GEORGE YIN

Improving
the Design
and Structure
of Tax Law

TAX SCHOLARS FREQUENTLY USE INSIGHTS from economic the-
ory and political science. But lawyers bring another critical ingre-
dient to policy debates—an understanding of the institutional
structures within which tax enforcement and compliance take
place. George Yin, recently named chief of staff to Congress’s Joint
Committee on Taxation, brings a formidable mix of theoretical and
institutional perspectives to his scholarship after leaving private
practice to serve as Tax Counsel for the U.S. Senate Finance
Committee. Yin notes, “Given our self-assessment system, it is crit-
ical in shaping a law to take account of the likely response of tax-
payers, their advisors, and the government. What design will facil-
itate taxpayer compliance? How can we prevent taxpayers from
achieving results unintended by the legislature? What design will
facilitate enforcement but also curb governmental overreaching?
How might taxpayer and government responses thwart the policy
makers’ allocative and other objectives?”

Yin's scholarship has focused on trying to answer such ques-
tions in several different areas of tax law. One example is the work
he did as reporter to the American Law Institute’s five-year project
on the taxation of private business enterprises. The starting policy
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goal was to collect a single tax on the income of such businesses.
The difficult issue was choosing among the many possible designs.

Yin and his co-reporter, David Shakow, with the assistance of
consultants from practice, the academy, and government, began by
comparing the benefits of “entity” versus “conduit” taxation of the
enterprise. Under entity taxation, the business entity itself is sub-
ject to tax, much like the corporate tax under current law, but the
owners are not subsequently taxed. Under conduit taxation, the
entity is not taxed. Instead, the entity determines the amount of its
taxable income and other tax items and passes through this infor-
mation to its owners, who pay tax directly on their share of the
enterprise’s income. Initially, entity taxation seems far simpler
because it focuses the tax collection responsibility on a single tax-
payer—the entity—rather than dispersing it among multiple own-
ers. But Yin and Shakow concluded that the simplicity of the enti-
ty approach was partly illusory because the proper tax liability
would sometimes depend on the owners’ individual tax situations.
They also worried about the undesirable consequences of drawing
a sharp line between sole proprietorships and two-person busi-
nesses, including partnerships, limited liability companies, and
corporations.

The conduit approach, however, posed its own dilemma. Yin
explains, “The most developed system of conduit taxation is part-
nership taxation under subchapter K of the Internal Revenue
Code. Our experience with these rules suggested that they were too
complicated for many taxpayers, yet imprecise enough to be
manipulated by sophisticated taxpayers. Simplifying the rules
would in many instances make them even less precise and more
manipulable. Conversely, reforming the rules to prevent tax avoid-
ance would make them even more complicated.”

Under current law, this dilemma is increasingly resolved
through the use of so-called “anti-abuse” rules, which treat tax-
payers differently based upon their intent and other subjective fac-
tors. Yin and Shakow decided that less reliance on subjective fac-
tors would promote a more even-handed and predictable applica-
tion of the law. Accordingly, they recommended enactment of two
different forms of conduit taxation: a reformed version that pre-
vented common manipulations, and a simplified version. The key
feature was a set of eligibility rules that would prevent those tax-
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payers who could take undesired advantage of the less precise sim-
plified system from using that system. The report was published in
American Law Institute, Federal Income Tax Project: Taxation of Private
Business Enterprises, Reporters’ Study (1099) and Yin published a
description of the basic theory and recommendations in “The
Future Taxation of Private Business Firms,” 4 Fla. Tax Rev. 141
(1999).

Yin has also addressed the structure of the earned income tax
credit (EITC) program, which provides cash benefits to low-
income working households. Eligible households claim the credit
by filing a tax return. The credit reduces any income tax liability
and the amount of the credit in excess of that liability is paid in
cash to the household, either periodically during the year or as a
lump sum at year-end. The EITC program is a major federal com-
mitment, providing over $30 billion in benefits each year to house-
holds making up to approximately $32,000.

