High-Income Tax Returns for 1998

by Brian Balkovic

publication of data on individual incometax

returns reporting income of $200,000 or more,
including the number of such returns reporting no
incometax liability and the importance of various tax
provisions in making these returns nontaxable [1].
This article presents detailed data for the 2.1 million
high-income returns for 1998, as well as summary
datafor the period 1977 t0 1998. Detailed data for
the years 1974 through 1997 have been published
previously[2].

Two income concepts are used in this article to
classify tax returns as high-income:  the statutory
concept of adjusted gross income (AGI) and the
expanded income concept [3]. Expanded income
uses items reported on tax returns to obtain a more
comprehensive measure of income than AGI. Spe-
cifically, expanded income is AGI plus tax-exempt
interest, nontaxable Social Security benefits, the
foreign-earned income exclusion, and items of “tax
preference’ for “dternative minimum tax” purposes;
less unreimbursed empl oyee business expenses,
moving expenses, investment interest expense to the
extent it does not exceed investment income, and
miscellaneous itemized deductions not subject to the
2-percent-of-AGlI floor [4, 5]. Notethat, although
expanded income is a more comprehensive measure
of income than AGI, for some taxpayers, the subtrac-
tions from AGI to arrive at expanded income exceed
the additions, with the result that expanded incomeis
less than AGI.

Nuntoer of H gh- | ncone Ret ur ns

Table 1 showsthat, for 1998, there were 2,085,211
individual incometax returnsreporting AGI of
$200,000 or more, and 2,132,301 with expanded
income of $200,000 or more. These returns repre-
sented, respectively, 1.671 percent and 1.709 percent
of al returnsfor 1998.

Since 1977, the number of returns reporting
income of $200,000 or more has increased at a much
greater rate than the total number of returns filed.
This pattern is true under both income concepts.
Between 1997 and 1998, while the total number of
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tax returns increased
1.9 percent, the num-
ber of high AGI re-
turnsincreased 15.3
percent, and the
number of high ex-
panded-income re-
turns rose 15.0 per-
cent. Asareault, for
each year, returns
with income of $200,000 or more comprised a larger
share of al returns than for the preceding year.

The difference in the number of high-income
returns between the two income concepts signifi-
cantly decreased beginning with 1987, when AGI
began to include 100 percent of long-term capital
gains. That change in the definition of AGI made the
income concepts of AGI and expanded income maore
comparable. In addition, asaresult of theincluson
of tax-exempt interest in expanded income Sarting
with 1987, expanded income for years after 1986 is
not strictly comparable to expanded income for years
before 1987.

In the top panel of Figure A, the $200,000 thresh-
old for high-income returns is measured in current-
year (nominal) dollars. Asaresult of inflation, the
real (constant) dollar levd of the threshold fell over
time, and some returns are classified as high-income
that would not have been classified as high-income
for earlier years. To maintain the comparability of
thereal threshold over time, the nomina $200,000
threshold has been adjusted for inflation to 1976
constant dollars for all years, and the number of high-
income tax returns has been recomputed in the lower
pand of Figure A [6].

When measured in 1976 constant dollars, under
the expanded-income concept, the total number of
high-income returns for 1998 was only 6.7 times the
number for 1977. However, the number of high-
income returns for 1998 measured in current-year
dollars was 31.6 times as large asfor 1977. Since
1977, the percentage of returns with expanded in-
come of $200,000 or morein current dollarsin-
creased every year. The share of high expanded-
income returns in 1976 constant dollars increased
from 1997 to 1998, asit has for 5 of the most recent
10 years. For 1998, the share of high expanded-
income returns reached 0.318 percent, surpassing its
previous high of 0.283 percent that it reached in
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High-Income Tax Returns for 1998
All Returns and Returns with Income of $200,000 or More Measured in Current Dollars and in 1976
Constant Dollars, by Income Concept, Tax Years 1977-1998
$200,000 income threshold measured in current dollars
Number of returns Percentage of all
Tax year All returns by income concept returns by income concept
Adjusted Expanded Adjusted Expanded
gross income income gross income income
1) (2 ©) (4 (5
86,634,640 53,403 67,580 0.060 0.076
89,771,551 68,506 85,137 0.076 0.095
92,694,302 93,731 122,231 0.101 0.132
93,902,459 117,250 149,826 0.125 0.160
95,396,123 138,136 175,092 0.143 0.182
95,337,432 169,367 207,291 0.178 0.217
96,321,310 198,608 249,319 0.206 0.259
99,438,708 243,760 310,042 0.245 0.312
101,660,287 296,507 370,340 0.292 0.364
103,045,170 374,363 529,460 0.363 0.514
106,996,270 539,967 557,848 0.505 0.521
109,708,280 725,345 737,659 0.661 0.672
112,135,673 786,063 814,152 0.701 0.726
113,717,138 834,957 860,940 0.734 0.757
114,730,123 846,707 892,178 0.738 0.778
113,604,503 954,747 989,522 0.840 0.871
114,601,819 993,326 1,043,213 0.867 0.910
115,943,131 1,109,498 1,153,829 0.957 0.995
118,218,327 1,272,508 1,319,382 1.076 1.116
120,351,208 1,523,407 1,572,114 1.266 1.306
122,421,991 1,807,900 1,854,031 1.477 1.514
124,770,662 2,085,211 2,132,301 1.671 1.709
Current dollar $200,000 income threshold measured in 1976 constant dollars *
income threshold Number of returns Percentage of all
Tax year equal to $200,000 in by income concept returns by income concept
1976 constant dollars Adjusted Expanded Adjusted Expanded
(whole dollars) gross income income gross income income
(6) N (8) 9 10
213,005 45,931 58,991 0.053 0.068
229,174 49,388 62,556 0.055 0.070
255,184 55,542 76,479 0.060 0.083
289,631 52,512 71,704 0.056 0.076
319,508 50,880 71,146 0.053 0.075
339,192 59,411 81,297 0.062 0.085
350,088 67,310 93,977 0.070 0.098
365,202 80,800 116,389 0.081 0.117
378,207 95,740 134,715 0.094 0.133
385,237 119,550 191,596 0.116 0.186
399,297 161,408 169,942 0.151 0.159
415,817 235,051 241,201 0.214 0.220
435,852 217,685 228,530 0.194 0.204
459,400 216,716 228,659 0.191 0.201
478,735 183,442 195,743 0.160 0.171
493,146 213,783 227,354 0.188 0.200
507,909 201,236 212,853 0.176 0.186
520,914 204,532 214,673 0.176 0.185
535,677 237,770 248,077 0.201 0.210
551,494 278,342 288,194 0.231 0.239
564,148 335,040 345,869 0.274 0.283
572,934 385,183 396,207 0.309 0.318

11976 constant dollars were calculated using the U.S. Bureau of Labor Statistics' consumer price index for urban consumers. See footnote 6 of this article for further details.
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Returns with Expanded Income of $200,000 or More: Percentage of All Returns Measured in Current

and 1976 Constant Dollars, Tax Years 1977-1998
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11976 constant dollars were calculated using the U.S. Bureau of Labor Statistics' consumer price index for urban consumers. See footnote 6 of

this article for further details.

1997. Figure B shows the difference between the
constant and current dollar shares of high-income
returns.

Basaed on AGI, the number of high-income re-
turns for 1998 measured in current-year dollars was
39.0times aslarge asfor 1977. Measured in 1976
constant dollars, the number of returns for 1998 was
only 8.4 times the number for 1977. Between 1988
and 1994, the share of such returns fell from 0.214
percent to 0.176 percent of al returns, before in-
creasing each year from 1995 through 1998 to reach
0.309 percent for 1998. Asfor high expanded-
income returns, the 1998 share was a new high,

surpassing the previous high of 0.283 percent
reached in 1997.

Nont axaldl eH ght | ncone Ret urns

Two tax concepts are used in this article to classify
tax returns as taxable or nontaxable. The first
concept, “ U.S. incometax,” istotal Federal income
tax liability (including the* aternative minimum tax”
(AMT)), less al credits againgt incometax. Since
the U.S. income tax applies to worldwide income and
since a credit (subject to certain limits) is allowed
againgt U.S. income tax for income taxes paid to
foreign governments, a return could be classified as
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nontaxable under
thisfirst concept
even though income
taxes had been paid
to aforeign govern-
ment. The second
tax concept,

“ worldwide income
tax,” addresses this
circumstance by
adding to U.S.
income tax the
allowed foreign tax credit and foreign taxes paid on
excluded foreign-earned income [7, §].

