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TAX REFORM PROPOSALS-XXVII

THURSDAY, OCTOBER 10, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC
The committee met, pursuant to notice, at 9:30 a.m., in room SD-

215, Dirksen Senate Office Building, the Honorable Bob Packwood
(chairman) presiding.

Present: Senators Packwood, Roth, Danforth, Symms, Grassley,
Long, and Baucus.

[The press release announcing the hearing follows:]
(Pras Relua.e No, 8-070, Monday, September 23, 10851

MINIMUM TAX, ALTERNATIVE TAX PROPOSALU Dus FINANCE PANEL HEARINGS
Minimum tax and alternative tax reform proposals will be examined by the

Senate Committee on Finance at hearings scheduled October 9 and October 10,
Chairman Bob Packwood (R-Orogon) announced today.

The hearings are components of the continuing series of hearings in the Commit.
tee on Finance on specific aspects of President Reagan's tax reform proposals, Sena.
tor Packwood said.

The minimum tax issue will be the topic of a hearing on Wednesday, October 9,
1985, while alternative tax reform plans will be reviewed at the Committee's Thurs-
day, October 10, 1985, hearing,

Both hearings are scheduled to begin at 9:30 am,, in Room SD-215 of the Dirksen
Senate Office Building in Washington.

Senator Packwood will preside at both hearings.
Guests invited by the Committee on Finance will testify at the two hearings.
The CHAIRMAN. The committee will come to order, please. This is

the last scheduled hearing on the tax reform bill, our 28th hearing,
all of which have lasted at least 2 hours, some 8, some 4, some
longer. I think probably I have only missed 5 or 6 total hours
throughout all of the hearings. Frankly, I have found them very,
very worthwhile. On occasion, I have wondered if there Isn't a
more efficient way to learn the information, but there has never
been a day during the hearings that I didn't learn something I
didn't know before. And finally, when you consider the hearings to-
gether, over the days or months that the hearings go by, you get a
rett good mosaic of what American industry and individuals are
hinking about taxes and a pretty good cross section of the best

ideas that exist in this country. Needless to say, the staff, which
prepares one of these books every day for me on the hearings-
there is a big cartoon on here, "This is your last tax reform hear-
ing,"-are probably happier than most of you who have had to sit
through many of these. Today, I find that, as far as I am con.
cerned, the hearing will be as interesting as any we have had. We
have a good many different tax ideas, imaginative ideas, some of
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them new ideas. I hope I can sit through the entire hearing this
morning. As you are well aware, the debt ceiling bill is on the
floor, which is under the jurisdiction of this committee; and there
are still anywhere from 8 to 15 amendments to be considered, a
number of them with votes today. So, I may have to run off at
some stage and go to the floor to help in the management of that
bill. I hope not. Fortunately, I was able to read all of the witnesses'
statements earlier this morining; but I would like to stay through
the hearing if I can. Senator Roth, do you have an opening state-
ment?

Senator RorH. Mr. Chairman, I appreciate these hearings being
held today. As you know, one of the things we are going to talk
about is the business transfer tax, and an idea whose time has
come, at least in my judgment. I want to express my a reciation
to you for your interest in this matter and for holding this particu-
lar hearing. If I might Just make two or three observations, the
reason I think BTT is such an important concept and should be
part of the tax reform package is that it meets a number of critical
needs. First of all, I think it is a very, very important factor-or
could be a very very important factor-in leveling the trade pic-
ture. BIT is vaid under the GATT, but it would help our people
export and perhaps even more importantly, put our American
manufacturers selling in our own markets on a more even keel. So,
I think it is a very, very important matter from that standpoint.
Second, it will give us additional revenue that I think can be used
to reform some of the proposals of the administration. I think one
reason that the tax package has not set off is because it has no ad-
vocate. Middle America is concerned about because it sees its taxes
as possibly being raised; and indeed, from the administration's own
point of view, one out of three face a tax increase. So, it would
enable us through this additional revenue to lower taxes to margin-
al rates. I propose, from something like the 15- to 25-percent range,
most of American being at the 20 percent. It would enable us to
promote savings, which I think is critically important, as a source
of new capital to help our industries become competitive. And most
importantly, it would enable us to reform some of the corporate
proposals. I think the thing we have got to keep in mind, Mr.
Chairman, as we look to reform is what kinds of tax policies are
going to enable us to be competitive in world markets. How are we
going to enable not only our high technology but our basic indus-
tries once again to compete, not only here but abroad as well? And
I look forward to the hearing today, and thank you for holding it.

The CHAIRMAN. Thank you. Our first witness today is our old
friend, Senator Rudy Boschwitz from the State of Minnesota,

Senator.

STATEMENT OF THE HONORABLE RUDY BOSCHWITZ, U.S.
SENATOR FROM THE STATE OF MINNESOTA

Senator BosCHWrrz. Mr. Chairman, I know that you don't want
all 100 Senators coming here and speaking to your committee. I
feel a special privilege in your case because you were so responsible
for getting me here in the first place, so now that I am here you
will-have to listen to me.
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The CHAIRMAN. I have to interrupt. Rudy is unduly generous in
his praise. He is one of the few candidates I ever met in my old
days as Senatorial Committee Chairman who had about a 75-per-
cent flame identification when he entered the race. In connection
with hit, "Plywood Rudy" business, Rudy did his own advertising,
appearing on television for years and years and years in his check-
ered shirts and big smile. By the time he ran for the Senate, any
poor devil who was going to run against him was beaten from the
start.

Senator BoscHwITz. And that is what he was, Mr. Chairman.
(Laughter.]

But in any event, I am a businessman, as you know. In all my
life, I have never run for any office other than this. I came here as
a businessman, so, I approach the business of the Senate from that
kind of a background.

I look upon tax bills and the changes that we make in the laws
somewhat differently. I believe that we really don't understand the
economic Impact of our deeds very often. As we were talking before
the hearing began the importance of the Gramm-Rudman.Hollings
bill that we passed yesterday is that we will now reduce deficits on
a schedule. Agree with Lord Keynes that, If you spent more than
you take in over a period of time, you probably create a good deal
of economic activity. So, in the event that we do what we must
do-balance the budget-we are going to dampen economic activi-
ty, in my judgment. It is not clear to me that we won't be creating
something of a double-whammy if we pass a tax bill that may also
have a dampening impact.

Let me start, Mr. Chairman, by saying, as I said at the White
House recently when a number of us met with the President, that I
don't particularly share his enthusiasm for tax reform or for
making tax changes. One Senator once said that he was kind of
satisfied with the tax law as it is; and to a certain extent, I share
that feeling. I do not agree with the President that our tax law is
inherently unfair, un-American. Also, I disagreed with President
Carter when he said our Tax Code was a disgrace to the human
race, or other things like that,

I gave you, Mr. Chairman, a copy of an article, and I hope that
Senator Roth has one as well: "The Redistributionist Tax Reduc-
tion," which appeared in the Wail Street Journal in June of 1984.
It shows that, when taxpayers are divided into four quarters, our
tax system is quite progressive, The top quarter of the taxpayers,
on the basis of their Income, paid 72 percent of all the income taxes
collected in this country and the bottom half paid 7.6 percent. So,
there is a certain equity. Again, the top one-quarter paid 72 per-
cent; and that, I think, shows a certain equity in the tax law as it
now exists. I don't think it is inherently unfair. I noticed in this
article "The Redistributionist Tax Reduction," that the top 1.4 per-
cent of all the taxpayers paid about 21 percent of all the taxes col-
lected in 1981. So, I think our graduated tax system indeed works.

And, it is interesting to note that, when tax rates are lowered-
and I am a great proponent of lowering tax rates-that the people
with the highest incomes bear an even larger share of the total tax
burden. This is an article written by Michael Evans entitled
"Taxes, Inflation, and the Rich." I think you also have a smaller
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copy, Mr. Chairman. He points out that as i result of the Kennedy
tax reduction, lowered the top marginal rate from 91 percent to 70
percent, he charts the dollars that were paid by taxpayers in 1961,
1962, and through 1966. Those taxpayers with an income of over
$100,000 a year-that is still a lot of money, but in those days it
was a particularly large amount-paid a substantially greater
amount" of taxes as the rates were lowered.

