments.”** The incentive consideration did not prevail,
however, for many other sources of income that might be expected to
disappear in the face of a confiscatory tax.

The position taken in the Family Assistance Plan regarding un-
earned income was consistent with its provision denying benefits until
assets (above certain exemptions) have been exhausted.®? For example,
to tax fully dividends paid on shares of stock becomes scarcely signifi-
cant once it is decided that the value of the shares themselves are to
be taxed at 100 percent. If the Family Assistance Plan had been imple-
mented either provision probably would have removed any incentive
to save and invest for those who expected to rely eventually upon
Family Assistance Plan benefits. Certainly, these provisions would have
made it impossible for people receiving benefits (particularly the
working poor) to save enough to raise their standard of living above
poverty level. Moreover, such a confiscatory tax could be highly un-
fair because it would reduce the prudent saver who requires assistance
to the same category as his profligate counterpart. But presumably this
unfortunate assault on the puritan ethic is accepted from concern for

88. Under the Social Security Act, by comparison, there was initially a tax of 1009,
on earned income (and no tax on unearned income). One reason for the 1009 tax
was simply that where there was earned income there had not been a retirement and
therefore there was no occasion for retirement benefits. See Myers, Earnings Test Under
Old-Age, Survivors, and Disability Insurance: Basis, Background, and Experience, Soc. SEC.
Burr.,, May 1964, at 3. In addition, the 1009, tax “reflected the prevailing pessimistic
attitude toward the labor market in 1935, when it was hoped to encourage retirement,
thus vacating jobs for younger people.” E. BURNS, THE AMERICAN SOCIAL SECURITY SYSTEM
87 (1949). Presently, there is no tax on the first $1680 of earned income, a 507, tax on
the next $1200 and a 1009, tax thereafter (up to the amount of the benefit). See 42
U.S.C. 8§ 403(b), 403(f)(3) (1970).

89. H.R. 1, §§ 2152(b), 2153(b)(4).

90. H.R. 1, § 3153(b)(9).

91. H.R. Rep. No. 92-231, 92nd Cong., 1st Sess, 178 (1971).

92. See HR. 1, § 2152(a)(2).
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reducing short-run program costs* and from a belief that no one should
receive government income-maintenance payments while he still has
any resources with which he can support himself.

In contrast to the position taken by the drafters of the Family
Assistance Plan, the drafters of the Model Statute believed that the
distinction between earned and unearned income should be rejected.
This belief in part reflects that the reference point for the Model
Statute is the positive tax system® and that the statute views income
maintenance to be more like insurance protection than like charity.*
Moreover, the drafters did not want to discourage habits of thrift,
whether in the form of a savings account, a private pension, the equity
in a home or some other asset. Finally, they were certain that much
of the “unearned” income of the people who are most likely to receive
negative income tax benefits would be exhausted very quickly if sub-
ject to a 100 percent tax,” so that even in the short run the tax would
increase program costs without improving the position of beneficiaries.

VII. DEDUCTIONS
A. Business Deductions
(1) Wage Earners

The positive tax system is rather parsimonious in its allowance of
deductions to wage earners for the costs incurred in connection with
their wage-earning activities. For example, commuting expenses are
nondeductible although in many situations such expenses may be an
unavoidable cost of taking or holding a job.*

It seems likely that for most poor people, commuting costs do not
arise because of any personal preference for a specific residential loca-
tion, but rather because of a decision to take the only job available.®®

93. In the long run, of course, depending on the extent to which people can antici-
pate their future need for Family Assistance Plan benefits, costs might be reduced by
leaving an incentive to save and invest.

94, The form taken by the Family Assistance Plan, on the other hand, plainly re-
flects the fact that it was drafted by people whose prior experience had been with the
traditional welfare system. For example, instead of imposing a “tax” on income, at a
given rate, the Plan offsets benefits from income on a dollar-for-dollar basis, but then
“ignores” part of certain income. See H.R. 1, §§ 2152-53.

95. See pp. 452-53 supra.

96. E.g., rent from lodgers and income from modest savings accounts.

97. One such situation arises when a construction worker unable to find work
near his home takes a temporary job requiring him to drive many miles daily to
reach the work site and to return home. See Klein, Income Taxation and Commuting
Expenses: Tax Policy and the Need for Nonsimplistic Analysis of “Simple” Problems,
54 CorNELL L. REv. 871 (1969).