For 1998, of the 2,085,211 incometax returns
with AGI of $200,000 or more, 1,467 (0.070 percent)
showed no U.S. incometax liability; and 1,283 (0.062
percent) showed no worldwide income tax liability
(the top pand of Figure C). For 1997, there were
1189 returns (0.066 percent) with AGI of $200,000 or
morewith no U.S. incometax liahility; and 1,048
returns (0.058 percent) with no worldwide income
tax ligbility.

Of the 2,132,301 tax returns with expanded
income of $200,000 or more, 2,224 (0.104 percent)
had no U.S. incometax liability; and 1,914 (0.090
percent) had no worldwide income tax liability [9].
Of the 1,854,031 returns with expanded income of
$200,000 or more for 1997, there were 1,814 (0.098
percent) with no U.S. incometax liability; and 1,562
(0.084 percent) with no worldwide income tax liabil-
ity.

Thus, the proportion of nontaxable returns, both
in terms of expanded income or AGI and whether
measured by absence of U.S. income tax or absence
of worldwide income tax, increased dightly between
1997 and 1998.

Although the number of nontaxable, high ex-
panded-income returns, as measured by absence of
U.S. income tax, increased in all but 8 years since
1977, that increase largely was attributable to the
growth in the overall number of all returns—taxable
and nontaxable—with income of $200,000 or more.
As mentioned previoudy, because of the inclusion of
tax-exempt interest in expanded income starting with
1987, the concept of expanded income is no longer
strictly comparable to expanded income calculated
for years before 1987 [10].

noU S i nconetax!iabil -
ity; andl, 914(0. 090

per cent) hadnowor | dw de
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Regardless of the income measure (AGI or
expanded income) or the tax concept (U.S. income
tax or worldwide income tax) used, the numbers of
1998 nontaxable, high-incomereturnsin 1976 con-
stant dollars were much lower than the numbersin
current dollars. The percentages of nontaxable re-
turns are not substantially different whether mea-
sured in constant or current dollars. Of returns with
AGI of $200,000 or morein current dollars, 0.070
percent reported no U.S. income tax for 1998; and
0.062 percent had no worldwide income tax. For
returnsin 1976 constant dollars, the percentage
without U.S. incometax liahility was 0.075; the
percentage without worldwide income tax liahility
was 0.065 (see the lower pand of Figure C).

Of returns with expanded income of $200,000 or
morein current dollars, 0.104 percent reported no
U.S. income tax; and 0.090 percent reported no
worldwide income tax. When looking at these same
returns using 1976 constant dollars, the percentage
without U.S. incometax liahility was 0.073; the
percentage without worldwide income tax liahility
was 0.064.

Figure D shows the number of returns with no
worldwide income tax and with expanded income of
$200,000 or more and their proportion of all high-
income returns for 1977 through 1998. These data
are shown in both current-year and 1976 constant
ddllars. In thisfigure, the spread between the two
percentage lines was small for the late 1970's,
showed an increase for the early 1980’s, and then
narrowed before widening again after 1988. The
spread narrowed again for 1994 through 1997 and
dightly increased again in 1998.

Note that, because the number of nontaxable
returns with expanded income of $200,000 or moreis
based on samples, year-to-year differences in the
numbers and percentages of nontaxable returns with
expanded income of $200,000 or more may represent
sampling variability, in addition to actual changesin
the numbers of such returns. Beginning with Tax
Year 1991, nontaxable returns with expanded income
of $200,000 or more were sampled at higher rates for
Statistics of Income, which reduced the sampling
variability of these returns and therefore provided
improved estimates. Thus, the data for returns prior
to 1991 are not entirely comparable with data for
more recent years.
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Nontaxable Returns with Income of $200,000 or More Measured in Current Dollars and in 1976
Constant Dollars, by Tax and Income Concept, Tax Years 1977-1998

$200,000 income threshold measured in current dollars

Number of nontaxable returns with income of $200,000 or more

Percentage of all returns with income of $200,000 or more

Returns with no U.S.

Returns with no worldwide

Returns with no U.S.

Returns with no worldwide

Tax year income tax, by income concept | income tax, by income concept | income tax, by income concept | income tax, by income concept
Adjusted Expanded Adjusted Expanded Adjusted Expanded Adjusted Expanded
gross income income gross income income gross income income gross income income
(€] 0] 3 4 ®) 6 )] ()]
60 85 37 64 0.112 0.126 0.069 0.095
98 105 60 67 0.143 0.123 0.088 0.079
70 114 28 64 0.075 0.093 0.030 0.052
143 198 56 114 0.122 0.132 0.048 0.076
226 304 79 114 0.164 0.174 0.057 0.065
262 299 109 153 0.155 0.144 0.064 0.074
447 579 321 437 0.225 0.232 0.162 0.175
532 325 471 271 0.218 0.105 0.193 0.087
612 613 442 454 0.206 0.166 0.149 0.123
659 595 437 379 0.176 0.112 0.117 0.072
857 472 740 364 0.159 0.085 0.137 0.065
822 397 731 309 0.113 0.054 0.101 0.042
1,081 779 987 691 0.138 0.096 0.126 0.085
1,219 1,183 1,114 1,087 0.146 0.137 0.133 0.126
1,253 1,933 1,131 1,740 0.148 0.217 0.134 0.195
909 1,896 823 1,799 0.095 0.192 0.086 0.182
1,022 2,392 932 1,950 0.103 0.229 0.094 0.187
1,137 2,574 1,061 2,161 0.102 0.223 0.096 0.187
998 2,676 896 1,746 0.078 0.203 0.070 0.132
1,044 1,820 950 1,660 0.069 0.116 0.062 0.106
1,189 1,814 1,048 1,562 0.066 0.098 0.058 0.084
1,467 2,224 1,283 1,914 0.070 0.104 0.062 0.090

$200,000 income threshold measured in 1976 constant dollars *

Number of nontaxable returns with income of $200,000 or more

Percentage of all returns with income of $200,000 or more

Returns with no U.S.

Returns with no worldwide

Returns with no U.S.

Returns with no worldwide

Tax year income tax, by income concept | income tax, by income concept | income tax, by income concept | income tax, by income concept
Adjusted Expanded Adjusted Expanded Adjusted Expanded Adjusted Expanded
gross income income gross income income gross income income gross income income

€)] (10) (11 (12) (13) (14) (15) (16)
54 75 32 56 0.118 0.127 0.070 0.095
62 70 31 39 0.126 0.112 0.063 0.062
38 71 15 39 0.068 0.093 0.027 0.051
56 71 22 39 0.107 0.099 0.042 0.054
53 87 21 55 0.104 0.122 0.041 0.077
58 68 27 36 0.098 0.084 0.045 0.044
138 135 113 108 0.205 0.144 0.168 0.115
170 78 160 66 0.210 0.067 0.198 0.057
190 155 137 99 0.198 0.115 0.143 0.073
201 189 138 120 0.168 0.099 0.115 0.063
312 126 271 85 0.193 0.074 0.168 0.050
277 141 251 116 0.118 0.058 0.107 0.048
293 128 269 106 0.135 0.056 0.124 0.046
339 169 307 137 0.156 0.074 0.142 0.060
301 305 273 277 0.164 0.156 0.149 0.142
171 288 148 264 0.080 0.127 0.069 0.116
180 323 160 300 0.089 0.152 0.080 0.141
227 345 209 329 0.113 0.161 0.104 0.153
202 281 174 252 0.085 0.113 0.073 0.102
236 275 213 254 0.085 0.095 0.077 0.088
256 247 222 214 0.076 0.071 0.066 0.062
290 289 251 253 0.075 0.073 0.065 0.064

11976 constant dollars were calculated using the U.S. Bureau of Labor Statistics' consumer price index for urban consumers. See footnote 6 of this

article for further details.

NOTE: See Figure H for the derivation of U.S. income tax and worldwide income tax.
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Number and Percentage of Returns with No Worldwide Income Tax and with Expanded Income of
$200,000 or More, Measured in Current and 1976 Constant Dollars, Tax Years 1977-1998

Number of returns Percentage of returns
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11976 constant dollars were calculated using the U.S. Bureau of Labor Statistics' consumer price index for urban consumers. See footnote 6 of this article for
further details.
NOTE: See Figure H for the derivation of worldwide income tax.