So, I am very, very much in favor of lower tax rates. On the
other hand, I am not in favor of more fooling around with the Tax
Code, which we have done. I am notgoing to back and review the
tax bills of 1981, 1982, 1983, and 1984. But, I think that taxpayers
are just reeling from the tax changes in the past few years. Many
people believe-and I tend to agree with them-that one of the
things that we should do with respect to the Tax Code is nothing.
Despite the fact that there may be some things that should be
changed, I think we should approach tax reform on the basis of not
doing very much or doing nothing at all. I note that the President's
proposal would have an extraordinary impact on the total flow of
funds. Individual income tax cuts would be almost $500 billion. In-
creases for individuals would be about $350 billion. Corporate tax
cuts would be about $200 billion, and corporate tax increases would
be about $300 billion. If you add all that up, the total is over $1.8
trillion. Put another way, during a 5-year period, we are impacting
somewhat over half of the taxes that we are going to collect. And I
go back to my original statement, that we really don't know the
economic impact of our deeds here, particularly when we legislate
about taxes. When we impact such a large a flow of the taX reve-
nues, I think we do so with a good deal of risk to the economy.
And, in my judgment, we can't chart and don't understand all the
risks involved.

I also think that certain aspects of the major tax reform propos-
als confiscate value from taxpayers. Extending the depreciation pe-
riods is one example. I must say that I myself, am reeling. When I
was building buildings, most of the buildings I owned had a 40-year
depreciation schedule. I came here very much in favor of the 10-5-
3 system, which eventually became 15-10-5-8. I remember all the
statements that I and others, and perhaps yourselves made on the
Senate floor and to our constituents about the need to simplify and
encourage Capital formation. Now, we are going to go back-not all
the way to 40 years perhaps-but certainly, we are going to change
it again. I think that those changes will probably confiscate a lot of
value in real estate and have some effects that we don't realize
right now.

As you know, Mr. Chairman, I came and talked to you one day
about my thoughts that changes in the tax laws should be gradual.
I thought that, rather than indexing the brackets upward, so that
the brackets move up with inflation, that we should index the rates
downward. That could work against the people in the lowest brack-
ets, so there would have tobe some adjustment to that scheme.
But, the idea is to lower the tax rates over a period of years
through indexing them down, either by the rate of inflation or in a
staged way. And then, when the top rate gets to be maybe 40 per-
cent, one specific group of exemptions, deductions, credits, or other
benefits would-be removed. Then, when the rates are reduced to 85
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or 32 percent, another group would be removed, and so on, until
the rates were the lowest possible. As we lower the rates over the
years, the various benefits in the Tax Code would become less and
less valuable, and I think many of them could be more easily re-
moved.

But people should be able to plan, and I think that the way we
are now treating the Tax Code, they cannot plan with any certain-
ty. My votes on tax reform will be cast in that way-the need to
allow people to plan. I wrote to you, too, Mr. Chairman-and I
thank you for your response-about the "Standstill Tax Act of
1985," that professor Richard Doernberg from Emory University
wrote about. He suggests that any provision of the tax law can be
excised all together, or any number can be changed. You could do
that, but you can't change any word. I think that that is not too
bad an idea, even though it may have been written tongue-in-
cheek. I would add, however, that you can't change any number
upward, but only lower the numbers, and that it should be phased-
in over a period of time. I agree with my friend, Prof. Milton Fried-
man, who says that if you just lower the rates, you don't have to
fool around with all the changes and the so-called loopholes, most
of which we legislated, because they will become less and less
useful, less and less used, and they can be excised from the code in
a more orderly manner. I have spoken to Professors Hall and Ra-
bushka, and I need to speak to them some more. I think their flat
tax proposal is the best thought-through of any of those approaches
to the tax law.

I am an incentive economist in this, Mr. Chairman. I respond,
and all my life I have responded, to economic incentives. That's
why I like the iden of lowering the tax rates. I also like the idea of
encouraging capital formation. I am tempted, for instance, to
simply suggest that we just change the personal exemption, not to
$2,000, but to a $300 credit, which would save a great deal of
money. Then, use the money that is saved entirely for capital for-
mation. Take all taxes off savings. And reduce capital gains rates
by half, which would not be favored by all Members of the Senate
by any means.

But I think, Mr. Chairman, that in the end, the country that
taxes the least, taxes most fairly, and puts the greatest emphasis
on capital formation is the country that will achieve the things
that Senator Roth just spoke about. That country is the country
that will have a competitive and healthy economy, that will attract
capital that will attract entrepreneurial talent, and that will at-
tract the whole dynamism of free economics. And so, it would be
my hope-and I come without a specific plan-that we don't fool
around with the Tax Code too much, that we do indeed encourage
capital formation, and that we lower rates. But very frankly, Mr.
Chairman, the less we do, in my Judgment, the better. Thank you.

The CHAIRMAN. Rudy, you continue to be one of the most imagi-
native people around here in a variety of areas. I have been con-
sistently intrigued with your idea of ratcheting down the rates,
rather than indexing the other way. Senator Roth?

Senator ROTH. I have no questions, Mr. Chairman, I am anxious
to sit down and discuss with Rudy my latest proposal, which among
other things would continue to lower the marginal rates. I think
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that is critically important as part of a package, and I have to say I
also strongly agree with you. One of my concerns is that we have
had a tax package every year, practically, and that makes it impos-
sible for the private sector to function effectively. I appreciate your
taking the time to discuss it.

Senator BoscHwITz. Thank you, and I will come around very
swn. I have something to talk to you about, too. (Laughter.]

Senator RoT. I am first.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH, Thank you, Mr. Chairman. It is good to ee

Senator Boschwitz here. I am sorry I got here late. I don't have any
profound questions to ask.

Senator BO6CHWITZ, It was profound.
Senator DANFORTH. I am glad to see you here. Thank you.
The CHAIRIAN. Rudy, thank you.
Senator BoscHwIT, Thank you very much.
[Articles from the Wall Street Journal and the New York Times

follow:]
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ENDING REFORM ONCE AND FOR ALL

Proposed: Tax Stand-Ptill Act of'
ly RICHKARD L DOERNSIRO
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alone or It wll a1s worse.
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mendalions, the committee has alsogiven specil attention to Changewhich will simplify the law ind In.

crese its certAintyA'
This noble quotation sounds 1W

something President Reagan or Rep.
reentailve Daniel Rostenkoweli
might have mild In the tar debate, bul
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The CHAIRMAN. Now, if we can take a panel of Michael Schuyler,
R.S. Miller, Jr., John Meagher, and James Mack. As all of the wit-
nesses who are familiar with the committee know, while we have
been unsuccessful in putting time limits on the oral presentation of
Senators, we do ask that the other witnesses submit their state-
ments for the record in their entirety, and abbreviate their oral
presentation to 5 minutes. We will start with Mr. Schuyler.

STATEMENT OF MICHAEL SCHUYLER, ECONOMIST, INSTITUTE
FOR RESEARCH ON THE ECONOMICS OF TAXATION, WASHING.
TON, DC
Mr. SCHUYLER. Thank you, Mr. Chairman. My name is Michael

Schuyler. I am an economist with the Institute for Research on the
Economics of Taxation, IRET. The views I will express this morn-
ing are my own and not necessarily those of IRET.

I would like to begin by saying that I am pleased to appear
before this distinguished committee. This committee is to be con-
gratulated for the care it is taking in examining the issue of tax
reform and for the contributions to the debate that it is making.
The subject of tax reform deserves this cautious and thorough ap-
proach because even the best tax plan will have disadvantages of
which we should be aware. For example, it would subject taxpayers
to numerous transition costs. As to less worthy plans, however well
intentioned, they would retard rather than advance tax reform
goals like growth, simplicity, and fairness. The administration's tax
plan contains some very attractive but costly features, like income
tax rate reductions, and some very controversial revenue-raising
elements that are intended to maintain the plan's overall revenue
neutrality. Therefore, although the administration's plan currently
holds center stage, it is extremely important to consider tax reform
alternatives.

An alternative with several very desirable economic properties
was introduced in May of this year by Senator William Roth. It is
known as the Business Transfer Tax, abbreviated BTT. The BTT
has recently been revised and would now form a part of a larger
tax reform package. The BTT would be a single rate levy of prob-
ably 7 to 10 percent on each business' value added, where value
added is the difference between the value of the business' sales and
the value of its input purchases from other businesses. At a 10-per-
cent rate, its net revenues are estimated to be slightly over $100
billion in 1986, of which about 20 percent would come from im-
ports. The BTT would allow taxpayers to calculate their tax liabil-
ities by the subtraction method, which is simpler than the invoice
credit method usually associated with value added taxes. The tax
would exempt the sale and rental of residential housing, land, the
retail sale of food for off-premises consumption, medical services,
and the activities of charities and governments. Like most taxes of
this type, the BTT would make border adjustments to add imports
to the tax base while removing exports.