98. See id. at 896.
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Thus, for them, commuting costs are expenses of earning an income;
refusing to allow this deduction not only is unfair but, by substantially
reducing the incentive to work, it also undermines one of the principal
goals of the negative income tax.

Allowance of a deduction for commuting expenses obviously would
create a difficult administrative problem, though seemingly not much
more difficult than the one arising from the positive tax system’s rule
allowing the deduction of travel expenses away from home.*® Rules
of thumb no doubt would be required—for example, a rule allowing 12
cents per mile as the cost of commuting in one’s own automobile.
Through such rules, and perhaps an arbitrary limitation on total de-
ductions, it seems that allowing a deduction for commuting expenses
would be entirely feasible.

To avoid the administrative burdens imposed by a commuting-
expense deduction while simultaneously including some provision for
such costs to preserve incentives to work, an exemption of a flat dollar
amount of earnings has been proposed. The exemption presumably
could be large enough to defray not only commuting expenses but
also the cost of clothes, meals and union dues. Such a deduction could
even be generous enough to cover amounts withheld from wages for
private pension plans and for OASDHI. The obvious objection to
such an approach is that, if it is adequate for most workers, it will
certainly overcompensate some.’*® This is particularly true if the
exemption is a fixed amount for a relatively long period of time—such
as 720 dollars per year'®—rather than a daily allowance or one that
is related to the amount earned. The more accurate approach, allow-
ing actual costs, should at least be tried. If it proves not to be worth
the cost of administration then other approaches can be tried.z

Even those who doubt that commuting expenses should be de-
ductible are unlikely to deny the importance of allowing a child care
deduction; it is generally conceded that allowance of such a deduction

99. See INT. REv. CoDE OF 1954, § 162(a)(2).

100. It might be argued that, for the worker who in fact has no significant work-
related expenses, the exemption can be thought of as a device for improving incentives
to work; it is difficult, however, to justify providing an incentive only to those workers
who by chance have jobs involving low work-related costs.

101. See H.R. 1, § 2153(b)(4), allowing an exemption of “the first $720 per year (or
propomonately smaller amounts for shorter periods).”

102. My view on this issue did not prevail in the drafting of the Model Statute,
under which there is no deduction for commuting expenses. As I recall, my cohorts in
the Model Statute venture were not persuaded (as I was) that there are compelling
reasons for departing from the well-known rule of the positive tax system. I would con-
tend that my article on commuting expenses, note 97 supra, adequately meets that
burden of persuasion.
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is essential to preserve the work incentives of poor people.”*® The only
serious questions are: how much of a deduction should be allowed,
and under what circumstances? The Model Statute adopted the pro-
vision found in the positive tax law,** which at the time the Model
Statute was adopted was a narrow provision'®® with some rather bizarre
limitations.® In 1971 Congress liberalized this provision significantly
by allowing a deduction for household expenses other than child
care.® It is certainly questionable whether a welfare program could
be similarly generous without incurring the public’s wrath.

In the positive tax system amounts withheld from an employee’s
wages and paid into a pension plan are included in his income even
though he could not choose to take the money** in lieu of the pension

103. An alternative to allowing such a deduction is to provide free child-care ser-
vices, as under the Family Assistance Plan. See H.R. 1, §§ 2112, 2132, Providing such
services in kind seems inconsistent with one of the important objectives of the negative
income tax in that it limits freedom of choice. In addition, if the service is provided
free, as it would be under the Family Assistance Plan, the incentive on the part of the
user to find more economical alternatives and to monitor the costs of the program are
eliminated. With a 509, tax rate under the negative income tax, half of the cost of
child care still rests on the user. Moreover, the poor are treated like the nonpoor in
that they are relied upon to make their own choices about how their children should
be cared for—and for that matter about whether or not it is worthwhile to work
in light of the child care cost.

104. Revenue Act of 1964, Pub. L. No. 88-272, § 212(a), 78 Stat. 19, as amended, INT.
REv. Copk oF 1954, § 214[hereinafter cited as Revenue Act of 1964; provisions of the Act as
codified in the Internal Revenue Code will be indicated in parentheses].