Detal | edCat af or 1998 O Thedistributions of taxableincome as a
Tables 1 through 12 present data based on income percentage of AGI and expanded income
tax returns for 1998, mainly those with income of (Tables 3 and 4);
$200,000 or more (measured in current-year dollars)
of AGI or expanded income. Most of the data are O The frequencies and amounts of various
shown for taxable and nontaxable returns, both sepa- sources of income, exclusions, deductions,
rately and combined. In summary, the tables show: taxes, and tax credits, aswell as the relation-
ship between the two income concepts
O The numbers of returns under the two tax (Tables 5 and 6);

concepts, cross-classified by broad AGI and

expanded income-size classes (Tables 1 and O The frequencies with which various deduc-

2); tions and tax credits are the most important




High-Income Tax Returns for 1998

and second mogt important items in reducing
(or iminating) incometax (Tables 7 and 8);

O The frequencies with which various itemized
deductions, tax credits, and tax preference
items occur as certain percentages of income
(Tables 9 and 10); and

O Thedigributions of effective tax rates, i.e.,
income tax under each definition as a per-
centage of income, by broad income-size
classes (Tables 11 and 12).

Tables1, 3,5, 7, 9, and 11 use the U.S. income
tax concept to classify returns as taxable or nontax-
able, whereas Tables 2, 4, 6, 8, 10, and 12 use the
worldwide income tax concept.

S zed | ncone

Tables 1 and 2 show the number of all returns,
taxable returns, and nontaxable returns, cross-
classified by broad AGI and expanded income-size
classes. The tables show that most returns fall in the
same broad income-size class under both income
concepts, but that the number of nontaxable returnsis
greater in each income class over $50,000 when
income is measured by economic income rather than
by AGI. Table 1 showsthat 1,467 returnswith no
U.S. income tax had an AGI of $200,000 or more;
and 2,224 returns with no U.S. income tax had an
expanded income of $200,000 or more.

Dstribuiond Taxlevd s

Tables 3 and 4 show the distributions of high-income
returns by the ratios of “adjusted” taxable income to
AGI or expanded income. Taxable income has been
“adjusted” for these tables by subtracting from
taxable income the deduction equivalents of tax
credits and other items[11]. Thus, the tables show
the extent to which AGI or expanded income,
respectively, are reduced before taxes are imposed
on theremaining income. Thetablesasoillustrate
three important facts about high-income tax returns.
(The examples in the paragraphs below are drawn
from the " expanded income” columnsin Table 4.)

O Asalready described, only a small portion of
high-income taxpayers were able to escape

all income taxes (0.090 percent, which is
rounded to 0.1 percent in Table 4).

O Anocther group of high-income taxpayers—
small, but larger than the nontaxable group—
was able to offset a very substantial fraction
of itsincome before being subject to tax.
This type of high-income taxpayer pays
income tax equa to only a small share of his
or her income. Such taxpayers may be
caled “ nearly nontaxables.” (About 0.7
percent of high expanded-income taxpayers
reported some tax liability, but were able to
reduce their taxable incomes to less than 25
percent of their expanded incomes.)

O Overdl, alarge portion of high-income tax-
payers were subject to tax on a large share
of their incomes and, consequently, reported
very substantial amounts of tax. (Some 60.3
percent had taxable income equal to 80
percent or more of expanded income; and
96.3 percent had taxable income equal to 50
percent or more of expanded income.)

Tables 11 and 12 show the distributions of tax
returns in another way: by tax burden. These two
tables classify all tax returns by both size of income
and effective tax rate, i.e., income tax as a percent-
age of either adjusted gross income or expanded
income. These tables show that, on average, high-
income taxpayers did have higher effective tax rates.
The tables also illustrate the wide dispersion of effec-
tive tax rates for high-income returns. For example,
Table 12 shows that, while 1.8 percent of returns
with expanded income of $200,000 or more had
ether no worldwide income tax or worldwide income
tax of less than 10 percent of expanded income, 45.1
percent had effective tax rates of 25 percent or
more. In addition, 78.0 percent of high-income tax-
payers had average tax rates ranging from 20 per-
cent to 35 percent, while 36.0 percent had effective
tax rates between 20 percent and 25 percent.

Ceracteristicsdf TaxREUrms

Tables 5 and 6 show, in the aggregate, the frequen-
cies and amounts of the types of income, the items of
tax preference, and the various deductions, credits,
and income taxes shown on high-income returns. By

11
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comparing the columns for nontaxable returns with
those for taxable returns, some of the different
characteristics of nontaxable returns can be deduced.
For example, nontaxable returns under the expanded-
income concept were much more likely to have
tax-exempt interest than were taxable returns, and
when they did have it, the average amount was much
higher. Similarly, nontaxable returns were much less
likely to have any income from salaries and wages.

Reasonsfar Nortaxabi ity

It ispossible for certain itemized deductions and
certain exclusions from income to cause nontaxability
by themsdlves, but high-income returns are more
often nontaxable as a result of a combination of
reasons, none of which, by itsdlf,
would result in nontaxability.
Moreover, some items, which singly
or in combination may eiminate
“regular tax” liability, i.e., income
tax excluding the alternative
minimum tax (AMT), cannot
diminatean AMT liahility, snce
these items give rise to adjustments
or preferences for AMT purposes.

Because they do not generate
AMT adjustments or preferences,
tax-exempt bond interest, itemized
deductions for interest expense, miscellaneous item-
ized deductions not subject to the 2-percent-of-AGlI
floor, casualty or theft losses, and medical expenses
(exceeding 10 percent of AGI) could, by themselves,
produce nontaxability [12].

Duetothe AMT exclusion of $45,000 on joint
returns ($33,750 on single and head-of-household
returns and $22,500 on returns of married taxpayers
filing separatdly), a return could have been nontax-
able, even though it included some items that pro-
duced AMT adjustments or preferences [13]. Fur-
ther, sincethe starting point for “ aternative minimum
taxable income” was taxable income for regular tax
purposes, a taxpayer could have adjustments and
preferences exceeding the AMT exclusion without
incurring AMT liability. Thissituation could occur if
taxable income for regular tax purposes was suffi-
ciently negative, due to itemized deductions and
personal exemptions exceeding AGI, so that the
taxpayer’s AMT adjustments and preferences are
less than the sum of the AMT exclusion and the

Not et hat because of AV,
t axpayer s may havef oundi t
bereficia toreport addi ti ondl

deducti oni tensonthei r tax
returns, evenif theitensd d
not produceabenefit for

regu ar t axpur poses.

amount by which regular taxable income is below
zero. Note that because of the AMT, taxpayers may
have found it beneficial to report additional deduction
items on ther tax returns, even if the items did not
produce a benefit for regular tax purposes.

Tables 7 and 8 classify tax returns by the items
that had the largest and second largest effects in
reducing or eiminating incometax. For returnson
which each of the largest effects was identified, the
tables show each of the second largest effects [14].
For example, Table 7 shows that, on taxable returns
with some U.S. income tax and expanded income of
$200,000 or more, the taxes paid deduction was the
most important item 49.8 percent of the time. Where
thiswas the primary item, the interest paid deduction
was the second most important item
58.2 percent of the time, and the
charitable contributionsdeduction
was the second most important item
27.5 percent of the time.

Table 8 shows that, on returns
without any worldwide tax and
expanded income of $200,000 or
more, the most important item in
reducing the tax, reported on 51.1
percent of the returns, was the
excluson for State and local govern-
ment interest (“tax-exempt inter-
es”). For these returns, the itemized deduction for
medical and dental expenses was the second most
important item 31.6 percent of thetime, and the
deduction for taxes paid was the second most impor-
tant item 22.3 percent of the time.

The four categories with the largest effect in
reducing taxes on high adjusted-gross-income returns
with no worldwide income tax were the investment
interest expense deduction (425 returns or 33.1
percent of the 1,283 tabulated returns with AGI of
$200,000 or more and with no worldwidetax liability);
total miscellaneous deductions (288 returns or 22.4
percent); partnership and S corporation net |osses
(240 returns or 10.9 percent); and medical and dental
expense deductions (135 returns or 10.5 percent).
These effects are also shown graphically in Figure E.