The BTT would be more successful than most current U.S. taxes
in meeting many of the goals of tax reform. First, it would be free
of the present system's tendency to encourage immediate consump-
tion, at the expense of saving and investment. Second, it would
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treat United States and foreign products on the same footing,
avoiding features in the current U.S. tax system that hobble U.S.
products compared to their foreign competition both at home and
abroad. Third, it would be a relatively simple tax because it would
draw heavily upon information already gathered by taxpayers for
income tax and internal bookkeeping purposes. Most likely, the
BTT would not be passed forward to consumers in the form of
higher prices but be passed backward to the workers and investors
involved in the production process, in rough proportion to their
pretax incomes. Thus, the BTT would not be a regressive tax but
an approximately proportional tax on labor and capital incomes.

Perhaps the greatest danger of the BTT is its immense revenue
potential. A subsequent rise in the BTT's rate could fuel a surge in
Government receipts and expenditures.

In its currently proposed form, most of the BTT's revenues would
be used to lower individual and corporate marginal income tax
rates, to reduce further some of the income taxes now collected
from businesses, to establish new tax-deferred saving accounts for
individuals, and to improve upon the capital cost recovery system
proposed b7 the administration. These measures would reduce the
tax system s bias against saving and investment and would lessen a
wide range of distortions contributed to by high marginal tax rates.
Perhaps, however, the first priority for the BTT's revenues should
be to replace many of the unappealing revenue raisers now in the
administration's tax plan. The administration's revenue-raising
suggestions include, for example, the repeal of ACRS and the ITC,
the elimination of State and local tax deductibility, and the numer-
ous industry specific changes that would greatly increase capital
costs in certain sectors of the economy. Because many of the ad-
ministration's revenue gaining proposals move away from the goal
of tax reform, using the BTTto finance the desirable portions of
the administration's plan would produce a fairer, simpler, and less
distortionary tax system.

At the pleasure of this committee, I would be glad to submit for
the record a paper I originally prepared for an IRET roundtable on
tax reform alternatives that discusses in greater detail the prelimi-
nary version of the BTT. Thank you, Mr. Chairman.

The CHAIRMAN. Mr. Miller, a man who has old Portland connec-
tions. It is good to have you with us.

sThe prepared written statement and the paper for IRET of Mr.
Scuyler follow:]
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My name is Michael Schuyler. I am an economist with the

Institute for Research on the Economics of Taxation (IRET). IRET

is a non-profit institute whose primary purpose is to analyze the

tax system, particularly the effects taxes have on our individual

incentives, to work, consume, and invest. While the views

expressed here are my own, much of the work undertaken at IRET

has addressed the subject of tax reform.

1 am pleased to appear before this distinguished committee.

This committee is performing a commendable service in examining

so thoroughly the subject of tax reform and in seeking out# as

well as initiating, such a broad range of ideas.

The tax reform proposal I will be discussing is known as the

business transfer tax (BTT). As presently conceived, the BTT

would be a levy on the difference between a business's sales and

its purchases from other businesses- The tax would probably be

set at a rate between seven and 10 percent. It would be

deductible as a business expense for income tax purposes. The

BTT merits attention both because it possesses attractive

economic properties and because it has been developed into a

concrete legislative proposal. Senator William Roth introduced

the BTT in legislative form (S.1102) earlier in the present

session of Congress; he has since completed substantial

modifications aimed at integrating it within an overall tax

reform program.

-3-
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The BTT's Structure

The BTT would be collected from the business sector. A

business would find its tax base by taking the difference between

its sales and its purchases from other firms. The business would

then find its tax liability by multiplying its tax base by the

tax rate. The rate has not yet been established but will

probably fall between seven and 10 percent. It would not be

refundable but could be carried forward for up to 15 years. In

the revised bill, the BTT would be a deductible business expense

against corporate, partnership, and sole proprietorship income.

The tax base would be adjusted in several respects. Two of

the adjustments concern exports and imports. Exports would be

excluded from the tax base while imports would be taxed on their

value when they enter the country. The intent of these border

adjustments is to exclude the value of exports from the tax base

while including the value of imports. Several retail activities

would not be taxed. These include the sale or rental of

residential housing, medical services provided to patients, and

the retail sale of food for off-premises consumption. These

exemptions are allegedly made on equity grounds; they

unquestionably have political appeal. Charities and governments

also would not be liable for the tax on their activities. The

revised version of the BTT also promises to exclude from the tax

the activities of very small businesses; details are not yet

available.
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In the revised proposal, the BTT's revenues would be used to

finance a variety of tax reforms. Most dramatically, they would

be used to lower personal income tax rates to 15, 20, and 25

percent and to lower the top corporate rate to 30 percent. The

emphasis throughout is on lessening tax disincentives that now

inhibit saving and investment.

An economist would classify the BTT as a consumption-type

value added tax (VAT). A consumption-type VAT is a levy

collected from each firm along the production chain based on that

firm's value added. A business's value added is the difference

between the value of its output &nd the value of the inputs it

purchases from other firms. For instance, if a retailer has

sales of $40,000 and input purchases from its suppliers of

$30,000t its value added is $10,000. In order to avoid

overcounting value added, it is crucial that a business be

allowed to deduct its input purchases from other firms. Some of

the most important inputs are capital goods. A consumption-type

VAT treats capital goods like other input purchases and permits

their immediate deduction. If capital goods could not be

deducted or could be deducted only after a delay, the tax would

discourage firms from using capital goods in the production

process because in present value terms the tax base would include

both capital goods (at least in part) and the value eventually

added by those capital goods.

-5-
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Many nations, especially in Europe, have been using VATs for

years. In terms of its tax base, the BTT would resemble these

levies; with respect to how taxpayers would calculate their

liabilities. however, the BTT would be very different. Whereas

most VATs use a credit mechanism for allowings firms to remove

their third-party purchases from their tax bases, the BTT would

use the more direct subtraction method. Although the subtraction

method provides less of a paper trail for tax enforcers to

follow, It meshes nicely with the information that U.S. taxpayers

must already assemble in computing their income taxes. To

prevent confusion, then, it should be understood that a VAT,

which is defined by its tax base, need not adopt the European

collection procedure. (To prevent confusion on another front, it

should also be understood that the term "VAT" does not imply a

tax that is shifted forward to consumers. In fact, an analysis

of aggregate money spending in the economy suggests that a VAT

will be shifted backward to the workers and producers involved in

the production process.)

Economic Properties of the BTT

Serious conflicts are inherent in even the best designed tax

system. Taxes bre a means to an end: they help finance

government expenditures. In doing this, unfortunately, a tax

system tends to reduce work incentives, is all too likely to

diacourbge capital formation, may impair the competitiveness of

U.S. products in international markets, is prone to saddle

-6-
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taxpayers with onerous compliance costs, and may violate basic

notions of fairness. The objective of tax reform should be to

continue raising the needed revenue while reducing as much as

possible the economically harmful side-effects of taxation. From

this perspective the BTT has a number of relatively desirable

properties and compares favorably with major elements of the

current tax system. Of course, a recognition of taxes' direct

and indirect costs should still cause us to scrutinize government

spending with extra care, asking if the benefits of particular

programs outweigh all their financing costs.

Ibe-0111. z- eurality
Perhaps most importantly, the BTT would not encourage immediate

consumption at the expense of saving and investment. Saving and

investment are vitally important to all Americans because they

provide the building blocks that an economy needs for long run

growth. It is by means of saving and investment that the capital

stock grows, that many new discoveries are made, and that new

advances are incorporated into the capital stock. More tools,

better tools, and superior production techniques are the fruits

of saving and investment; they permit people to become more

productive and to attain higher standards of living.

Unfortunately, the U.S. tax system harshly penalizes saving

and investment. If an individual decides to save some earnings,

the government taxes both the earnings themselves and later the

returns on those earnings. If the individual directs those

-7-
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earnings into a corporate investment, the tax system takes an

additional bite in the guise of the corporate income tax.-

Inflation exacerbates this bias because the tax system treats the

illusionary gains due to inflation as though they were real.

Given the way in which the U.S. tax system artificially lowers

the rewards for saving relative to the rewards for consuming

immediately, it is no wonder that saving and investment rates in

the United States score last or close to last among those of the

industrialized nations.