When the program was marked for significant expansion dur-
ing the eatly 1990s, Yin led a group of researchers formed to scru-
tinize its administration. The researchers first estimated that
between 75 and 86 percent of eligible households actually partici-
pated in the program in 1990. Second, they found that an extraor-
dinarily low percentage of households that did participate—less
than one-half of one percent—obtained the cash benefit through-
out the year as opposed to receiving one lump sum at the end of the
year. This arguably made the benefit more like a bonus to the recip-
ients at the end of the year rather than a meaningful income sup-
port payment or work incentive. Finally, they reported a noncom-
pliance rate for the program of about one-third, meaning that of
the roughly 12 million credits granted in 1990, about four million
were awarded to ineligible households. (Subsequent research per-
formed by the IRS and the General Accounting Office indicates
that there was little improvement in either the participation or
compliance rates for the EITC program during the 19090s.) Yin and
the other researchers reported their findings and set forth pro-
posed reforms to the program in “Improving the Delivery of
Benefits to the Working Poor: Proposals to Reform the Earned
Income Tax Credit Program,” 11 Amer. J. Tax Policy 225 (1994), and
Yin was later invited to testify in Congress about proposals to
reform the program. One of their most significant recommenda-
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tions—a proposal to simplify the definition of a “child” for pur-
poses of many tax provisions—was endorsed by the Treasury
Department in 2002 and may make it into law in a future year.

In a separate article written with Jon Forman, Yin detailed a
more expansive vision for reform of the EITC program. In
“Redesigning the Earned Income Tax Credit Program to Provide
More Effective Assistance for the Working Poor,” 59 Tax Notes 951
(1993), the authors proposed to divide the program into its two
principal components: an incentive for the working poor and a
benefit provided to households with children. They argued that the
program’s “working poor” benefit, originally intended largely as a
rebate of the Social Security taxes paid by low-income workers,
could be provided much more efficiently by simply not collecting
those taxes in the first instance. They proposed, therefore, to estab-
lish an exempt amount of wages below which no Social Security
taxes would be due. To ease administration, the exemption would
apply to the wages of all workers, whether or not low-income. The
wage ceiling for middle- and upper-income wage earners would
then be raised to recapture the benefits of the exemption from
them. Once the “working poor” incentive was provided through
the Social Security tax exemption, the authors recommended that
the remaining benefit of the EITC program be provided through a
tax credit for children (or, under current law, an expansion of the
existing child credit).

The authors contended that such a revision of the program
would help to remedy each of the administrative problems with the
existing EITC program. For example, by providing the “working
poor” incentive through a Social Security tax exemption, all eligi-
ble families would receive the benefit automatically in each pay-
check. Beneficiaries would no longer need to obtain information,
determine or assert eligibility, or even file a tax return. Nor would
employers be burdened, except for the slight change to adjust for
the exemption amount in calculating the amount of Social Security
taxes to withhold. Moreover, the simplicity of the delivery system
and the relative absence of any self-certifying features would
almost assure a high level of compliance.

Despite these forays into the EITC and the taxation of private
business entities, most of Yin's scholarship has been devoted to the
tax rules relating to public corporations. For example, in
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“Corporate Tax Integration and the Search for the Pragmatic
Ideal,” 47 Tax L. Rev. 431 (1992), he tried to identify the most prac-
tical way to eliminate the double taxation of corporate-source
income and integrate the corporate and shareholder income taxes.
Many policy analysts have recommended corporate tax integra-
tion, and it is a common feature of tax systems outside the U.S. In
this country, however, integration proposals have been blocked by
a range of objections, including concerns about its complexity and
distortive effects.