The four categories that most frequently had the
largest effect in reducing taxes for high expanded-
income returns with no worldwide income tax were
tax-exempt interest (927 returns or 51.1 percent of
the 1,814 tabulated returns with expanded income of
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FigureE

Returns With No Worldwide Income Tax and With Adjusted Gross Income of $200,000 or More:
Primary Reasons for Reduced Income Tax Liabilities, Tax Year 1998
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FigureF

Returns With No Worldwide Income Tax and With Expanded Income of $200,000 or More: Primary
Reasons for Reduced Income Tax Liabilities, Tax Year 1998
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$200,000 or more and with no worldwidetax liability);
medical and dental expense deductions (267 returns
or 14.7 percent); partnerships and S corporation net
losses (161 returns or 8.9 percent); and net casualty
or theft loss deduction (121 returns or 6.7 percent).
These effects are also shown graphically in Figure F.
Table 8 also shows the two items that most fre-
guently had the second largest effect in reducing
regular tax liability for high expanded-income returns
with no worldwide tax. These were the deduction for
taxes paid (383 returns or 21.1 percent) and the
deduction for medical and dental expenses (316
returns or 17.4 percent).

Tables 9 and 10 present another way of illustrat-
ing the importance of varioustax provisonsin reduc-
ing or diminating incometax. Unlike Tables7 and 8,
these tables cover only nontaxable returns, i.e., re-
turns showing noincometax liability, including AMT.
Tables 9 and 10 show the number of times that
various items reduced income by different fractions
of income. The items shown are the various catego-
ries of itemized deductions, the deduction equivalents
of two different types of tax credits, and total tax
preferences excluded from income. For example, for
high expanded-income returns with no worldwide
income tax (Table 10), the itemized deduction for
casualty or theft losses exceeded 100 percent of
expanded income on 81 of the 1,914 returns, but
there was no casualty or theft loss deduction on 1,778
returns. The medical expense deduction exceeded
total expanded income on 45 returns and amounted to
between 50 percent and 100 percent of expanded
income on an additional 219 returns.

Not es and Ref er ences

[1] The statutory requirement is contained in section
2123 of the Tax Reform Act of 1976 (90 Stat. at
1915).

[2] Lerman, Allen H., “High-lncome Tax Returns:
1974 and 1975, A Report on High-Income
Taxpayers Emphasizing Tax Returnswith Little
or No Tax Liability,” U.S. Department of Trea-
sury, Office of Tax Analysis, March 1977, and
“High-Income Tax Returns. 1975 and 1976, A
Report Emphasizing Nontaxable and Nearly
Nontaxable Income Tax Returns,” U.S. Depart-
ment of Treasury, Office of Tax Analysis,
August 1978;

(3]

U.S. Department of Treasury, Internal Revenue
Service, Satistics of Income—Individual
Income Tax Returns for 1977 through 1982 and
1985 through 1988. (For 1977 and 1978, only the
number of nontaxable, high-AGI returns was
published.)

Lerman, Allen H., “High-Income Tax Returns,
1983,” Satistics of Income Bulletin, Spring
1986, Volume 5, Number 4, pp. 31-61; “High-
Income Tax Returns, 1984,” Satistics of In-
come Bulletin, Spring 1987, Volume 6, Number
4, pp. 1-29; “High-Income Tax Returns for
1989,” Hatistics of Income Bulletin, Spring
1993, Volume 12, Number 4, pp. 23-50; “High-
Income Tax Returns for 1990,” Satistics of
Income Bulletin, Winter 1993-1994, Volume 13,
Number 3, pp. 104-132; “High-Income Tax
Returns for 1991,” Satistics of Income Bulletin,
Winter 1994-1995, Volume 14, Number 3, pp. 96-
130; and “High-Income Tax Returns for 1992,”
Satistics of Income Bulletin, Winter 1995-1996,
Volume 15, Number 3, pp. 46-82;

Latzy, John, “High-Income Tax Returns for
1993,” Satistics of Income Bulletin, Winter
1996-1997, Volume 16, Number 3, pp. 64-101;
and “High-Income Tax Returns, 1994,” Satistics
of Income Bulletin, Winter 1997-1998, Volume
17, Number 3, pp. 31-69;

Cruciano, Therese, “High-Income Tax Returns
for 1995,” Satistics of Income Bulletin, Sum-
mer 1998, VVolume 18, Number 1, pp 69-108;
“High-Income Tax Returns for 1996,” Satistics
of Income Bulletin, Winter 1998-1999, Volume
18, Number 3, pp. 7-59;

Paris, Michad, “High-Income Tax Returnsfor
1997,” Satistics of Income Bulletin, Winter
1999-2000, Volume 19, Number 3, pp. 6-58.

The 1976 Act specified four income concepts for
classifying tax returns. adjusted gross income
(AGI), expanded income, AGI plus excluded tax
preference items, and AGI less investment
interest expense not in excess of investment
income. Section 441 of the Deficit Reduction
Act of 1984 (90 Stat. at 815) diminated the
requirement to use the last two income concepts.
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[4] The definition of adjustmentsto AGI to abtain
the expanded income given in the text is for
1998. See Appendix A for adiscussion of AGI
and expanded income and a ligt of adjustments
covering all years since 1977.

[5] See Notes to Appendix A, Note A4.

[6] Inflation-adjusted constant dollars are based on
the Consumer Price Index (CPI-U) computed
and reported by the U.S. Department of Labor,
Bureau of Labor Statistics, Monthly Labor
Review. The consumer price index represents
annual averages of monthly indices and approxi-
mates buying patterns of typical urban consumers.

[7] See Appendix B for a discussion of the tax
concepts. In data published for years prior to
1989, ether in articles presented in the Statistics
of Income Bulletin or in chaptersin Statistics
of Income—ndividual Income Tax Returns
(see footnote 2), the “ U.S. income tax” concept
was described as “total income tax,” and the
“worldwide income tax” concept was described
as “ modified total income tax.”

[8] Theinclusion of foreign taxes paid on excluded
foreign-earned income, beginning with Tax Year
1990, represents an improvement in the world-
wide income tax concept. It does, however,
represent a dight break in the year-to-year
comparability of data for worldwide income tax.
However, the number of returns with foreign
taxes paid on excluded foreign-earned income is
extremey small compared to the number of
returns with the foreign tax credit.

[9] Includes returns on which income tax was
entirely offset by the earned income credit.

[10] Tax-exempt interest had to be reported on the
individual incometax return starting with Tax
Year 1987 and isincluded in expanded income
dtarting with that year. Beginning with Tax
Year 1991, tax-exempt interest was incorpo-
rated into the criteria used for sampling returns
for Statistics of Income, thus increasing the
reliability of the estimates of expanded income.

[11] See Appendix B for a description of how the
deduction equivalent of credits was computed.

[12] The deduction for charitable contributions could
alsofall intothisclassif it were not limited to 50
percent of AGI.

[13] The AMT exclusion phases out above certain
levels of “alternative minimum taxable income,”
based on filing status, but since taxpayerswill
have some AMT liahility in the phaseout range,
the phaseout income is not relevant for nontax-
able, high-income returns.

[14] Tax-exempt interest and the foreign-earned
income exclusion were not included in Tables 7
and 8 as possible tax effects before Tax Year
1994. Thus, caution should be exercised in
making comparisons between data prior to 1994
and after 1993.

Append xA | ncone Goncept s

Congress wanted data on high-income taxpayers
classified by an income concept that was more
comprehensive than adjusted gross income (AGlI),
but that was based entirely on items already reported
on income tax returns. In order to derive such an
income concept, it was necessary to begin with a
broad, inclusive concept of income. AGI must then
be compared to this broad income concept, and the
differences (both additions and subtractions) that can
be determined from items reported on tax returns
identified.

Thisappendix begins by defining “Haig-Simons
income,” a very broad concept of income used by
economists and others as a standard. AGI is then
compared to Haig-Simons income, and the major
differences between the two income concepts are
liged. Thefina section defines “ expanded income,”
a more comprehensive income measure than AGlI,
based entirely on tax return data.