105. Under § 214(b)(1), the maximum deduction was $600 per year for one child
and $900 per year for two or more children (regardless of how many days or months
in the year the taxpayer worked). In certain instances the deduction was reduced dollar
for dollar as income exceeded $6000 per year—which, of course, for people with such
deductions, doubled the tax rate from what it otherwise would have been in the range
just above $6000. See Revenue Act of 1964, § 212 (§ 214(b)).

106. For example, a married man was entjtled to a deduction only if his wife had
been incapicitated or institutionalized for at least 90 consecutive days. Revenue Act of
1964, § 212 (§ 214(c)). A married woman could ignore the deduction phase-out for in-
come over $6000, see note 105 supra, if her husband was “incapable of self-support because
mentally or physically defective” or if he had deserted. Revenue Act of 1964, § 212
(8§ 214(b)(2)(A), 214(d)(5)). But a man got no deduction at all if he had an able-bodied
wife, even if she had deserted. Revenue Act of 1964, § 212 (8§ 214(a), 214(d)(3)).

107. Deduction of “expenses for household services” is now allowed. See INT. REv.
Copk oF 1954, § 214(b)(2)(A)-

108. The employer’s contribution, however, is not treated as income of the employee.
Thus, if an employer purports to pay an employee $105 and to withhold $10 for a
pension plan “contribution,” the entire $105 is currently taxable to the employee. If,
on the other hand, the employer purports to pay only $95 to the employee and to
make an employer contribution of $10 to a pension plan, the employee is taxed cur-
rently on only $95. Often, an employer will purport to pay $100, will withhold $5 as
an employee contribution and will make an employer contribution of $5, in which case
the taxable income is $100. The fact is, then, that significant tax consequences will flow
from what may be purely formalistic differences in the way in which a pension plan is
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benefit. It seems likely, however, that the poor are more motivated by
the size of their take-home pay than the promise of a future pension.*®
Accordingly, to preserve the incentive intended by the normal tax
rate under the negative income tax it would be necessary to allow a
deduction for amounts involuntarily withheld from wages for a pen-
sion “contribution.”?® The Federal Insurance Contribution Act
(FICA) tax '* on employee wages (which supports OASDHI) has the
same effect as the employee’s contribution to a private pension plan and
raises the same problem. Thus, a strong argument can be made that
the FICA tax should be deductible just as any other tax on wages,*
in order that the negative income tax rate, which presumably will be
very high, will not be increased. But to accept the argument that the
“contribution” to OASDHI should be viewed simply as a tax is to
undercut an article of faith for many—namely, that the amount col-
lected under FICA is not a tax at all but rather the purchase price
of a benefit of great value to all workers. The Model Statute shrinks
from battle on this issue; no deduction for the FICA tax is allowed.

(2) Self-Employed Workers and Investors

The business expenses of farmers, newsstand operators, self-em-
ployed carpenters and other self-employed people obviously must be
deductible. At the same time, if “loopholes” are to be closed on the
income side then it hardly makes sense to leave them open on the
deduction side.’*®* Thus, percentage depletion,’* accelerated deprecia-

described (though frequently the employer contribution will be nonvested while the
employee contribution is vested).

109. A distinction between the poor and the nonpoor may be drawn on the basis
of an expectation that most poor people will be less likely than nonpoor people to
want to sacrifice current income for a future pension, simply because the poor cannot
afford to buy the pension right.

110. *Contribution” is the word that is normally used despite the fact that the
employee has no choice.

The Model Statute does not allow a deduction. This is another point on which I
deferred to those who considered that a strong enough case had not been made for
departure from the rules of the positive tax system. Refusal to allow a deduction may
also reflect an unwillingness to endorse the notion, implicit (at least) in the argument
for allowing the deduction, that pension rights are of little present value to the poor—
that is, that the poor worker would not think of himself as buying a benefit of much
value to him. To endorse that notion is to disparage a major effort of trade unions.