The BTT would avoid this multiple taxation by taking care to

tax value added only once. For example, If a firm purchases a

capital good that it then uses in producing outputs the BTT would

only tax the firm on the value that it adds to its output. By

virtue of the BTT's deduction for third party inputs, it would

assess no separate, additional tax on the capital good. As a

results the BTT would avoid multiple taxation, maintaining its

neutrality between saving and current consumption. this

neutrality would renew people's freedom to plan for their futures

without an artificial tax incentive to concentrate on the

present.

_ Another desirable

property of the BTT is that it would do far less damage than most

taxes to the competitiveness of American products in

international markets. One reason for this stems from the BTT'S

neutrality between saving and consumption. Because the BTT does

-8-
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not have an anti-saving bias, it would be less likely then many

other taxes to retard the capital formation that U.S. producers

need in order to remain as productive as their foreign rivals.

Another reason that the BTT would do comparatively little

damage to U.S. competitiveness is that It would not force U.S.

products to bear taxes that foreign products escape. This is the

motivation for the BTT's treatment of exports and imports. The

BTT removes exports from the tax base in order that they can be

sold abroad without bearing a U.S. tax not carried by their

foreign competitors. The BTT adds imports to the tax base so

that they will shoulder the same tax as U.S. products sold

domestically. These so-called border tax adjustments, which have

the effect of taxing products according to where they are

consumed rather than where they are produced, are a common

feature of the VATs that many of our trading partners employ.

For example, if a German good is sent to the United States, the

German VAT would be rebated at the border.

As of now, the U.S. tax system puts American products at a

disadvantage at home and abroad by failing to make these

adjustments. In fact, for legal reasons contained in the terms

of the General Agreement on Tariffs and Trade (GATT), tnese

adjustments cannot be made by the U.S. income tax but could be

done using a levy like the BTT.
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One problem with the BTT's border adjustments is that the

export exemption is only partial. If a product has passed

through the hands of several firms before being exported, it is

not enough to exempt the exporter's activities from the tax; the

government must return the taxes paid at earlier production

stages. The BTT permits this reimbursement only to the extent

that the exporter's tutal BTT liability does not fall below zero,

In other words, the BTT is not refundable. Although the

reimbursement may be carried forward to future years, its value

would decline rapidly in present value terms. For the many

businesses that concentrate on exports, this restriction would

limit their ability to employ border adjustments.

The current tax-induced lack of international

competitiveness hurts U.S. producers and workers by threatening

their profits, wages, and jobs. The danger is especially acute

today because of the growing sentiment in the United States for

protectionism. Protectionism is dangerous not only because it

restricts consumers' purchasing options and gives producers An

artificial sense of security but also because it invites

retaliation. For instance, many believe that a protectionist

trade war was one of the chief causes of the Great Depression.

If used as a replacement for part of the current tax system, the

BTT could serve as a constructive alternative to protectionism

benefiting U.S. producers and workers.

-10-
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ErIce-tabl~ity. A frequently expressed concern is that a tax

like the BTT might push up prices. The worry is that if an item

cost, say. $50 before the adoption of a 10 percent BTT, it would

cost $55 after the tax's imposition and that other products would

experience similar price rises. An implicit assumption in this

story is that producers can shift the tax forward to consumers.

However, producers are likely to fail in their attempts to

pass the tax on to consumers. The stumbling block for producers

is that a balance exists between the economy's supply of goods

and services and the amount of money being spent to buy that out-

put. If the economy is in a position where the current level of

money spending is just sufficient to purchase the current level

of output, producers could only raise their prices if either they

were willing to sell less or they could persuade buyers to

increase their money spending for consumption goods and services.

It is far from obvious that the introduction of a BTT would

convince consumers to pay more for the same amount of goods and

services, abandoning their old level of money spending on

consumption for a higher one even though their incomes have not

increased. Admittedly, if the Federal Reserve decided to

accompany the tax with a monetary expansion, money spending would

rise. but the cause would be money growth not the tax change. In

the absence of a rise in money spending. producers would discover

that if they raised their prices, they could no longer sell all

of their output because there would be too little money spending
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to buy it: buying the old output at the new prices would require

more money spending than was previously sufficient. The unsold

output and the consequent idling of resources would put intense

pressure on producers to reverse their price increases. As a

result. although producers would be desirous of passing the tax

forward, they would probably be unsuccessful; the tax would tend

to be passed back to them and to the owners of the resources they

employ.

Notice that the key to this analysis is the relationship

between output and money spending. Therefore, the argument is

not specific to the BTT but can be applied to taxes in general

whether they happen to be based on consumption. income, wealth,

or some other variable.

The tax base does affect the outcome in one way, though. An

efficient tax will tend to permit higher productivity and more

output than an inefficient tax. Thus, if an efficient tax were

to replace an inefficient one, the substitution would tend to

boost real output. The gain in output, in turn, would tend to

exert downward pressure on prices. For example, if the BTT

(computed by any of the main techniques) were partially to

replace the corporate income tax, the positive supply response

would tend to lower prices.

Ta.ErneDsID. Levies like the BTT are thought by many to be

unfair. The accusation arises from the fear of some that the BTT
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would be regressive, bearing more heavily on the poor than the

wealthy. Regressive taxes tend to violate a standard of fairness-

known as vertical equity. By this criterion, the tax system

should distinguish between individuals of different means, making

the wealthy pay more taxes than the poor. Vertical equity is an

extremely difficult criterion to quantify because people have

reached no consensus about the degree to which tax burdens should

differ according to means. Another standard of fairness is

horizontal equity: individuals with similar levels of well-being

in the absence of a tax should be treated equally by that tax.

A recognition that the BTT tends to be shifted backward

helps to evaluate these concerns. Suppose as a rough

approximation that the recipients of'-labor and capital income

would bear the BTT in the same proportions as their respective

contributions to value added. In this event, the BTT would be a

proportional tax on labor and capital incomes rather than a

regressive tax. People would pay the BTT in direct relation to

the incomes they receive from the production process.

With respect to vertical equity, this analysis suggests that

the BTT, while not a progressive tax like the individual income

tax, is innocent of the charge that it would be regressive. With

respect to horizontal equity# the BTT has an important advantage

over an income tax. Suppose two people have equal incomes but

differ in the extent to which those incomes represent

remuneration for labor and capital services. An income tax would
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violate the horizontal equity principle because it would tax the

individual with the higher ratio of capital income more heavily

than the other individual. The BTT, though, would pass this test

because it would treat the two individuals equally.

Nevertheless, to combat charges of regressivity, the BTT

would provide partial exemptions for food, housing, land, and

medical services. If the tax were shifted forward# these

measures would allow the poor--and also everyone else--to buy

these "necessities" without paying the full tax. Although these

exemptions may be politically sensible, the economic case for

them is weak. Even if the BTT were shifted forward, it is not

clear that these exemptions would mostly benefit the poor. Other

income groups might actually be the main beneficiaries given that

people frequently buy more of a "necessity" like housing as their

wealth increases. If the tax is shifted backward, the exemptions

would also miss the mark. The suppliers of exempt items, people

like doctors, landlords, and grocers, would reap the initial

benefits from the exemptions.

Regardless of whether the tax is shifted forward or

backward, the exemptions are undesirable in two respects. One

problem is that they complicate the tax code. They would force

many taxpayers to make extra distinctions, sometimes arbitrary

and complex ones# in their records and tax calculations. They

would also compel the government to write additional regulations

and complicate its enforcement responsibilities.
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Another shortcoming of the exemptions is that they create a

tax inefficiency. By putting less of a tax load on some items

than on others, they encourage the overconsumption and

overproduction of the favored goods and services. Suppose, for

instance, that a business adjusts the production of outputs A and

B until they yield the same return in the absence of tax

considerations. If the government suddenly imposes a tax on A

while exempting B. the business will shift its output mix towards

B solely in response to the tax. To give credit where it is due,

thought the BTT would still possess a far broader and more

uniform tax base than most current levies despite its exemptions.

$iMpIlity. The BTT is a commendably simple tax, Taxpayers

already gather most of the information required by the BTT for

income tax and international record keeping purposes. The

subtraction method by which the BTT would be calculated is a

major plus. For taxpayers already used to income tax

calculations, it would be much less confusing and generate much

less new paperwork than would the European-style computation

method. The BTT's single rate reinforces its simplicity. Unlike

most European VATs, which contain a variety of rates thpt force

taxpayers to separate their value added into a number of

subcategories, the BTT would let taxpayers deal with a single tax

base and a single tax rate.
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The BTT's complexity is increased, however, by a number of

exemptions of which taxpayers and the government would need to

keep track. The revised BTT also provides an exemption for small

taxpayers. An assessment of whether or not the small-business

exemption will simplify the tax must await the release of more

information on its rules.