Hai g- 9 nons | ncone

The broadest measure of annual income generally
used by economists and others is defined as the value
of a household' s consumption plus the change, if any,
in its net worth. Thisincome concept is referred to
as Haig-Simons income, or H-S income, after the two
economists who wrote extensively about it [Al].

The H-S income of a household that consumed
$25,000 and saved $2,000 in a year would be
$27,000. Alternatively, the H-S income of a house-
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hold that consumed $25,000 and had no additionsto
savings, but had assets that declined in value by
$1,000in ayear, would be $24,000.

H-S income congists of three broad components:
labor income, capital income (income from assets),
and income from transfer payments. The major
elements of each of these three components are as
follows:

O Labor income—This includes all forms of
employee compensation (including wages and
salaries), employee fringe benefits (such as
employer-provided health insurance and ac-
crued pension benefits or contributions), and
the employer share of payroll taxes (such as
Social Security taxes). Labor income also
includes the labor share of sdf-employment
income. Expenses of earning labor income
would be deducted in arriving at H-S income.
Deferred labor income (such as pension ben-
efits) would be counted in the year it was
earned, rather than in the year it was received.

O Capital income—This includes all income
from assets, including interest, dividends, rents,
royalties, accrued capital gains (whether or not
realized), the capital income share of sdf-
employment income, and the rental value of
consumer durables (most importantly, the
rental value of owner-occupied housing).
Capital incomeismeasured in real (inflation-
adjusted) terms and is net of real, economic
depreciation and all other expenses (which
could exceed capital income).

O Transfer payments—These include payments
in cash (such as Social Security benefits,
workers' compensation, unemployment ben-
efits, Aid to Families with Dependent Children
(AFDC), and noncash benefits (such as Medi-
care, Medicaid, and food stamps).

For purposes of tax analysis, H-S income should
be measured on a pre-tax bas's, the amount that
would be earned if there were no Federal income tax
in place. Mogt items of income are unaffected, or
little affected, by the income tax and so are reported
on a pre-tax bass. However, certain income items
from tax-preferred sources may be reduced because

of their preferential treatment. An exampleisinter-
est from tax-exempt State and local government
bonds. Theinterest rate on tax-exempt bondsis
generaly lower than the interest rate on taxable
bonds of the same maturity and risk, with the differ-
ence approximately equal to the tax rate of the typi-
cal investor in tax-exempt bonds. Thus, investorsin
tax-exempt bonds are effectively paying a tax, re-
ferred to as an “implicit tax,” and tax-exempt interest
as reported is measured on an after-tax, rather than a
pre-tax, basis. Income from all tax-preferred sources
should be* grossed up” by implicit taxes to properly
measure H-S income.

Ad ust edG oss| ncone

AGI isthe statutory definition of income for Federal
income tax purposes. AGI differs from H-S income
by excluding some components of H-S income and
by allowing accelerated business deductions and
deductions unrelated to income, but also by disallow-
ing or limiting certain expenses of earning income and
certain losses. In addition, AGI isnot “ grossed up”
for implicit taxes.

The components of H-S income excluded from
AGI include most employee fringe benefits, the
employer share of payroll taxes, accrued but deferred
employee compensation, accrued but unrealized real
capital gains, therental value of consumer durables,
most Social Security benefits, most other cash trans-
fers, all noncash transfers, and the real income of
borrowers due to inflation [AZ2].

Depreciation and certain other expenses allowed
in determining AGI may be accelerated (relative to
economic depreciation and other costs) in the early
years of an investment, thus understating investment
income. In later years, however, investment income
in AGI will be overstated because depreciation and
other accelerated expenses will then be undergtated.
AGI also excludes contributions to Individual Retire-
ment Arrangements (IRA’s) and self-employed
retirement (Keogh) plans, which are not expenses
related to earning income.

AGI generally exceeds H-S income to the extent
that expenses of earning income and losses are
limited or disallowed. Most of the expenses of earn-
ing income are deductible from AGI in calculating
taxableincome, but only if the taxpayer “itemizes’
deductions and then, in some cases, only to the extent
that the sum of all such items exceeds 2 percent of
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AGI. Expensesincurred in the production of income
that are itemized deductions include certain expenses
of employees (such as union dues; expenditures for
items used on the job but not reimbursed by the
employer; and the employee' s travel, meal, and
entertainment expenses); and expenses attributable to
a taxpayer’s (passive) investments (as opposed to
active participation in atrade or business, for ex-
ample), including, but not limited to, interest expense
incurred in connection with investmentsin securities
[A3]. Note that there are limits on certain types of
deductible expenses. In particular, deductible mesal
and entertainment expenses are limited to 50 percent
of total meal and entertainment expenses. Although
some job-related moving expenses have been de-
ducted in calculating AGI, the deductions for some
related expenses, such as expenses for temporary
guarters and expenses for sdling a former residence,
arelimited.

Although net capital losses reduce economic
income, only the first $3,000 of net realized capital
losses may be deducted in computing AGI. Any
additional realized |osses must be carried forward to
future years. In a somewhat similar manner, “pas-
sve’ losses (from investments in a trade or business
in which the taxpayer does not materially participate)
can also reduce economic income, but, in computing
AGiI, they can only be deducted from “passive’
income from other, smilar investments (although a
larger amount may be deducted when the losses are
from rental real estate activities).

AGI can also exceed H-S income because of
differences in the timing of income between the two
concepts. For example, a taxpayer may realize more
capital gainsin ayear than he or she accruesin
capital gains. Since AGI includes only redlizations of
capital gains, whereas H-S income includes only
accruas, AGI in this circumstance would exceed H-
S income.

Finally, just as AGI understates the income of
borrowers due to inflation, it overstates the income of
lenders, who include bond owners and owners of
bank deposits.

Expanded | ncone

Expanded income is meant to be a measure of
income that is conceptually closer to H-S income
than AGI, but which is derived entirely from items
already reported on income tax returns. Figure G

Derivation of Expanded Income from Adjusted
Gross Income, Tax Years 1977-1998

Adjusted gross income (AGI)

PLUS: o Excluded capital gains (tax years prior to 1987)
o Tax-exempt interest (1987 and later tax years)

o Nontaxable Social Security benefits (1987 and
later tax years)

o Tax preferences for alternative minimum tax
purposes [A5]

o Foreign-earned income exclusion (1990 and later
tax years)

MINUS: o Unreimbursed employee business expenses [A6]

o Nondeductible rental losses (Tax Year 1987)

o Moving expense deduction (Tax Years 1987 through
1993) [A7]

o Investment interest expense deduction to the extent
it does not exceed investment income

o Miscellaneous itemized deductions not subject to the
2-percent-of-AGI floor (1989 and later tax years)

EQUALS: o Expanded income

NOTE: Footnotes to Figure G are included with the footnotes to Appendix A.

shows the adjustments made to AGI to arrive at
expanded income. Since the definition of AGI was
changed by legidation several times since 1977, and
certain reporting requirements also changed, the
adjustments differ over the years, asindicated for
each item [A4]. Mogt of these adjustments are
relatively straightforward, but the adjustment for
investment requires some explanation.

| nvest nert | nterest

In measuring H-S income, it generally would be
appropriate to deduct all expenses incurred in the
production of income, including those related to any
income-producing investments, without limit. Invest-
ment expenses in excess of investment income would
then represent net economic losses. However, such
aliberal deduction for investment-related expensesis
not necessarily correct when not all income items
have been included currently. (Investment income
includesinterest, dividends, and capita gains.)

If all income has not been included currently, full
deduction of investment expenses might represent a
mismatching of receipts and expenses and might
result in understating income. For example, if a
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taxpayer borrowed funds to purchase securities, net
income would be understated if the taxpayer de-
ducted al interest payments on the loan, but did not
include as income any accrued gains on the securi-
ties. A similar mismatching of income and expenses
would occur if investment expenses that should
properly be capitalized were deducted when paid. In
these instances, a more accurate measure of income
might be obtained by postponing the deduction of the
expense until such time as the income were recog-
nized for tax purposes.

Additional problems are created when a person
with aloan has both income-producing assets, such
as securities, and non-income-producing assets, such
as a vacation home or yacht. It isnot possible to
determine what portion of the interest expense should
be attributed to taxable income-producing assets and,
therefore, ought to be deductible against the gross
receipts from such taxable assets. As aresult of
these problems, it has been necessary to set arbitrary
limits on the amount of investment expenses that are
deductible in calculating expanded income.