111. See INT. REv. CobE oF 1954, § 3101. The discussion applies equally to the
self-employment tax also imposed. INT. REv CopE OF 1954, § 1401,

112. There never has been any serious question about the necessity for allowing a
deduction for income taxes.

113. See pp. 458-59 supra, discussing the advisability of closing any loopholes.

114. See INT. REV. CODE OF 1954, § 613.
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tion,’s the investment credit'® and other special deductions must be
disallowed.

The Model Statute disallows the net operating loss carryover'
because the special accounting rules of the negative income tax already
account for prior losses.’® Current business losses, however, should
remain deductible. Capital losses should also be fully deductible be-
cause capital gains are fully taxed.** Interest on money borrowed to
use in a trade or business should be deductible even if the business
loses money. Other interest should be deductible only to the extent
that the loan proceeds produce income so that the interest is properly
regarded as a cost of producing, and therefore a proper offset to, in-
come subject to taxation.

B. Personal Deductions

There are certain expenditures that, even though personal in na-
ture, ought to be deductible. One category of such expenses is court-
ordered alimony and support payments. To the extent that a person’s
income is devoted to such payments it is simply not available to meet
living expenses. It may be sensible to ignore certain other expenses that
might equally reduce the amount available to live on—for example,
losses suffered at the race track. But it seems exceedingly unwise to take
a harsh attitude toward payments that are made in fulfillment of both
a legal and moral obligation and for which the basic negative income
tax allowance does not compensate.

If the level of the alimony or support payment reflected actual in-

115. Straight-line depreciation is all that should be allowed, but the Model Statute
mistakenly allows the accelerated depreciation permitted under INT. REv. CobE oF 1954,
§§ 167(b)(2)-(3). The rural rules contain a useful catch-all provision to the effect that
“expenditures for assets having a useful life of more than one year shall be treated as
capital expenditures”—a provision of no small significance to farmers using the cash
method of accounting.

116. Assuming that there is one in the positive tax system. See INT. REV. CODE OF
1954, §§ 38, 49, This is actually not a deduction but a credit, of course, but is properly
considered together with the deductions.

117. See INT. REV. CODE OF 1954, § 172.

118. See Model Statute, supra note 2, § 9. See Asimow & Klein at 6-7.

119. There is, however, a limit in the Model Statute rules designed to first offset
capital losses against earlier capital gain that received favorable tax treatment because
the individual was subject to the positive tax system.

It might be argued that capital losses should be ignored except to the extent that
capital gain was counted as income that reduced benefits under the negative income
tax in earlier years. Otherwise a person with a one-time large capital loss might become
entitled to benefits, despite a high normal level of income. The carry-over concept in
the accounting rules, see Model Statute, supra note 2, § 9; Asimow & Klein at 10-16,
would substantially reduce benefits in such cases, but would not totally eliminate bene-
fits because of the limited life of the carryover,
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come then this would undermine the work incentive contemplated
by the negative income tax rate structure. And if the state courts did
not adjust the level of alimony and support payment to the payor’s
actual income (but rather to potential income) then the federal
government would probably be compelled to intervene in some way.
Otherwise the negative income tax payments intended to provide basic
support for a man’s present family would be diverted to the family of
his previous marriage whenever a state court determined that he ought
to be earning more than he was.

It would be possible, of course, to deny a deduction for alimony
and support payments, while simultaneously increasing the payor’s
basic allowance, by allowing him to treat as a dependent any person
to or for whom an alimony or support payment is made. But then in
order to avoid inaccuracy, the increase in the basic allowance would
still have to reflect the amount of the payment. The allowance of a
deduction seems the simpler, more direct method of reaching the
same result, although increase of the basic allowance would avoid
hardship whenever a person must continue to make alimony and sup-
port payments despite the loss of his job.

Among the poor, voluntary support payments and gifts are likely
to be made under much the same circumstances and serve much the
same function served by court-ordered alimony and support payments.
The principal difference that might cause concern is that voluntary
payments could be made to “beat the system.” It is conceivable (but,
to this author, barely so) that a poor person might make a gift to a
wealthier friend or relative for this purpose if a deduction were al-
lowed. The gift, if deductible, would result in an increase in the
donor’s benefits while the recipient (subject only to the positive tax,
under which gifts are not treated as income)!** would suffer no cor-
responding detriment. Thus, this gift would cause a net increase in
government expenditures. To foreclose this admittedly remote possibili-
ty, the Model Statute allows a deduction for gifts only when the donee
is subject to the negative income tax and therefore required to include
the gift in his income.