Although the BTT would not actually reduce taxpayers'

administrative burdens (unless it took the place of a more

complicated levy), it is far simpler than many recent tax-reform

suggestions.

Wgula.Abn.DII Jaocrasbg.g¥zr Jf.lzT? Unfortunately the

BTT also has some unattractive features. The most worrisome

matter for people concerned with controlling the size of the

government is the immense revenue potential of a new, broad-based

*tax like the BTT. Once introduced into the tax system on a

revenue neutral basis, it could, with its immense revenue

gathering ability, later become a device for expanding tax

collections and government sending.

This danger makes it imperative that the BTT not be enacted

without an extensive public debate that emphasizes it is not to

be used as a means for increasing total tax collections. Indeed,

Senator Roth was sufficiently concerned about the possible misuse

of the BTT's net receipts that he made the last section of S.1102

a sense of the Senate resolution "concerning use of BTT
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revenues". The resolution states that the BTT's net revenues

should be used as a means of funding income tax reform not as a

device for increasing aggregate government revenues. A

complementary option might be to include in the bill a provision

to limit the rate at which the BTT could be imposed, at least for

the next several years.

ai._AD _gQa _~s~L=anc. Many state and local governments

view sales taxes as their domain and might regard the BTT as a

federal encroachment. One response is that historically the

federal government has itself relied heavily on excise taxes. It

has never ceded this type of levy to other levels of government.

Another response is to investigate whether the BTT would, in

fact, diminish significantly the potency of state and local sales

taxes. Perhaps the most relevant reply today is to ask how state

and local governments would view the BTT if it were substituted

for some of the revenue raisers now in the Administration's tax

plan, particularly the proposed repeal of the federal income tax

deduction for state and local taxes. If this substitution

occurred, state and local governments would likely see the BTT as

the lesser evil.

ba~gnlinh... _ur~dnn. Any major tax revision will produce

winners and losers throughout society and cause numerous economic

disruptions. Because of these problems, tax reform should not be

undertaken lightly or for small potential gains. For example#

the revenue raisers in the Administration's tax package would

-17-



28

produce a variety of losers. To cite some examples, special

provisions would hurt the banking, insurance, timber, and mining

industries. The replacement of ACRS and the ITC with CCRS would

damage capital intensive firms by raising the after-tax cost of

capital; the "recapture" tax would inflict further harm on many

of these firms. The elimination of state and local tax

deductibility and new restrictions on municipal bonds would

greatly strain the finances of state and local governments.

It is worth mentioning the shifts caused by the revenue

raisers in the Administration's plan because the BTT is drawing

attention as an alternative to some of those suggested tax hikes

and as a means of carrying further some of the most desirable

features in the Administration's plan, such as reductions in

individual and corporate marginal tax rates. That is, in the

context of the tax reform debate, the BTT should not be compared

to an alternaLive involving no tax shifts but to one generating

very large, but different, shifts.

If the BTT were used in this capacity, the changes it

produced would depend on the extent to which it substituted for

revenue raisers in the Administration's package (and which of

them it replaced) and the extent to which it was used to finance

additional (revenue-losing) tax reforms. Three general shifts in

tax burdens deserve emphasis, however. One is that because the

BTT would not engage in the renpated taxation of capital income#

it would benefit capital intensive firms relative to their
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treatment under the Administration's plan. Second. the border

tax adjustments which are present in the BTT but lacking in the

Administration's package would help U.S. exporters to sell abroad

and help U.S. producers to compete against imports at home.

Third. labor intensive firms would tend to do less well under the

BTT because labor costs are included in the BTT's base (i.e.,

value added) but not an income tax's base. This last effect

would be especially severe for inefficient firms with bloated

payrolls. Because payroll costs are tax deductible under an

income tax# the government, in effect, pays part of the cost of

the firm's inefficiency.

How to Use the BTT's Revenues

In the revised version of the Roth bill, the BTT's revenues

would finance a number of reforms aimed at reducing tax

distortions, especially those currently inhibiting saving and

investment. Only to a very limited extent would the BTT's

revenues be used to replace the revenue gainers in the

Administration's tax plan.

The centerpiece of the Roth program is to reduce individual

and corporate income tax rates to below the levels proposed in

the Administration's plan. As a result of this reduction in the

tax wedge separating before-tax and after-tax rewards, people

would have less of an incentive to alter their behavior solely

for tax reasons.

-19-
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The BTT would achieve a furthers albeit indirect, reduction

in income-taxes because BTT liabilities could be counted as

deductible business expenses. For instance, a corporation with

BTT liabilities of $5,000 would reduce its taxable income by that

amount. At the proposed 30 percent corporate tax rate, this

deduction would lower the corporation's tax bill by $1,500. This

is a highly desirable substitution in terms of efficiency because

it would partially replace a tax that strongly discourages

investment with one that does not. In a way, the BTT's

deductibility would also serve a role similar to that of a

corporate minimum tax. Because only businesses with profits to

offset could claim the deduction and the resulting tax saving,

the corporations that were most successful in not paying

corporate income taxes would derive the least benefit from the

BTT's deductibility.

Another measure directed at the income tax system's anti-

saving bias is a proposal to create tax-deferred saving accounts

similar (and in addition to) IRAs but with fewer withdrawal

restrictions and somewhat larger contribution ceilings. Millions

of middle class Americans could use these accounts, together with

IRAs and pension plans, to protect much of their saving from the

multiple taxation normally characteristic of an income tax

system.
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The Roth package would also substitute the Expensing Cost

Recovery System (ECRS) for the Administration's CCRS depreciation

proposal. ECRS would allow 50 percent of an assets' basis to be

written off in the first two years (this takes the half-year

convention into account) with the remainder to be depreciated

according to CCRS. How does ECRS compare with CCRS and the

present combination of ACRS and the ITC? A comparison of the

present values of the capital cost recovery allowances and of

effective tax rates indicates that the current system provides

more incentive for investments in equipment and machinery then

would the other two systems. CCRS would be far less hospitable

than ACHS-ITC; ECRS would be slightly better than CCRS. For

structures (long-lived and generally not eligible for the ITC),

CCRS would be superior to ACRS; ECRS, though would be the best

by far. Curiously, then, thort-lived assets, which would receive

the greatest shock in the move from the present system to CCRS,

would receive relatively little help from ECRS. (These results

are based on a five percent inflation rate, which is close to the

current rate.)

A judgment call is whether more of the BTT's revenue should

be used for replacing some of the proposals in the

Administration's tax plan. On the one hand# the Roth program can

be defended as innovative and as thoroughly consistent with the

goals of tax reform discussed earlier. If more of the BTT's

revenues were used for other purposes, desirable parts of this

package would have to be scaled back.
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On the other hand, many of the Administration's revenue-

gaining suggestions have serious defects. Proposals like the

"recapture" tax and the elimination of 401(k) plans would

intensify anti-baving biases. Ideas like imposing a per country

limitation on the forelbn tax credit would lead to awesome

com;plexity rather than simplicity. Some suggestions like the

elimination of state and local tax deductibility would conflict

with the objectives of fiscal federalism; that proposal would

also tax individuals on income they do not have. Moreover, many

of the disruptive shifts in tax burdens that the Administration's

proposals would create (e.g., workers and capital owners In

natural resource and manufacturing industries would suffer a

effective tax rates rose in those industries) could be avoided if

more o1' the bTT's revenues were used as an alternative to the

Aaministration's proposals. A major concern Is that unless this

were done, the nation's businesses, which under the

Administration's plan would have to cope with numerous shocks and

be net losers, would in addition have to deal with the

disruptions that would accompany the introduction of the bTT.