Investment expenses that have not been de-
ducted in determining AGI generally can appear on a
Federal individual income tax return in two places.
Investment interest expense is taken into account in
the calculation of the itemized deduction for interest
paid. Deductible investment interest expenseis a
separate part of the total interest deduction. Other
investment expenses, such as management fees, are
included in the miscellaneous category of itemized
deductions[A8]. Beginning with 1987, most types of
income-producing expenses included as miscdla
neous itemized deductions are only deductible to the
extent that their total exceeds 2 percent of AGI. To
determine expenses that should be deductible in
calculating an approximation of H-S income, invest-
ment expenses have been defined as deductible
investment interest expense.  Other investment
expenses could not be separated from the remainder
of miscellaneous deductions. Hence, they have not
been usad in the adjustment for investment expenses.

To the extent that interest expenses do not
exceed investment income, they are generally al-
lowed as a deduction in the computation of deductible
investment interest expense and thus expanded
income. Investment interest expenses that do ex-
ceed investment income are not deductible in calcu-
lating expanded income. One consequence of this

definition is that investment expenses can never turn
positive investment income into investment losses.
Generally, allowing investment expenses to offset all
investment income is generous and tends to under-
state broadly-measured income. However, in some
instances, limiting investment expenses to investment
income may over state income by disallowing genuine
investment |osses.

Not est oAppendi XA

[Al] Haig, Robert M. (ed.), The Federal Income
Tax, Columbia University Press, 1921, and
Simons, Henry C., Personal Income Taxa-
tion, University of Chicago Press, 1938.

[A2] Borrowers receive income due to inflation
because the real value of debt is reduced by
inflation. Even though inflation may be antici-
pated and reflected in interest rates, tax
deductions for nominal interest payments
overstate interest costs because part of these
payments represent a return of principal to the
lender, rather than interest.

[A3] See Notes and References, footnote 4.

[A4] For 1977, some 50 percent of net long-term
capital gainswereincluded in AGI. During
1978, theinclusion ratio was changed to 40
percent. Thisincluson ratio remained un-
changed through 1986. Beginning with 1987,
there was no exclusion allowed for capital
gainsin computing AGI, and, thus, this adjust-
ment was not made in computing expanded
income for returns for years after 1986.

From this time forward, taxpayers were
required to report on their Federal income tax
returns the amount of their tax-exempt interest
income from State and local government
bonds. Since 1987, tax-exempt interest has
been included in expanded income.

Taxpayers are also required to report Social
Security benefits. Since 1988, nontaxable
Social Security benefits have been included in
expanded income. However, if none of a
particular taxpayer’s Social Security benefits
are taxable, then gross Social Security benefits
are not required to be shown on the income tax
return. In such instances, which generally only
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affect lower- and middle-income taxpayers,
Social Security benefits are not included in
expanded income.

The subtraction of unreimbursed employee
business expense and the moving expense
deduction is to make the concept of expanded
income comparable to years prior to 1987. All
current-year moving expenses beginning with
Tax Year 1994 were deducted in the calcula-
tion of AGI as a statutory adjustment.

Due to subtracting non-limited miscellaneous
deductions and not subtracting the nondeduct-
ible rental loss for 1989, the expanded income
concept for 1989 is not strictly comparable to
expanded income for 1988. Nor isthe ex-
panded income concept for 1990 dtrictly
comparable to expanded income for 1989
because of the addition of the foreign-earned
income exclusion. Specific details on the
definition of expanded income for any given
year are available in the reports and publica-
tions enumerated in footnote 2, under Notes
and References.

[A5] The “tax preferences’ (obtained from Form
6251, Alternative Minimum Tax Computa-
tion) excluded from adjusted gross income and
tabulated in Tables 5 and 6 include the follow-
ing items. the excess of acceerated deprecia-
tion over straight-line depreciation on certain
real property and property subject to a lease
(for property placed in service before 1987);
the appreciated portion of the value of certain
property contributed to charitable organiza-
tions; the excess of percentage depletion over
the “adjusted basis’ of the property; certain
intangible drilling costs to the extent that they
exceed otherwise allowable amortization
deductions; and related adjustments, refigured
for AMT purposes, such as section 179
expense deductions, expenses for business or
rental use of the home, taxable IRA distribu-
tions, etc.

Preferences obtained through itemized deduc-
tions do not represent omitted income.  Hence,
they have not been counted as preference
itemsin calculating a broader measure of
income. The preference from tax-exempt

interest on certain private activity bonds was
not included, since the interest for all tax-
exempt State and local government bonds is
considered to be omitted income. Specific
details on the tax preference items obtained
from Form 6251 for earlier years are available
in the reports and publications enumerated in
footnote 2, under Notes and References.

[A6] Includes deductible meal and entertainment
expenses. Deductible expenses are limited to
50 percent of total meal and entertainment
expenses, beginning with Tax Year 1994.

[A7] Certain moving expenses, such as expenses
for temporary quarters and expenses for
sdling a former resdence, are limited.

[A8] Some income deferrals and accel erated
expense deductions may also be involved in
income or losses from rental property, from
royalties, from partnerships, and from S
corporations, only the net amounts of which
areincluded in adjusted gross income.

Appendi xB Tax Goncept s

This appendix provides a brief summary of the U.S.
taxation of worldwide income and the foreign tax
credit. The two tax concepts used in this article are
then defined. The following section explains the
computation of the deduction equivalent of credits
and other items. A final section discusses the
possibleimplications of the use of unaudited tax
return data for this article.

US Taxati onof Vi | dw del nconeandt he
Fore onTaxCed t
Citizens and residents of the United States, regard-
less of where they physically resde, must generally
include in income for Federal income tax purposes
income from all geographic sources. Thus, for
example, dividends and interest received from a
foreign corporation or income earned working abroad
is subject to Federal income tax in the same manner
as income received from sources inside the United
States [B1]. Income from sources outside the United
States may also be subject to tax by foreign govern-
ments.

Toreduce, if not diminate, the possibility of
double taxation of the foreign-source income of U.S.
citizens and residents, the Federal income tax allows

19



20

High-Income Tax Returns for 1998

a credit for income taxes paid to foreign govern-
ments. Thisforeign tax credit is generaly limited to
the amount of (pre-credit) U.S. tax liability attribut-
able to foreign-source income. Thislimit prevents
the foreign tax credit from offsetting the U.S. tax on
U.S.-source income.

Asareault of taxing citizens and residents on a
worldwide basis but allowing aforeign tax credit,
some Federal income tax returns may report substan-
tial income but littleor no U.S. tax liability after
credits. This may occur, for example, if ataxpayer
has income only from foreign sources (the taxpayer
may live abroad the entire year and have no income-
producing assets in the United States), or if a tax-
payer has foreign-source income that exceeds a net
loss from U.S. sources and pays income taxes to a
foreign government that are comparable to the U.S.
tax [B2].

For taxpayers with income from foreign sources,
these procedures understate the taxpayers true
worldwide income tax liabilities and effective income
tax rates. For such taxpayers, it does not seem
appropriate to classify U.S. income tax credits for
foreign tax payments asreducing tax liahbilities. This
is particularly true for tax filers who appear to be
nontaxabl e because they do not have any U.S. tax
liability, but who have paid foreign incometaxes. A
more accurate measure of overall income tax burden,
aswdl as the numbers of nontaxable returns, can be
obtained by considering al income taxes—U.S. as
well asforeign. Thus, a second tax concept, world-
wide income tax, has been used in addition to the
traditional U.S. income tax.