The basic allowance should also compensate the recipient for rea-
sonable, foreseeable medical expenditures. If this is done, free basic
medical services need not be provided and the incentive for in-
dividuals to avoid the frivolous use of medical services is preserved.
Substantial disbursements for nonrecurring medical problems cannot
be covered by the basic allowance. Perhaps such costs should be borne
by the federal government under the negative income tax or under

120. See INT. REv. CoDE OF 1954, § 102.
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some other program of universal health care or insurance for the poor.
But the possibility of providing such a benefit raises issues that are
beyond the scope of the negative income tax to resolve. The negative in-
come tax offers no relief to the family with extraordinary medical
expenses and no income (other than negative income tax benefits), but
it does seem appropriate to allow a deduction from income for such
expenses. The positive tax system affords precedent for such a subsidi-
zation of medical care;*® supporters of the deduction need not break
new ground in a difficult and controversial area.

The question of the deductibility of taxes based on income has
already been examined.'”* There remains the question of the deducti-
bility of other taxes that can now be deducted under the positive in-
come tax—most notably the property tax and the general sales tax.
Both of these can properly be viewed as costs of consumption. As such
they should not be deductible. Refusal to allow a deduction would
seem correct but for the fact that some states have no income tax and
therefore rely heavily for revenue on property taxes and, even more
50, on sales taxes. People in those states will be worse off, in the absence
of a deduction, than people living in other states, simply because of the
tax policies of the states of their residence. Despite these problems of
fairness and federalism, the Model Statute allows a deduction only for
income taxes.

The other major categories of personal deductions allowed under
the positive tax system are charitable contributions,'** casualty losses'**
and interest on personal debts.’?> No one has seriously proposed that
such deductions should be allowed under the negative income tax
(which may tell something about the positive income tax).*** Discus-
sion in this article of the possibility of allowing such deductions seems
unnecessary.

VIII. ConcLUDING REMARKS

This article reveals that determination of who is entitled to what
benefits requires an elaborate set of (possibly unarticulated) rules.
These rules can significantly affect the success of the negative income
tax in achieving its goals and, in the aggregate, they may be vital to
its success.’®

121. See InT. REV. CODE OF 1954, § 213.

122. See pp. 480-83 supra.

128. See INT. Rev. Cope oF 1954, § 170.

124. See INT. REV. CODE oF 1954, § 165(c)(3).

125. See INT. REv. CoDE OF 1954, § 163.

126. See R. GoOODE, supra note 55, at 157-638, 168-75.

127. Cf. Klein, Family Unit passim; Asimow & Klein passim.
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The emphasis here has been on the negative income tax; but the
negative income tax is merely a member of a larger class of programs
to relieve poverty. The problem of defining income also arises in pro-
grams for public housing, medical care, food stamps and education
subsidies. Thus an analysis of problems faced in implementing the
broad objectives of the negative income tax are relevant to other pro-
grams in which benefits are based on need.

It seems clear, if only for political reasons, that the negative in-
come tax cannot merely adopt the rules of the positive income tax
as early proponents suggested.”® Nor can it imitate the pattern of
traditional welfare programs (as, to a considerable extent, the Family
Assistance Plan did) without sacrificing many of its goals. Goals of in-
come maintenance and other poverty-relief programs, and the social
and ethical assumptions on which those goals are founded, often remain
vague, imprecise and confused until people are forced to examine
them in order to reach concrete rule-making decisions. It is my hope
that beyond simply supplying a diagram of the necessary plumbing for
an income-maintenance structure, this article will promote and con-
tribute to such an examination of goals and assumptions.

128. E.g, M. FRIEDMAN, CAPITALISM AND FREEDOM 192 (1962).
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APPENDIX

The following provisions relating to the definition of income are taken from Handler
& Klein, A Model Statute Reflecting the Recommendations of the President’s Com-
mission on Income Maintenance Programs, in THE PRESIDENT’S COMMISSION ON INCOME
MAINTENANCE PRrOGRAMs: TECHNICAL STUDIES, 293, 297-300 (1970).