Although the House Ways and Means Committee is developing some

alternative financin& ideas, for example, no "recapture" tax but

a higher corporate tax and a ferocious minimum tax, early

indications are that its suggestions might generate even more

problems than would the Administration's. While retaining the

BTT's deductibility as a business expense, I believe that the

first priority for the BTT's receipts should be to help finance

the desirable features in the Administration's plan, most notably

its marginal rate reductions, by replacing the many revenue

gainers in the plan that would conflict with the tax reform goals

of efficiency, fairness, and simplicity. After that were done, I

would strongly endorse the options suggested in the Roth program.
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FINANCING TAX REFORM WITH THE BUSINESS TRANSFER TAX

Summary

Earlier this year, Senator William Roth (R-Del.)
Introduced legislation (S. 1102) to establish 8 s-
called business transfer tax (UTT). The OTT would be a
five percent levy on each business's value added, where
value added is the difference between the value of the
business's sale and thn value of its purchases from
other businesses. As Ia done with the value added
taxes applied In other countries, adjustments would be
made in order to tax imports while exempting exports.
In the present bill, most of the OTT's revenues would
go towards partially replacing the employer share of
payroll taxes; about $20 billion yearly would also be
available to finance income tax reform. An interesting
possibility would be to set the BTT at a higher rate
and use the revenues this would generate as a
substitute for many of the unappealing revenue gainers
now in the Administration's tax overhaul plan. Some of
these proposals threaten to defeat the plan, thus
blocking the adoption of its most beneficial
components: deep reductions In Individual and corporate
marginal tax rates. Despite some shortcomings, the BTT
has a number of desirable properties with respect to
efficiency, fairness, and international competitiveness
that make It worthy of serious consideration as a
partial substitute for either the payroll tax or the
Administration's revenue raising proposals. The higher
priority use for the BTT might be as a replacement for
some of the Administration's suggested revenue gainers,
such as the repeal of the ITC and the ACES, the
elimination of the deductibility of state and local
taxes, and the numerous Industry-specific changes that
would greatly increase capital costs in certain sectors
of the economy.

The keagan Administration has put its tax overhaul proposal into
a damaging revenue bind. It did this by promising to slash
individual and corporate marginal tax rates and double the
personal exemption while also vowing that the tax system will
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collect as much revenue after the overhaul as It does under
current law. To reconcile these promises, the Administration ham
been forced to propose a large number of massive, controversial,
and economically unappealing revenue ralsers.di The plan's
revenue needs are enormous because the highly desirable
reductions in individual and corporate marginal tax rates, the
doubling of the personal exemption, and the increase in the Zero
bracket amount will lose about $640 billion in just the fivc
years from 1986 through 1990 according to the Administration's
own estimates.

The reductions in marginal rates, which the Administration
estimates will coat over $400 billion from 196b through 1990, are
the heart of the tax overhaul plan. With the top corporate rate
decreased from 46 to 33 percent, tax angles will play a smaller
role in people's economic decisions regarding such matters as
whether to consume or invest, whether to buy one product or
another, and whether to enter one line of business or another.
The reason that the marginal rate reductions will make tax
considerations leas Important in people's decision making is that
the reductions will decrease the tax wedge separating underlying
economic forces from people's after-tax rewards. For example, an
individual In the top Incomte tax bracket is leas likely to work
fewer hours because of the tax bite if the income tax leaves him
with 65 cents of each extra dollar he earns than if it leaves him
with only 50 cents.

The challenge is to find revenue gainers that will not undo the
beneficial effects of revenue-losing measures like the rate
reductions. Unfortunately, the tax increases that the
Administration has fashioned to counterbalance these losses have
such major and increasingly obvious problems that they have
greatly diminished the plan's popular support. A brief review of
some of the chief revenue raisers indicates why almost without
exception they would make extremely bad tax policy.

-Eliminate the deductibility of state and local tates. Since the
federal income tax's inception, taxpayers have been able to claim
deductions for their state and looal Income, property, and sales
taxes. In part this reflected the belief that these tax payments
diminished people's Incomes and so should be deducted from their
federal tax bases. It also reflected a federal decision to let
state and local tax claims take precedence ovev federal claims In
order to avoid undercutting the tax bases of those lower levels
of government. Now the federal government has apparently decided
that people's state and local tax payments are part of their
incomes after all and so should be included in their tax bases.
The Administration's tax plan would repeal the deduction for
state and local taxes at the start of 1986. The proposal also
suggests that despite the Administration's attempts to shift more
programs to lower levels of government, it feels leas compelled
to avoid prtempting state and local revenue sources. The
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combined effect of the federal government's cutbacks in state and
local grants, its )roposed elimination of state and local tax
deductibility, and its proposed elimination (elsewhere in the tax
plan) of many municipal bonds' tax-free status would severely
strain state and local finances. In the category of faint praise,
at least this proposal differs from most of the other major ones
in the Administration's package by not concentrating on
extracting more taxes from the returns to saving and
investment.[2J

-*Recapture" part of previous accelerated depreciation
allowances. Declaring that its proposed tax rate reductions
would be a "windfall" to the owners of depreciable property, the
Administration advocates slapping a 13 percent tax on a portion
of the accelerated depreciation allowances capital investors took
between I9MU and mLd-19b6. In finding this "windfall", the
Administration has focused on the plan's main benefit to
Investors while conveniently ignoring the many ways the plan
would hurt them; many investors would, in fact, need a subsidy
rather than a new tax to make thex whole. The tax calculation
itself take as its benchmark a collection of depreciation
schedules that are arbitrary and theoretically unsound. it is
especially puzzling that even though the "windfall" argument
could be applied to many taxpayers, the Administration has chosen
to single out the largest recent contributors to the nation's
stock of capital; this is the same Administration that has sought
to encourage investment. besides all this, the recaptureo tax
is a retroactive levy that would set a chilling precedent. By
Increasing the odds of more retroactive taxes In the future, it
would put all taxpayers at risk. The tax would reduce future
capital formation both because it would create a new source of
risk and because it would squeeze many potential investors' cash-
flows.13]

-Scrap the Investment tax credit (ITC) and replace the
accelerated cost recovery system (ACRS) with the capital cost
recovery system (CC23). Although the Administration's tax plan
characterizes the ITC and the ACHS as separate matters, they
should be considered in tandem because they jointly form the
depreciation system that allows investors to recognize for tax
purposes their capital asset costs. Indeed in 1981 the
Administration regarded the expansion of the ITC and the
introduction of the ACHS as central features of its effort to
reform the tax system so as to lesson tax disincentives hampering
saving and investment. Now the Administration proposes to
replace the ACfS with the CCHS and to abolish the ITC entirely.
The Administration argues that the GC5S is generous enough when
compared to the ACHS, but omits from its analysis the lose of the
ITC. In fact, the new depreciation system would increase greatly
the after-tax cost of capital Investments. The certain outcome
is a drop in aggregate capital formation.[4
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Moreover, if recent revisions in the plan are any guide, the
Administration and Congress may add new features that will
further worsen the tax treatment of saving and investment. In
order to pick up extra revenues, for example, the Administration
now suggests ending 401(k)- plans, flexible and innovative saving
vehicles presently used by millions of Americans. It also
suggests dropping one of the plants most positive features: the
indexing of business inventories. This marks a further retreat
from the Administration's originally bold proposals to avoid
taxing as real income the illusionary gains produced by
inflation.

The Administration's package woulo also produce vast shifts in
the tax burden. The plan's cutb in corporate and individual
marginal tax rates and its increases in the personal exemption
and the zero bracket amount would reduce tax revenues an
estimated $b40 billion over the five years 19b6-1990. To finance
these revenue losses, the plan calls for various revenue raisers
aggregating $W7 billion for corporations and $354 billion for
individuals. On balance, corporate taxpayers would wind up with
a net increase of $11b billion in tax liabilities, and
individuals would realize net reductions in their taxes of $132
billion. by any measure, these are massive shifts in taxes, not
only among individual taxpayers but as between individual and
corporate taxpayers and among corporations, as well.

The Administration's ultimate defense of these and other
questionable tax hikes is that its plan needs the revenues, One
reaction to this defense is to wonder whether the plan's
desirable features manage to outweigh the Inefficiencies,
inequities, and complexities inherent in the current line-up of
revenue raisers. A more positive reaction is to ask whether the
plan could collect the revenues it needs to finance these
desirable features by adopting other, less destructive revenue
gainers. The objective is to find a tax that can be collected at
the business level, does not discriminate against saving, is
fair, is reasonably simple, ani has a large revenue potential.

Earlier this year, Senator William Hoth (I-bel.) put before
Congress a bill (5.1102) that with some modifications would meet
all of these criteria.tSJ In addition, it would improve the
international competitiveness of U.S. producers in world markets
by lessening the tax handicaps under which they now operate. The
proposed levy, which the senator calls a business transfer tax
(BTT), is a tax on the value that businesses add to their
products during production. In its present form, most of the
tax's revenue would be used to lower businesses's payroll tax
liabilities with some receipts left over to finance income tax
reforms suuh as reducing individual and corporate marginal tax
rates.[6
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The bill could be modified to finance many of the constructive,
revenue-losing features of the Administration'.I tax plan either
by raising its rate or by reducing its payroll tax offset. Of
course, an informed judgment regarding the bTT's merits requires
an examination of its main features and an analysis of its
economic properties. Along the way, one should also consider
what would be gained and what lost by modifying it from its
present form into a replacement for many of the Administration's
suggested revenue raisers.