In his article, Yin analyzed two recent proposals for integra-
tion: one contained in an American Law Institute Reporter’s Study
and the other included in a Treasury Department report. The
Reporter’s Study would have converted the existing corporate
income tax into a withholding tax, which would effectively have
made the shareholder-level tax the exclusive source of tax revenue
from corporate-source income. In contrast, the Treasury
Department proposal would generally have repealed the tax on div-
idends but kept the corporate income tax. Yin concluded that
although each approach had its advantages, neither probably rep-
resented a satisfactory form of integration. The Reporter’s Study
failed to provide a secure means of collecting revenue from corpo-
rate-source income in the absence of several controversial (and
unlikely) changes to the law (including the direct taxation of oth-
erwise tax-exempt entities). The Treasury’s approach offered a
more secure method of obtaining that revenue, but in an
inequitable and non-neutral manner.

Instead, Yin developed an intriguing and creative proposal to
keep both the shareholder and corporate income taxes but to inte-
grate them so that the total tax burden on corporate-source income
is roughly comparable to that on noncorporate-source income. Yin
argued, “What is important is the burden imposed, not the num-
ber of times a tax is levied.” He argued that two low-rate taxes on
the same income may be a more efficient and effective means of
collecting the revenue from corporate-source income than any sin-
gle tax. In particular, he recommended enactment of a low, flat-rate
corporate-level tax and a progressive shareholder-level surtax
applicable to higher-income investors. Counterintuitively, he pro-
posed achieving integration through double taxation. Yin's pro-
posals will be an integral part of the current debate on the Bush
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Administration’s recommendation to eliminate the tax on corpo-
rate dividends.

In recent years, Yin has focused in particular on corporate tax
shelters. The current tax shelter phenomenon refers to aggressive
and possibly illegal tax positions taken mainly by public corpora-
tions, as their corporate tax departments are increasingly viewed as
additional profit centers. Many of the underlying transactions are
contrived, in the sense that they serve no corporate purpose other
than reducing taxes. The IRS has challenged a number of the tax
positions, but most analysts believe they represent just the tip of
the iceberg. In an effort to reverse the trend, the IRS has mandated
greater disclosure requirements and the Treasury has requested
legislation to do much more, possibly including enactment of a
global anti-abuse rule.

In “Getting Serious about Corporate Tax Shelters: Taking a
Lesson from History,” 54 SMU L. Rev. 209 (2001), Yin reviewed
the last “war” against tax shelters during the 1970s and 80s. He
found that despite many changes in the law and the IRS’s admin-
istrative practices, including changes similar to the ones currently
being proposed by the government, shelters were not curbed until
Congress enacted a broad, reasonably clear, outcomes-oriented set
of rules known as the “passive activity loss” rules. By contrast,
incremental reforms were counterproductive, involving small steps
that simply led to more avoidance behavior and greater inefficien-
cy. He therefore argued that if the corporate tax shelter problem is
as serious as some claim, Congress should consider enacting a
broad, outcomes-oriented rule that is unaffected by taxpayer pur-
pose or intent or the other elements making up the taxpayer’s
transaction.

The article briefly discussed possible reforms, one of which
may well gain currency in light of subsequent corporate gover-
nance scandals. Yin suggested requiring that public companies
keep a single set of books for both financial reporting and tax pur-
poses. He noted that such a rule would create a desirable tension
for public companies that ordinarily prefer to report higher earn-
ings for financial reporting purposes and lower earnings for tax
purposes. Yin hopes to develop this idea further in future
research. ~-
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EXCERPT FROM:

Getting Serious
About Corporate
Tax Shelters:
Taking a Lesson

from History

George Yin, University of Virginia

SUPPOSE PUBLIC CORPORATIONS are taxed each year on the
amount of income they report for financial accounting purposes, as
adjusted by tax rules authorizing specific deviations from a book
income tax base. Thus, the starting tax base for public corporations
would be their reported book income, but specific provisions could
modify that result. If, for example, Congress deemed it desirable to
allow different depreciation rules for book and tax purposes, differ-
ent consequences from the exercise of nonqualified stock options,
different treatment of foreign income, or any other book-tax differ-
ences, Congress would simply have to enact the particular adjust-
ment. In the absence of any adjustment, however, a public corpora-
tion would pay tax on its book income. The potential advantage of
shifting to a book income tax base with adjustments is to improve the
transparency of the tax base: intended deviations from book
income, but only intended deviations, would be permitted in calcu-
lating taxable income... Some preliminary thoughts [about this
idea] are outlined below.
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1.EFFECT ON CORPORATE TAX SHELTERS

