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INTRODUCTION

The House Committee on Ways and Means has scheduled a pub-
lic hearing on May 1, 1996, on issues relating to the impact on
State and local governments and tax-exempt entities (other than
qualified pension trusts) of replacing the Federal income tax. The
hearing will focus on the effects of the following possible proposed
replacement tax systems: (1) a national retail sales tax; (2) a value-
‘added tax; (3) a consumption-based flat tax; (4) a cash flow tax; and
(5) a “pure” income tax. Some of these proposals have been the sub-
ject of introduced legislation. On March 6, 1996, Messrs. Schaefer,
Tauzin, Chrysler, Bono, Hefley, Linder, and Stump introduced H.R.
3039, the “National Retail Sales Tax Act of 1996.” On May 26,
1994, Senators Boren and Danforth introduced S. 2160 (103rd
Cong.), the “Business Transfer Tax,” which is a subtraction-meth-
od, value-added tax. On July 19, 1995, Mr. Armey and Senator
Shelby introduced H.R. 2060 and S. 1050, respectively. These bills
provide consumption-based flat taxes. On April 25, 1995, Senators
Nunn and Domenici introduced S. 722, the “USA Tax Act of 1995,”
which contains two consumption-based taxes—a cash flow tax on
individuals and a subtraction-method, value-added tax on busi-
nesses. This pamphlet,! prepared by the staff of the Joint Commit-
tee on Taxation, describes several aspects of present la\;v and the
various tax restructuring proposals with respect to State and local
governments, tax-exempt entities, and tax-exempt financing. '

Part I of this pamphlet is an overview of the discussions con-
tained in the remainder of the pamphlet. Part II provides a de-
scription of certain present-law income tax provisions that apply to
State and local governments and other tax-exempt entities. Part III
contains summary descriptions of the various proposed replacement
tax systems. Part IV is a discussion of particular issues confronting
State and local governments and other tax-exempt entities under
the proposed replacement tax systems. The Appendix presents data
used in Charts 3, 4, and 5.

1 This document may be cited as follows: Joint Committee on Taxation, Impact on State and
Local Governments and Tax-Exempt Organizations of Replacing the Federal Income Tax (JCS—
4-96), April 30, 1996.
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L. OVERVIEW .

State and local governments and other tax-exempt entities

Under the present-law Federal income tax system, State and
local governments themselves, as well as payments to such entities,
are subject to special rules. State and local governments are not
subject to tax on income derived from the exercise of any “essential
governmental function,” and individual taxpayers who itemize de-
ductions may deduct State and local income, real property, and per-
sonal property taxes. Businesses generally are permitted to deduct
such payments (as well as sales taxes) as ordinary and necessary
business expenses. From a revenue standpoint, the majority of
State and local revenues are derived from sources other than indi-
vidual and corporate income taxes, but many of the States that do
collect income taxes model their systems on the Federal income tax
system. Thus, under current law, there is a close relationship be-
tween the Federal and State tax systems. Any reform of the Fed-
eral tax system would have significant corollary effects on State
and local tax systems. ’ '

Non-governmental tax-exempt entities likewise are subject to
special rules under present law. The nonprofit sector encompasses
a wide variety of organizations, from social welfare organizations
to social clubs to credit unions. These organizations generally are
not subject to Federal income tax on dues and contributions they
receive, as well as on other income that is substantially related to
their exempt purpose. In addition, certain tax-exempt organizations
also are exempt from tax on their investment income. Special rules
apply to “charities” which, in exchange for satisfying more strin-
gent qualification requirements, are eligible for additional benefits
not available to other tax-exempt entities, such as tax-exempt fi-
nancing and the ability to receive tax-deductible contributions. For
most tax-exempt organizations, income that is derived from a regu-
larly carried on trade or business that is not substantially related
to the exempt purpose of the organization is subject to tax under
the unrelated business income tax (“UBIT”) rules. These rules also
exempt certain enumerated types of income from the UBIT. The
application of the UBIT rules, as well as the scope of the exemp-
tions, are an ongoing source of controversy between exempt organi-
zations and the Internal Revenue Service.

This pamphlet describes five alternatives to replace the current
income tax system. These are (1) a national retail sales tax, (2) a
value-added tax, (3) a consumption-based flat tax, (4) a cash flow
tax and (5) a “pure” income tax. Other than the “pure” income tax,
these alternative tax systems generally are consumption-based,
rather than income-based, taxes. The major difference between a
consumption-based tax and an income-based tax relates to the
treatment of savings. Under an income-based tax, returns to sav-
ings (e.g., dividends, interest, and capital gains) generally are sub-
ject to tax; under a consumption-based tax, these returns generally
are excluded from the tax base. The exclusion of returns to savings
from the tax base may be accomplished by taxing consumption di-
rectly, excluding investment income from the base, or providing a
deduction for increased savings. The current Federal “income” tax
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contains some features that are consumption-based (e.g., the treat-
ment of qualified retirement plans).

The various alternatives to replace the current income tax sys-
tem will have different effects on State and local governments and
other nonprofit entities. Activities of such entities raise particular
issues under a consumption-based tax. For example, assuming a
broad-based tax attempted to include the value added by govern-
ments or nonprofit entities in its base, difficulties in measurement
may arise because these entities often provide goods or services on
a free-of-charge basis or on a subsidized basis. In many cases, there
is no identifiable transaction involving, or consumer of, government
or nonprofit services. Taxation under a consumption-based tax re-
gime of certain activities of governments and nonprofits, such as
those currently taxed under the UBIT, may be accomplished under
consumption-tax rules generally applicable to for-profit businesses.
However, to the extent a government or nonprofit entity conducts
different types of activities, it becomes necessary to apply different
tax rules to each activity. The difficulties this presents exist to a
degree under present law, and are not likely to be alleviated under
a consumption-based system or a “pure” income tax to the extent
special rules are provided to address issues peculiar to government-
and nonprofit-provided goods and services. In addition, a shift to a
consumption-based tax or a pure income tax could have a signifi-
cant effect on charitable giving.