Certainly, the bTT may create problems of Lta own. Perhaps the
greatest danger is that It would give the government a new tax
with an enormous revenue potentldl that could be used to finance
a further rise in faderal spending relative to national output.
Another serious concern is that the bTT, like the revenue raisers
now in the Administration's plan, would produce large shifts in
tax liabilities throughout the economy, with millions of
taxpayers winning and other millions losing. Many of these
bhifts would be unfair and disruptive. 6tate and local
government might also obJect to the 8TT if they saw It as a
competitor to their sales taxes. Two frequently mentioned fears
(shown in later sections to have little economic support) are
that the bTT might be regressive and Inflationary,

The HTT's Main Features

The bTT would be collected at the business level. A business
would calculate Its tax liability by finding the difference
between its "business receipts" and "business enpenses" and then
multiplying this difference by the five percent tax rate. For
expample, ft' a business has receipts and expenses for tax purposes
of $40,000 and $15,000, respectively, its trartafer tax would be
$IdbO, which is five percent of the $kb,O00 difference.

In general, the hTT defines business receipts according to the
rules developed by the income tax code in order to minimize the
additional compliance coats pla.'ed upon taxpayers. In several
Important respects, though, the 13TT defInes receipts more
narrowly than does the income tax. It does not Include revenues
from dilvidends, interest, or gains on the sale of capital assets
(e.g., stocks and bonds) "not used in the active conduct of a
business by the taxpayer." Further, the bTT exempts the value
added to several categories of products at the retail level:
food Sold for off-premises consumption, medical care, the sale or
rental of housing, and the sale or rental of land. It also
exempts charities (except for receipts from unrelated businesses
of such organizations) and governments.

Whereas the bTT bears some resemblance to an Income tax in how it
defines business receipts, it differs dramatically from an income
tax with respe(" to its definition of deductible expenses. Under
the (TT, this deduction Is not intended to cover all varieties of
business costs but only the costs of goods and services obtained
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from other businesses. The purpose of this deduction is to
remove from each business's tax base the amount that has already
been taxed at previous stages of the production process.

For a brief illustration of the tax's computation, suppose a
small firm receives $40,000 from sales and $5,000 in dividends
from the stock it owns In another company. Also suppose that It
makes .15,000 in purchases from other firm for inputs like
equipment, utilities, insurance, and data processing. Under the
transfer tax, the firm's liability would be $1,250, which Is five
percent of the $25,000 difference between its business receipts
which, remember, exclude dividends) and its purchases from Other
firms.

Special rules would apply to exports and imports. The revenues a
firm derives from exporting goods and services would not be
subject to the BTT; If a business Imports, however, it would have
to pay the transfer tax on the value of those Imports. in
effect, these rules remove a business's exports from its tax base
while adding in the value of its Imports.

In the event that deductible expenses exceed receipts, especially
likely for start-up firms and exporters, the excess deductions
could not be used to claim a tax refund. However, they could be
carried forward for up to fifteen years as a deduction aga.int
future business receipts.

A novel feature of the BTT is that taxpayers could claim all of
it, except for the portion attributable to imports, as a credit
against their employer share of payroll taxes. For instance,
imagine that an employer has payroll tax obligations of $1,500
and transfer tax liabilities of $1,250. According to the bill now
before Congress, the business could reduce its payroll tax
liability to $250 by claiming a $1,250 credit for its transfer
tax payments.7i

At present, businesses can claim the employer share of social
security taxes as a deductible expense for income tax purposes.
To maintain this benefit, businesses would be allowed to claim as
income tax deductions both the BTT payments they credit against
their payroll taxes and the excess, if any, of their payroll
taxes over the BTT credit. In the example, the firm could deduct
from its income tax base both its $250 In FICA payments remaining
after the credit and Its $1,250 in transfer taxes. To avoid
depleting the social security trust fund, transfer taxes used to
offset payroll taxes would be credited to the social security
trust fund.

because of the credit, the BTT would not Inerease the total tax
liability arising from the domestic production Of most goods and
services: the fall in the payroll tax would counterbalance the
rise In the transfer tax. The major exception would be capital
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intensive domestic producers (e.g., chemical plants, utilities)
with a low level of payroll relative to their value added:
capital intensive firms might not have enough payroll taxes to
offset their transfer taxes. Imports, ineligible for the FICA
credit, would carry the main share of the net tax burden. The
five percent transfer tax is estimated to raise $20 billion
yearly net of the FICA credit, of which $17 billion would come
from imports and $3 billion from domestic producers whose
transfer tax liabilities would exceed their payroll tax
liabilities.J

The BTT As A Levy On Value Added

For people thinking in terms of income taxation, a natural
question about the BTT is why it would limit the business expense
deduction to purchases from other firms. If the tax base were
income, expenses like wages and interest payments should also be
allowed as deduction1s. The explanation is that the BTT is not an
income tax but a tax on value added. A business's value added is
the difference between the value of its output and the value of
its input purchases from other businesses. This difference is
the tax base for the transfer tax. The base is calculated by
having businesses add up their gross receipts and then subtract
out their purchases from other businesses.

The concept of value added can be illustrated with a short
numerical example. Suppose that a manufacturer produces an
intermediate product which it sells to a retailer for $5,000.
Also assume that In the process the manufacturer bought $800 of
raw materials and $1,200 of capital goods from firms antecedent
to it in the production chain. Further, suppose that after
adding its own services, the retailer resells the output to
consumers for $7,500. In this example the manufacturer bought
inputs to which other firms had already added $2,000 of value.
The manufacturer's own value added Is the $3,000 spread between
the price of its output and the cost of the inputs it purchases
from other firms. The retailer then adds another $2,500
($7,500 - $5,000) to the product's value.

The cumulative value added to the product by the various
businesses along the production chain has economic significance:
it equals the product's final price to consumers ($7,500 z $2,000
+ $3,000 + $2,500). Because of this equivalence between total
value added and final sales price, consumer expenditures can be
measured in two basic ways at tne business level. Each of these
approaches to measuring consumption expenditures can be used, in
turn, to construct a consumption-bazed tax.

One option is to concentrate on sales to consumers, recording the
cumulative amount of these sales. In the example this method
would focus on the $7,500 sale made by the retailer. A levy
imposed on this sale and, more generally, on all sales to
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consumers of goods and services, would have consumption
expenditures as Its tax base. This is the route chosen by the
familiar retail sales tax although, in truth, most actual retail
sales taxes are limited in their scope, exempting some goods and
many services.

An equally accurate method of measuring consumer expenditures is
to cumulate the value added throughout the production process. A
tax based on th.s approach would be assessed on each business
along the production chain according to the value it has added.
A tax that does this is known as a consumption-type value added
tax. Value added taxes (VATs) are now found in many countries;
they are especially common in Europe. This Is the Lategory to
which the 8TT belongs although it would differ in several
important respects from the VATs currently operating in Europe.

in contrast to these approaches, which center on the business
sector, consumption expenditures can alternatively be measured at
the household level. Households would accomplish this by
calculating the difference between their incomes and their
nonconsumption expenditures. This can be translated into a tax
base by having individuals find their incomes and then subtract
out their saving, taxes, and other nonconsumption outlays. This
sort of tax is known as a consumed income tax.

if consumption is measured by the value added method, care must
be taken to count each business's value added only un.. in the
numerical example, suppose each firm were taxed on its total
sales with no allowance made for purchases from other firms.
Then the firms making sales to the manufacturer would be taxed on
$2,000 (and the firms selling to these supplies would also have
been taxed on their sales), the manufacturer's tax base would be
$5,000, and the retailer's would be $7,500. As a result of this
multiple counting of value added, the total tax base would be at
least $14,500, which is almost twice the true amount of value
added. (9J

An overestimate of value added also occurs if capital goods
purchases cannot be written off fully and immediately (i.e.,
expensed). In the example the manufacturer bought $1,200 of
capital goods. If these could not be written off at all, the
manufacturer's tax base would be $4,200 because the base would
include investment spending on top of value added. If capital
goods could be written off only gradually, as must be done under
the current tax system, the tox base would also be overstated in
present value terms because it would include value added plus
some portion of investment spending.110J

A consumption-type VAT can measure value added in several ways.
The measurement technique chosen may have a strong influence on
the tax's appearance, the Information it requires, the paperwork
it generates, and its ability to deal with some special
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situations. These differing characteristics may recommend one
computational method over another. However, these techniques
share the common property that all of them measure value added.
It i helpful to keep this similarity in mind so as to avoid
exaggerating the importance of the measurement technique.
Because many of a tax's economic properties depend upon the tax
base rather than upon the calculation technique, the BTT's
properties ii areas like efficiency, equity, and international
competitiveness would be much the same regardless of the
computational method used by it in determining value added.