AcCCORDING TO THE TREASURY DEPARTMENT, a principal char-
acteristic of corporate tax shelters is inconsistent treatment for
financial accounting and tax purposes of the items resulting from
the shelter. A shelter might be designed, for example, to produce a
tax loss without any corresponding book loss. Indeed, public cor-
porations generally do not find appealing tax shelters which result
in consistent book-tax treatment because of the adverse effect of
such shelters on their reported earnings. Although there is limited
disclosure required of book-tax disparities for both tax and
accounting purposes, the great number of differences permits
much shelter activity to remain hidden from view.

The entire class of shelters with this common characteristic
would end if corporations were taxed on their adjusted book
income. By linking taxable income to book income, Congress
would eliminate the ability of corporations to explore unintended
and undesirable deviations between the two measures. Congress
would gain greater control over the corporate tax base; intended
book-tax disparities could be specifically authorized but unin-
tended ones would essentially end. The rule would have similar
characteristics to [the passive activity loss rules]: it would be
broad, reasonably clear, and very outcomes-oriented, with tax con-
sequences literally being determined by the “bottom line.” Tax
results would not depend upon taxpayer intent, motive, or similar

factors.

2. TAX POLICY CONSIDERATIONS

ASIDE FROM ITS POSSIBLE IMPACT on corporate tax shelters, is
the rule consistent with sound tax policy? The rule requires public
corporations to be taxed more closely on their economic income, if
one assumes that income reported for financial accounting pur-
poses is a closer approximation of that than taxable income. But
how does the rule compare to current law from the standpoint of
equity, efficiency, and administrative simplicity?

It is hard to assess the equity implications of the rule
because they depend upon identifying who bears the burden
of the corporate tax. For example, if corporation X pays more
tax under the proposal than under current law, it is difficult
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to determine whether that result is equitable without know-
ing who bears the burden of X’s tax liability.

An efficiency objection arises if the rule is not even-
handed in its application. Because corporations to some
extent can manage the amount of financial earnings they
report in a given year, a tax base based on book income would
seem to violate a neutrality objective. Such a rule could allow
similatly situated corporations to pay different amounts of
tax, depending upon the earnings they decide to report in a
given year.

On the other hand, to the extent reported earnings make
a difference to investors—obviously, an uncertain assump-
tion—financial accounting policy should promote uniform
treatment of corporations. Thus, although the amount of
earnings are to some degree manipulable by corporate man-
agement, similatly situated corporations may have an equal
opportunity to engage in such manipulations. If this is true,
then part of the efficiency objection should disappear. A cor-
poration’s choice regarding how it balances its desire to
report high financial earnings and low taxable income would
be similar to other choices it faces in operating its business.
Tax rates can be adjusted to raise the desired amount of rev-
enue based on the amount of earnings reported.

To be sure, certain corporations, particularly those in dif-
ferent industries, would no doubt have differing abilities to
engage in earnings management. Thus, a tax based on adjust-
ed book income would cause some distortion and inefficien-
cy. What is unknown is whether this distortion would be
greater than that of current law, which also taxes some corpo-
rations in different industries in different ways.

Moreover, balanced against that inefficiency would be
the potential simplification gain from a tax on adjusted book
income. The planning, compliance and administration costs
of the current corporate tax are quite high. Tying taxable
income to the amount of book income, even with a number of
authorized adjustments, could be a major simplification and

result in a reduction in costs.
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3. ACCOUNTING POLICY CONSIDERATIONS

A TAX BASED ON ADJUSTED BOOK INCOME would motivate
some corporations to report lower earnings simply to reduce
their tax bill. Thus, the tax might have the adverse effect of
degrading the quality of financial reporting. On the other hand,
financial reporting is already degraded to some extent. Under
current law, corporations obtain two different bites at the apple:
they take advantage of ambiguities in the financial accounting
rules to puff up the amount of their financial earnings, and take
advantage of similar ambiguities in the tax rules to understate
the amount of their taxable earnings. Further, they lobby
Congress and the relevant administrative agencies to maintain
and enlarge the ambiguities in each set of rules. Linking tax con-
sequences more closely to book consequences eliminates one of
those opportunities. Although adoption of the tax rule dis-
cussed here may ultimately result in lower reported earnings, it
may be that such reports will represent more reliable assess-
ments of the financial situations of the corporations than are

currently provided.