Two Tax (oncept s

Two tax concepts are used in this article to classify
tax returns as taxable (i.e., returns showing an
incometax liahility) or nontaxable(i.e., returns
showing no incometax liability) and to measure the
tax burdens on taxable returns: U.S. income tax and
worldwide income tax. Worldwide income tax is
defined for purposes of this article as U.S. income
tax plus the foreign tax credits reported on the U.S.
income tax return and foreign taxes paid on excluded
foreign-earned income (obtained from Form 11186,
Foreign Tax Credit). The amount of the foreign tax
credits and foreign taxes paid on excluded foreign-
earned income is used as a proxy for foreign tax
liabilities[B3]. Therdationship of U.S. income tax

Derivation of "U.S. Income Tax" and "Worldwide
Income Tax," Tax Year 1998

Tax at regular rates (tax generated)

PLUS: Additional taxes (such as tax on accumulation
distributions from qualified retirement plans,
Form 4972)

EQUALS: Income tax before credits

MINUS: Tax credits

PLUS: Alternative minimum tax (Form 6251)

EQUALS: U.S. income tax

PLUS: Foreign tax credit

PLUS: Foreign taxes paid on excluded foreign-earned
income (Form 1116)

EQUALS: Worldwide income tax

to tax items reported on individual income tax returns,
and to worldwide income tax, is shown in Figure H.

ggneri ngExd usi ons, Beduct i os, TaxCGed ts,
Foeci d TaxCnput at i ons

In order to compare the importance of various
exclusions, deductions, tax credits, and special tax
computations (such as the alternative minimum tax on
tax preferences), the different types of items must be
placed on the same basis. One way of doing so isto
calculate the size of the deduction that would reduce
(or increase) income tax by the same amount as a
tax credit or special computation. Thisamount is
called the * deduction equivaent” of the tax credit or
special computation.

The deduction equivalent of atax credit or a
specia tax computation is the difference between the
taxable income that, using the ordinary tax rate
schedules, would yield the actual tax before the
provison in question is considered and the actual tax
after the provison. For example, the “ deduction
equivalent of al tax credits’ is equal to the difference
between “taxable income that would yield income tax
before credits’ and “taxable income that would yield
income tax after credits.”

Using this method of equating the value of de-
ductions, exclusions, credits, and special tax computa-
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tions, the order in which the various credits and
special tax computations are calculated may affect
the value of their deduction equivalents. Because the
tax rate schedules are progressive, with successive
increments to income taxed at successvely higher
tax rates, the deduction equivalent of the credit con-
verted last to a deduction equivalent will be larger

(for the same amount of a credit) than the item
converted first, unless all relevant taxable income
amounts are within a single tax-rate bracket.

The deduction equivalents of tax credits shown in
Tables 9 and 10 were computed by assuming that
deductions and exclusions reduce taxes before cred-
its. Asaresult, the deduction equivalent of tax
credits may be overstated.

Lhaudi tedCat a
Tax return data used for Satistics of Income have
been tabulated as they were reported on tax returns
filed with the Internal Revenue Service (IRS).
Certain obvious arithmetic errors have been cor-
rected, and certain adjustments have been made to
achieve consstent gtatistical definitions. Otherwise,
the data have not been altered. In particular, the data
do not reflect any changes that may have been or
could be made as aresult of IRS audits. Whilethisis
true of data throughout the entire Statistics of Income
program, it is particularly relevant for high-income tax
returns. Because of the greater complexity of these
returns, thereis a higher probability of error and more
scope for disagreement about the proper interpreta-
tion of tax laws.

The fact that the data have been drawn from
unaudited returns is of even greater importance for

those high-income returns that are nontaxable. Al-
most any audit changes would make such returns
taxable. Even where the tax consequences are
minor, such returns could be reclassfied from non-
taxable to taxable, thereby changing the counts of
nontaxable returns.

Not es t o Appendi x B

[B1] An exception isthat certain income earned
abroad may be excluded from AGI. Any
foreign taxes paid on such income are not
creditable against U.S. income tax. The tables
in this article include such excluded incomein
expanded income. Foreign taxes paid on such
income are reflected in worldwide income tax,
as discussed later.

[B2] Although the foreign tax credit is an item of
tax preference for AMT purposes, taxpayers
below the AMT exclusion thresholds, or with
preferences or deductions not subject to AMT,
could completely offset pre-credit U.S. income
tax liahility with foreign tax credits.

[B3] Where foreign tax rates exceed U.S. rates,
foreign tax creditswill be lessthan foreign tax
liabilities. 1n such cases, using foreign tax
creditsasaproxy for foreign tax liabilities
understates worldwide income tax liability. In
other cases, when foreign tax credits are for
taxes paid on income from previous years, use
of foreign tax credits as a proxy may overstate
or understate worldwide taxes on current-year
income.

SOURCE: IRS, Statistics of Income Bulletin, Winter
2000-2001, Publication 1136 (Rev. 2-2001).
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Table 1.--Returns With and Without U.S. Income Tax: Number of Returns, by Size of Income Under

Alternative Concepts
All figures are estimates based on samples

Returns by size of adjusted gross income
Returns by tax status, All $50,000 $100,000
size of expanded income returns Under under under $200,000
$50.,000t $100.000 $200.000 or more
(6] (2 3 4 (5)
All returns
Total... 124,770,662 93,311,388 23,107,806 6,266,258 2,085,211
UNdEr $50,0001........c.coueieieiiieiiireeieeseseee ettt 92,754,054 92,291,507 461,639 525 383
$50,000 under $100,000... 23,648,638 996,804 22,451,421 199,810 603
$100,000 under $200,000. . 6,235,668 21,545 190,581 5,990,534 33,008
$200,000 OF MOTE....cevveneieierieetenesesieseee st eeeie e eee b eeeseaes 2,132,301 1,531 4,165 75,389 2,051,216
Returns with U.S. income tax
Total... 96,602,063 65,200,192 23,054,940 6,263,188 2,083,744
UNdEr $50,0001........c.couiieieiieieiieieeseeeee st 64,716,990 64,258,144 458,578 183 85
$50,000 under $100,000... 23,529,260 926,034 22,403,309 199,397 520
$100,000 under $200,000. . 6,225,736 15,052 189,172 5,988,633 32,879
$200,000 OF MOTE....cevveneeeiesieeteneresieieee et ne e eeeseaes 2,130,077 961 3,881 74,976 2,050,259
Returns without U.S. income tax
TOTAl ettt 28,168,599 28,111,196 52,866 3,069 1,467
UNdEr $50,0001........ccoumieieiieieiieiee sttt 28,037,064 28,033,363 3,061 342 298
$50,000 under $100,000... 119,378 70,770 48,112 413 83
$100,000 under $200,000. . 9,933 6,493 1,409 1,901 129
$200.000 OF MOIB. i 2,224 570 284 413 957

1 Includes returns with adjusted gross deficit or with negative expanded income.
NOTE: Detail may not add to totals because of rounding.




High-Income Tax Returns for 1998

Table 2.--Returns With and Without Worldwide Income Tax: Number of Returns, by Size of Income

Under Alternative Concepts
All figures are estimates based on samples

Returns by size of adjusted gross income

Returns by tax status, All $50,000 $100,000
size of expanded income returns Under under under $200,000
$50.000t $100,000 $200,000 or more
1) (2) (3) (4 (5)
All returns
LIS L USROS 124,770,662 93,311,388 23,107,806 6,266,258 2,085,211
UNdEr $50,0001........cucoeieieieieieirieieiesisiee et 92,754,054 92,291,507 461,639 525 383
$50,000 under $100,000... 23,648,638 996,804 22,451,421 199,810 603
$100,000 under $200,000. 6,235,668 21,545 190,581 5,990,534 33,008
$200,000 OF MOTE....cvveneieniietereaesiese ettt ee st ese et et eeeeenes 2,132,301 1,531 4,165 75,389 2,051,216
Returns with worldwide income tax
LIS L USROS 96,636,201 65,233,526 23,054,989 6,263,758 2,083,928
UNdEr $50,0001........c.couieeiiiieieirieieieee et 64,745,326 64,286,475 458,578 183 91
$50,000 under $100,000... 23,532,277 929,002 22,403,313 199,437 525
$100,000 under $200,000. 6,228,210 17,084 189,177 5,989,060 32,889
$200,000 or more 2,130,387 965 3,922 75,078 2,050,422
Returns without worldwide income tax
LIS L USROS 28,134,461 28,077,862 52,816 2,500 1,283
UNAEr $50,0001........c.coiieeiieieieirieieieeesiese et 28,008,728 28,005,032 3,061 342 292
$50,000 under $100,000... 116,361 67,802 48,108 373 78
$100,000 under $200,000. 7,458 4,461 1,404 1,474 119
$200.000 or more.............. 1914 566 243 311 794

1 Includes returns with adjusted gross deficit or with negative expanded income.

NOTE: Detail may not add to totals because of rounding.
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High-Income Tax Returns for 1998