State and local government bonds

Present law exempts interest on debt of States and local govern-
ments from the regular individual and corporate income taxes. This
exemption extends both to bonds issued to finance activities carried
out and paid for by these governments, and to certain bonds issued
by these governments acting as conduits to finance activities car-
ried out and paid for by private parties. Interest on private activity
bonds is tax-exempt only if the activity being financed is specified
in the Internal Revenue Code.

Tax-exemption allows States and local governments to borrow at
interest rates below the rates paid by corporations and the Federal
Government; however, the capital markets direct only a portion of
the benefit of tax-exemption to States and local governments. The
balance of this Federal subsidy is received by investors, others in-
volved in issuance of the bonds, and private borrowers in the case
of private activity bonds. Adoption of a consumption tax or a pure
income tax could be expected to eliminate the tax advantage cur-
rently enjoyed by State and local government bonds relative to
other, currently taxable, debt of comparable risk. Proposals for a
consumption tax would exempt interest income, from whatever
source derived. A pure income tax would tax interest on tax-exempt
debt the same as other capital income.

Transitional concerns arise with respect to the value of tax-ex-
empt bonds issued before enactment of any tax reform proposal,
particularly long-term bonds having fixed interest rates. In addi-
tion, questions arise about the fiscal impact on States and local
governments from possible changes in interest expense relative to
those that they historically have experienced. Longer-term effects
from the elimination of tax-exemption on State and local govern-
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ment bonds are difficult to predibt because of broader economic
changes that can be expected to accompany enactment of tax re-
form. )
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II. PRESENT LAW AND BACKGROUND
A. State and Local Governments .

1. Treatment as nontaxable entities

Under section 115 of the Internal Revenue Code (the “Code”),
State and local governments (as well as public utilities and the Dis-
trict of Columbia) are not subject to Federal income tax on income
derived from the exercise of any “essential governmental function”
or from any public utility. Section 115 also provides that income ac-
cruing to the government of any possession of the United States,
or any political subdivision thereof, is not subject to Federal income
tax. In addition, section 501(c)1) provides tax-exempt status to cer-
tain entities organized under an Act of Congress which are instru-
mentalities of the United States.? o , ,

Historically, the term “essential governmental function” has been
interpreted broadly. A wide range of activities of State or local gov-
ernments has been determined under section 115 to be not subject
to Federal income tax, even though many such activities signifi-
cantly compete with private commercial ventures (e.g., hospitals
and liquor stores).3 .

2. Deductibility of State and local tax payments
Tax payments made by individuals

An individual taxpayer who itemizes deductions for Federal in-
come tax purposes (i.e., the individual does not claim the standard
deduction) may deduct State and local income, real property, and
personal property taxes paid or accrued during the taxable year,
even if such taxes had not been incurred in a trade or business ac-
tivity (sec. 164). Taxes paid as part of the acquisition or disposition
of property (e.g., transfer taxes) generally must be capitalized.
Under section 7871, Indian tribal governments are treated as
States for purposes of the section 164 deduction,

Tax payments made by businesses

When computing taxable income for Federal income tax pur-
poses, businesses generally are permitted to deduct as an ordinary

2 Although section 7871 provides that Indian tribes are treated as States for certain enumer-
ated tax purposes (such as for issuance of certain tax-exempt bonds, certain excise tax exemp-
tions, and eligibility to receive deductible charitable contributions), there is no specific statutory
provision governing the Federal income tax liability of Indian tribes. However, the IRS has lons
taken the position that Indian tribes, as well as wholly owned tribal corporations chartere
under Federal law, are not taxable entities and, thus, are immune from Federal income taxes.
See Rev. Rul. 67-284, 1967-2 C.B. 55; Rev. Rul. 81-295, 1981-2 C.B. 15. More recently, the
IRS has ruled that any income earned by an unincorporated Indian tribe or Federally red
tribal corporation is not subject to Federal income tax, regardless of whether the commercial
activities that produced the income are conducted on or off the tribe’s reservation. See Rev. Rul.
94-16, 1994-12 LR.B. 1, Rev. Rul. 94-65, 1994-42 1.R.B. 10. In ordinary matters not governed
by specific treaties or remedial legislation, individual members of Indian tribes are subject to
payment of Federal income tax (even if the income they receive is distributed to individual tribal
members out of income otherwise immune from tax when first received by the tribe). See Squire
v. Capoeman, 351 U.S. 1, 6 (1956).

3 Few activities conducted}l:iy governments have been found to be not related to their essential
governmental functions. See New York v. U.S., 326 U.S. 572 (1946)upholding imposition of Fed-
eral income tax on sale of bottled water by State). A State-run liquor store generally would be
an essential governmental activity, even though it is operated on a for-profit basis, because
there is a govemmental puw in the State’s operation of the venture (i.e., to assure compli-
ance with State laws). See Rev. Rul. 71-131, 1971-1 C.B. 29. See also P.L.R. 9205020 (income
of community mental health center that was State agency not subject to tax).