Section 8. Definition of income.
A. In General.

For the purposes of this part, a person’s available income shall be his adjusted gross
income, as defined in section 62 of the Internal Revenue Code of 1954, with the modi-
fications provided by subsections (B) through (H).

B. Amounts Added to Adjusted Gross Income.

For the purposes of subsection (a), adjusted gross income for any period shall in-
clude the amount of the following items which accrue or are received during such period
to the extent they are not already included in the definition of adjusted gross income
in section 62 of the Internal Revenue Code of 1954:

(1) The entire amount of any payments received as an annuity, pension, or retire-
ment benefit,

(2) The amount or value of any and all prizes and awards,

(8) The proceeds of any life insurance policy in excess of $1,000,

(@) All gifts (cash or otherwise), support and alimony payments, inheritances, and
trust distribution of capital, in excess of a total of $50 per year, except for any gift
or support payment or other transfer received from a member of the same family unit
or from a private charity and except for any property (other than insurance proceeds)
inherited from a deceased spouse, provided that amounts received from any person who
is living in the same dwelling as the filer but is not a member of the filer'’s unit shall
not be considered gifts or support payments to the extent that they do not exceed the
greater of $25 per week or the actual cost of housing and feeding such nonmember
person, and provided that any amount that is received and paid for tuition, fees, and
books at any institution described in section 151(e)(4) of the Internal Revenue Code of
1954 shall not be deemed to be a gift or support payment, and provided that no amount
received under any government program in which the need of the recipient is an es-
sential prerequisite of the award shall be deemed to be a gift or support payment,

(5) Interest on all government obligations,

(6) Except as otherwise provided in this part, any amount received in the form of
damages, insurance payments, workmen’s compensation, or in any other form as (i)
compensation for physical, mental or any other personal injuries or sickness, (ii) wage
or income continuation payments, or (iii) payments for medical expenses,

(7) The rental value of parsonages,

(8) Certain combat pay and mustering-out payments to members of the Armed
Forces excluded from adjusted gross income by sections 112-113 of the Internal Revenue
Code of 1954,

(9) The full amount of all dividends, including periodic payments that are a return
of capital, except insurance dividends, that are used to offset premiums,

(10) The full amount of any scholarship or fellowship, including the value of room
and board supplied. without charge, to the extent that such scholarship or fellowship
exceeds the costs of tuition, fees, and books,

(11) The amount by which living expenses of the family unit are reduced when
an employer supplies meals or lodging at less than their fair market value, regardless
of whether the arrangement was made for the convenience of the employer,

(12) An amount paid by the government to a member of the Armed Forces as an
allowance for quarters or subsistence or a gratuity pay,

(18) The amount of current or accumulated income that could, within the discre-
tion of any person with a nonadverse interest, be paid to an individual from a trust
or estate of which he is a designated beneficiary, except that any such amount not ex-
ceeding $3,000 and in fact paid to some other person shall not be so included,
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(14) All amounts deductible under section 1202 of the Internal Revenue Code
of 1954,

(15) All unemployment compensation, from whatever source derived, whether from
government insurance programs or otherwise,

(16) Strike benefits received from any union or other organization or agency,

(17) All cash benefits received pursuant to Title II of the Social Security Act,

(18) Railroad Retirement Act cash benefits,

(19) Cash benefits under laws administered by the Veterans’ Administration except
for those which are income conditioned,

(20) Foreign source income presently excludable under sections 893, 894, 911, 912,
931, and 943 of the Internal Revenue Code of 1954,

(21) Amounts received as loans from the Commodity Credit Corporation,

(22) Items presently deductible under sections 173, 175, 180, 182, 263(c), 615, and 616
of the Internal Revenue Code of 1954,

(23) An amount equal to the total of all federal and state income tax refunds
multiplied by two, and

(24) (a) An amount equal to 10 percent of the “net usable wealth” owned by all
members of such unit less the amount of any capital distribution from a trust that has
been included in income by virtue of Section 8(B)(4) where the principal of such trust
is included in the computation of net usable wealth and less the amount of income
actually derived from property described in subsection (b)(v) below.