Table 3.--Returns With and Without U.S. Income Tax and With Income of $200,000 or More Under
Alternative Concepts: Distribution of Returns by Ratio of Adjusted Taxable Income to Income Per

Concept
All figures are estimates based on samples

Adjusted gross income concept

Expanded income concept

Tax status, ratio of adjusted taxable Number Percentage Cumulative Number Percentage Cumulative
income to income per concept of of percentage of of percentage
returns total of total returns total of total
(1) (2) (3 4 (5) (6)
TOTAl ettt 2,085,211 100.0 - 2,132,301 100.0 -
Returns without U.S. iNCOME taX.......ccevueeeirieeeieeciieeciie e, 1,467 0.1 - 2,224 0.1 -
Returns with U.S. income tax:

Ol ettt 2,083,744 99.9 100.0 2,130,077 99.9 100.0

Ratio of adjusted taxable income to income per
concept:

Under 5 Dercent.........cooiiiiiiiiiiiciicnececssens 828 ® ® 2,678 0.1 0.1

5UNAEr 10 PEICENL......eeeieeeeieeieeie e ree e e e e ee e 1,107 0.1 0.1 3,944 0.2 0.3

10 under 15 percent 4,751 0.2 0.3 8,124 0.4 0.7

15 under 20 percent 3,203 0.2 0.5 7,206 0.3 1.0

20 under 25 percent 2,577 0.1 0.6 7,252 0.3 1.4

25 under 30 percent 4,541 0.2 0.8 6,284 0.3 1.7

30 under 35 percent 5,530 0.3 1.1 11,037 0.5 2.2

35 under 40 percent 8,501 0.4 1.5 13,850 0.7 2.8

40 under 45 percent 13,399 0.6 21 20,833 1.0 3.8

45 under 50 percent 19,167 0.9 3.1 24,368 11 5.0

50 under 60 percent. 84,809 4.1 7.1 110,917 5.2 10.2

60 under 70 percent 187,613 9.0 16.1 216,436 10.2 20.3

70 under 80 percent. 468,695 225 38.6 444,979 20.9 41.2

80 percent or more... 1.279.024 614 100.0 1,252,169 58.8 100.0

1 Less than 0.05 percent.
NOTE: Detail may not add to totals because of rounding.




High-Income Tax Returns for 1998

Table 4.--Returns With and Without Worldwide Income Tax and With Income of $200,000 or More Under
Alternative Concepts: Distribution of Returns by Ratio of Adjusted Taxable Income to Income Per

Concept
All figures are estimates based on samples

Adjusted gross income concept

Expanded income concept

Tax status, ratio of adjusted taxable Number Percentage Cumulative Number Percentage Cumulative
income to income per concept of of percentage of of percentage
returns total of total returns total of total
(1) (2) (3) (4) (5) (6)
2,085,211 100.0 - 2,132,301 100.0 -
Returns without worldwide income tax... 1,283 0.1 - 1,914 0.1 -
Returns with worldwide income tax:
TOLAL 2,083,928 99.9 100.0 2,130,387 99.9 100.0
Ratio of adjusted taxable income to income per
concept:
under 5 Dercent.........cocvviiieiiiiiiciiccceee e 724 ® ® 2,271 0.1 0.1
5 under 10 percent 732 ® 0.1 1,621 0.1 0.2
10 under 15 percent.. 2,145 0.1 0.2 3,281 0.2 0.3
15 under 20 percent 833 ® 0.2 2,980 0.1 0.5
20 under 25 percent 985 ® 0.3 4,162 0.2 0.7
25 under 30 percent 2,746 0.1 0.4 4,695 0.2 0.9
30 under 35 percent.. 4,673 0.2 0.6 9,032 0.4 1.3
35 under 40 percent 7,205 0.3 1.0 11,084 0.5 1.8
40 under 45 percent 12,419 0.6 1.6 17,348 0.8 2.7
45 under 50 percent 16,455 0.8 2.3 22,553 11 3.7
50 under 60 percent 79,587 3.8 6.2 106,614 5.0 8.7
60 under 70 percent 184,496 8.9 15.0 213,815 10.0 18.8
70 under 80 percent.. 465,265 223 37.3 446,279 20.9 39.7
80 percent or more.... 1.305.661 62.7 100.0 1.284.653 60.3 100.0

1 Less than 0.05 percent.

NOTE: Detail may not add to totals because of rounding.
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High-Income Tax Returns for 1998

Table 5.--Returns With and Without U.S. Income Tax and With Income of $200,000 or More Under
Tax, by Tax Status

Alternative Concepts: Income, Deductions, Credits, and

All figures are estimates based on samples--money amounts are in thousands of dollars]

eturns with income of $200.000 or more
Total ReFurns with Returns without
Income concept, item U.S. income tax U.S. income tax
Number Number Number
of Amount of Amount of Amount
returns returns returns
(6] (2) 3 (4 (5) (6
Adjusted Gross Income Concept
Salaries and Wades. ..........eeieeieeririeeessee e 1,766,899 525,114,177 1,766,177 524,972,821 722 141,356
Business or profession:
NEEINCOME....viiiieiicie e 443,981 47,946,038 443,737 47,928,830 244 17,208
NEEIOSS ..ttt 118,778 2,504,246 118,611 2,481,334 167 22,912
Farm:
NEEINCOME....viiiieiicie e 17,354 797,374 17,340 797,079 14 295
NEEIOSS...viuiieiieieieeseeie et 48,064 2,015,998 48,007 2,004,008 57 11,990
Partnership and S corporation net income
after Section 179 property deduction: *
NEEINCOME....viiiieiicie e 759,769 178,363,563 759,494 178,334,554 275 29,009
NEEIOSS ..ttt 254,756 20,245,738 254,221 19,884,576 535 361,162
Sales of capital assets:
NEE GRIN. ...ttt 1,397,963 323,920,678 1,397,118 323,460,366 845 460,311
NEEIOSS ..ttt 350,233 830,866 349,883 829,877 350 989
Sales of property other than capital assets:
NEE GRIN. ...ttt 102,932 2,258,554 102,823 2,249,236 109 9,318
Net loss 149,476 1,988,409 149,284 1,973,843 192 14,566
Taxable interest received.. 2,032,586 49,489,867 2,031,278 49,136,364 1,308 353,503
Tax-exempt interest... 771,020 24,744,575 770,492 24,693,130 528 51,445
Dividends.... 1,786,321 47,230,264 1,785,187 47,013,877 1,134 216,387
Pensions and annuities in adjusted aross income. 420,412 15,587,720 420,159 15,577,481 253 10,239
Rent:
NEEINCOME....viiiieiicie e 360,602 14,347,929 360,349 14,329,547 253 18,383
Net loss, total (deductible and nondeductible) 274,446 3,336,261 274,187 3,327,658 259 8,603
Nondeductible rental loss.. 168,231 1,752,117 168,055 1,747,821 176 4,296
Royalty:
Net income. 119,837 2,865,701 119,714 2,860,355 123 5,346
Net loss 5,381 49,715 5,374 49,487 7 228
Estate or trust:
Net income 74,453 6,942,331 74,350 6,936,592 103 5,739
Net loss 8,283 630,436 8,258 605,536 25 24,899
State income tax refunds.. 941,184 4,155,048 940,729 4,140,447 455 14,601
Alimony received 2,974 282,412 2,969 282,332 5 80
Social Security benefits in adjusted aross income. 328,952 4,934,270 328,550 4,928,605 402 5,665
Social Security benefits (nontaxable).. 328,953 870,832 328,550 869,832 403 1,000
Unemployment compensation 26,159 98,523 26,147 98,487 12 36
Other income.... 306,315 10,569,298 306,041 10,552,053 274 17,245
Other loss 28,510 1,376,238 28,478 1,367,385 32 8,852
Foreian-earned income exclusion...........ccccooeeevenieiceienns 23,910 1,580,557 23,820 1,573,849 90 6,708
Total income 2,085,211 1,215,173,868 2,083,744 1,214,258,689 1,467 915,179
Statutory adjustments, total. 914,090 10,520,550 913,624 10,515,855 466 4,696
Pavments to Individual Retirement Arranaements........ 128,776 430,780 128,731 430,645 45 135
Payments to self-employed retirement (Keogh) plans.. 247,727 4,620,253 247,692 4,619,663 35 590
Moving expenses adiustment.............cccoeeev