4. LIMITATION TO PUBLIC COMPANIES

THE TAX ON ADJUSTED BOOK INCOME would only apply to
public companies because of the potential discipline imposed by
public markets on the amount of corporate earnings reported.
But there is another reason to limit the proposal to public cor-
porations—they probably represent the heart of the corporate
tax shelter problem. According to the Treasury Department, the
principal benefit of corporate tax shelters is the saving in corpo-
rate income taxes. Yet the very largest corporations, which are
disproportionately public companies, pay the bulk of the corpo-
rate tax and therefore are likely to be the major players in corpo-
rate shelters. Private corporations taxed under subchapter C
have many opportunities unavailable to public corporations to
reduce or eliminate their corporate income by paying out their
earnings in tax-deductible ways.

Moreover, under [existing tax] classification rules, new pri-
vate ventures have an enhanced ability to avoid the corporate tax
altogether in the future. This option is unavailable to public
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firms. Thus, the existing difference between public and private
companies for tax purposes affords an excellent opportunity to
consider reforms that take advantage of the unique features of
the firms in each sector to determine the simplest, most efficient

way of raising taxes from that sector.

5. INTEGRATION

THE PROPOSED RULE REDEFINES the corporate tax base. Most
major corporate integration proposals retain some form of cor-
porate tax, with the shareholder tax being reduced or eliminated
in some way. Thus, the proposal could be implemented consis-

tently with almost any integration objective.

6. CROSS-BORDER CONSIDERATIONS

For U.S. corPorATIONS with foreign subsidiaries, the princi-
pal question will be how to reconcile the different consolidation
standards that currently exist for tax and accounting purposes.
The tax rules could be conformed to the accounting rules, in
which case U.S. corporations would be taxed cutrently on the
earnings of their foreign subsidiaries. Alternatively, a specific
book-tax deviation could be enacted to continue the current
U.S. tax treatment of those earnings.

Taxing foreign corporations with U.S. operations would be
a little trickier. If the domestic operations were carried out
through a separate subsidiary, the subsidiary could be required
to prepare financial statements in accordance with U.S. finan-
cial accounting rules and report U.S. taxable income according-
ly. The same requirement might be imposed even if the domestic
operations were catried out through a U.S. branch. Alternatively,
the foreign parent corporation might be required to report its
earnings using international accounting standards, with the
U.S. portion of those earnings then being taxed by the U.S.

7. SUMMARY

MUCH HAS BEEN WRITTEN about the evolution of the corporate
tax department from being a mere part of the overhead to a prof-

49

George Yin



Virginia Journal

it center. In truth, well-run corporations have long viewed taxes
as a cost which, within limits, should be minimized. Sharp tax
accountants and lawyers have presumably always been valued
corporate employees and advisors. What may be different, per-
haps, is the extent to which corporations are now willing to go
to achieve their tax minimization objectives. Fueled by rumors of
a competitor’s latest tax saving plan that aggressively exploits
one of the many complex and possibly irrational features of the
corporate tax law, corporate officers apparently feel more and
more compelled to engage in the [“tax avoidance”] game. An
adjusted book income tax may both simplify the law, thereby
reducing the number of tax law opportunities that can be
exploited, and make the remaining competition more open.
Corporate executives would be able to have confidence that a
competitor’s reporting of higher earnings is not simply financed
by some tax avoidance scheme not availed of by their own com-
pany; rather, the earnings would be accompanied by a tax bill

commensurate to the amount reported. ~p
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