(b) Net usable wealth is an amount equal to the sum of:

(i) the equity in property used in a trade or business in excess of $10,000, or the
equity in a trade or business that includes an owner-occupied home in excess of $20,000;

(ii) the equity in an owner-occupied home not included in (i) above in excess
of $10,000;

(iii) the amount by which the total of all cash, checking accounts, savings accounts,
and equity in savings bonds, of all members of the unit taken together, exceeds $1,500;

(iv) the cash value of life insurance policies owned by all members of the unit in
excess of $5,000; and

(v) the amount of equity in all other property, real or personal, tangible or in-
tangible, of any kind (including property held in trust if such property is required to be
or, in the discretion of a member of the unit or any person, may be distributed presently
to any members of the unit) except clothing, furniture, automobiles with a total value
less than $4,000, and personal effects, with a total value of less than $250 per member
of the filing unit, and except the value of any pension, annuity, or retirement benefit,
less the total of all unsecured debts of all members of the unit.

(c) The term equity as used above means the fair market value of the property
less the amount of debt secured by it.

C. Deductions Allowed.

For the purposes of subsection (a), adjusted gross income for any period may be
reduced by the amount of the following items which accrue, are paid, or are other-
wise deductible during such period, to the extent that they have not already been de-
ducted from adjusted gross income under the provisions of the Internal Revenue Code
of 1954:

(1) All expenses for medical care within the meaning of sections 213 (e) of the
Internal Revenue Code of 1954, except that—

(A) this deduction shall not apply to expenses compensated for by insurance or
otherwise, where such compensation has been excluded from available income, and

(B) deductions can be made under this section only to the extent that the aggregated
medical expenses of the family unit during the current reporting period plus the
preceding eleven reporting periods exceeds $120 multiplied by the number of members
of the unit.

(2) Alimony, separate maintenance, and support payments made by any member
of the unit,
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(8) The value of any gift to a member of a family unit other than the donor’s
where the donee is a member of a family unit receiving payments under this Act,

(4) All deductions presently allowable under sections 162 and 212 of the Internal
Revenue Code of 1954, :

(5) Any deduction allowable under section 214 of the Internal Revenue Code of
1954, except that for purposes of this Act “dependent” in section 214(d)(1) shall mean
any person under 18 years old who is 2 member of the unit,

(6) All amounts deductible under section 404 of the Internal Revenue Code of 1954,
and

(7) An amount equal to the total of all federal and state income taxes paid by
all members of the unit multiplied by two.

D. Losses,

In determining adjusted gross income the losses that are deductible under Sections
165 and 166 of the Internal Revenue Code of 1954, except for losses described in Section
165 (C) (3), shall be allowed as deductions and losses from the sale, exchange, or dis-
position of capital assets, used in a trade or business or held for the production of
income may be deducted without limitation, to the extent that they exceed capital gains
realized during the preceding three years (other than capital gains that were reported
and reduced benefits that would otherwise have been payable under this part).

E. Interest.

No deduction shall be allowed for interest except for (1) interest on a loan, the
proceeds of which are used in the payor's trade or business, or (2) interest on a Joan
secured by property that produces income that is included in the unit's income under
any provision of section 8 (including Section 8 (B) (24)), but only to the extent of such
income.

F. Depreciation and Depletion.

In determining available income, a deduction shall be allowed for depreciation and
depletion only to the extent permitted by sections 167 and 611 of the Internal Revenue
Code of 1954; but no deductions shall be permitted for depletion calculated pursuant to
section 613 of the Internal Revenue Code of 1954.

G. Deductions Disallowed.

Deductions from income other than those specifically allowed in this section are dis-
allowed. No item shall be deducted more than once.
H. Subchapter § Corporations.

Any amount attributed to the available income of 2 member of the family unit by
operation of section 1373 of the Internal Revenue Code of 1954 shall be increased by
an amount proportional to the amount by which the taxable income of the electing
corporation would be increased if computed under this section.

1. Internal Revenue Code Applicable.

Except where this Act provides or necessarily implies otherwise the provisions of
the Internal Revenue Code of 1954 shall apply in the determination of available in-
come.