The BTT takes the most direct path (and the one used in the
illustration) by finding the difference between gross receipts
and inter-firm purchases. An advantage of this subtractiow
approach is that almost all of the needed information is already
available from income tax and internal bookkeeping records. It
is the technique that bears the closest resemblance to those used
in calculating income taxes. Accordingly, large segments of the
tax calculation would be familiar, moderating the administrative
costs that the levy would Impose on taxpayers.

The use of the subtraction technique explains a feature of the
BTT that at first glance might seem puzzling: the tax does not
count receipts of Interest and dividends in its definition of
business receipts. The reason for this Is that these items have
already been taxed in the hands of the business paying them. To
understand this point, consider the manufacturer in the example.
The manufacturer adds $3,000 of value and uses that amount to pay
various forms of compensation, of which the principal ones are
wages to its workers, interest to its lenders, and, with what is
left over after other claims against the manufacturer, dividends
to its equity holders. because the producer is taxed on this
$3,000 of value added, those who receive that value added in the
forms of wages, Interest, dividends, and other compensation
should not also be taxed on it. To avoid the error of counting
both the value added and the claims made on that value added,
receipts of interest, dividends, arid wages are correctly excluded
from the bTT.

The subtraction technique chosen by the bTT is not the only
method by which value added could be determined. If it were so
desired, the bTT could use other computational techniques. As
outlined above, a business's value added could alternatively be
measured by adding up the various claims made on it. This is
known as the addition technique. For the manufacturer, the
$3,000 of value added could be found by summing the amounts
directed into wages, interest, and dividends. Although this
approach is slightly more roundabout than the subtraction
technique, businesses already have available most of the
necessary information. The only VAT now existing in the United
States, Michigan's single business tax, utilizes this technique.
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A third option is the invoice-credit technique, which is a
modification of the subtraction technique and is widely used in
Europe and elsewhere. Instead of deducting purchases from other
businesses, a taxpayer receives invoices with its purchases that
show the taxes already paid on those inputs. The taxpayer
computes a tentative liability based on its gross receipts but
then deducts from that the tax payments indicated on the invoices
it receives. The main advantage of this technique is that the
invoices create records which increase the difficulty of tax
evasion. The primary disadvantages of' this technique are that it
entails more paperwork than the subtraction method and may appear
more novel to taxpayers. Because this is the most common method
of computing the tax, some Individuals associate the term "VAT"
with this particular procedure.

An important feature of the proposed tax is that it woulu be
assessed on imports but not exports. Are these so-called border
tax adjustments consistent with the value added framework? In
fact, they are acceptable (as will be explained later) and indeed
common.

In two respects, however, the BTT deliberately departs from a
pure value added framework. One concerns what happens when the
cost of a business's inputs exceeds *the value of its sales.
Although the value added format would seem to entitle the
business to a refund, the bTT would merely allow the business to
carry forward to future years the amount by which expenses exceed
receipts. Eveni if the firm eventually gets to claim the
expenses, the delay will have reduced their present value,
Start-up firms would be especially likely to suffer because of
the delay this procedure entails. Another departure from the
value added framework is that producers of certain products would
be exempt from the tax. For instance, a grocery store would not
have to collect the transfer tax on the food it sells to
households. More will be said in a later section about the tax's
selective exemptions.

The Saving-Conaumption Trade-Off

One of the major disadvantages of an income tax is that it weighs
more heavily on saving than on consumption. Because an income
tax twists Incentives in this manner, it discourages people from
saving and investing, thereby slowing advances in productivity,
output, and living standards. The current system's double income
tax - individuals' investments in corporate equity are taxed at
the corporate level and again at the personal level -- magnifies
the bias. In contrast, one of the primary attractions of a
consumption-based tax is that it is free of ths problem.

To illustrate how income and consumption taxes differ in this
regard, suppose an individual is trying to decide whether to
consume or save $2,000 of his income. Also suppose that in the
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absence of taxes these earnings can be invested to yield a $200
annual stream of future income (this assumes a 10 percent rate of
return). For expositional simplicity, assume that the individual
converts this income stream into future consumption. In this
case, then, each dollar of foregone current consumption produces
a $0.10 annual stream of future consumption.

Now suppose the government imposes a five percent income tax and
that, initially, the before-tax rate of return remains ten
percent. As a result of the tax, $2,000 of before-tax earnings
drops to $1,900 of after-tax earnings. The individual can use
these earnings to purchase immediately $1,900 of consumption
goods and services. If the person instead saves the $1,900, it
will yield an annual income flow of $190 before tax and $180.50
after tax. Comparing the after-tax options, which are $1,900 of
current consumption versus $180.50 of yearly future consumption,
the individual would find that each dollar of saving would now
produce only $0.08 of yearly future consumption. Thus the income
tax has lowered the relative reward for saving by 20 percent.

In an important respect, this example actually understates the
bias because it assumes that the government imposes only a single
income tax. In fact, under the current tax system, individuals
face taxation at both the corporate and personal levels on their
equity investments. Each of these income taxes exerts an anti-
saving bias, thereby intensifying the total effect.

Suppose that instead of employing an income tax, the government
levies a 5 percent VAT on producers' net receipts. The
inalvidual can now buy immediately $2,000 of consumption goods
and services gross-of-tax and $1,900 net-of-tax. (The $100
difference is the live percent tax on the $2,000 of cumulative
net business receipts.) If the individual instead saves the

O2,000 of earnings, it would not be taxed immediately, It would
yield an annual before-tax income flow of $200, which would
permit yearly net-of-tax consumption expenditures of $190.
Unlike the income tax, the consumption tax continues to let the
individual exchange one dollar of current consumption for a $0.10
annual flow of future consumption. Therefore, it accords equal
treatment to saving and consumption.

In the bill now before Congress, most of the revenues from the
BT r would be used to lessen payroll taxes. Whether this
substitution would reduce the tax system's pro-consumption bias
would thus depend largely on whether the payroll tax encourages
consumption at the expense of saving. As it turns out, the
payroll tax i relatively neutral in this respect because it does
not produce the repeated taxation of saving that is
characteristic of an income tax. Most economists believe that
the employer's share of the payroll tax is passed back to
workers. Thus the payroll tax reduces people's after-tax labor
incomes, hence exertb a bias against work and in favor of leisure
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and other nontaxable activities. Thereafter, however, that
income is free of further payroll taxes whether the individual
decides to spend or save it. Accordingly the tax treats
consumption and saving evenhandedly.

Because most of the transfer tax would go towards replacing a
relatively neutral tax, the bill now before Congress would do
little to correct the tax system's anti-saving bias.

is The BTT Fair?

Taxes are frequently measured against two standards of equity.
One is horizontal equity, which means that if two people have the
same level of economic welfare before paying taxes, they should
continue to be on a par after paying taxes. Tne other standard
is known as vertical equity. This even more subjective standard
veans that if two people have different levels of economic
welfare before the imposition of a tax, the one with the greater
welfare should pay a disproportionately greater tax. There is
virtually no agreement on the proper degree of adjustment.

A broad-based VAT does extremely well .n terms of hnrizontal
equity. Suppose, for example, that before the imposition of a
tax two individuals are identical except that- one wants to
consume heavily while the other prefers saving. Whereas an
income tax would weigh more heavily on the saver, a VAT preserves
the individuals' before-tax equality because it lowers the
rewards for both consumption and saving in the same proportion.
In short, a VAT does not give an artificial advantage to either
consumption or saving. Of course, if measured against the anti-
saving biased income tax system, a VAT might seem to help savers.

The issue of whether VATs are indeed neutral between consumption
and saving frequently spills over into the realm of vertical
equity because there is a widespread perception that the poor
consume relatively more of their income than do the rich. Those
who think VATs discriminate against consumers tend also to
believe that they discriminate against the poor. This argument
has at least two flaws, however. First, the relation upon which
the argument depends, that saving is an increasing function of
income, is much weaker in the long run than it seems on a year-
to-year basis. because people tend to stabilize their living
standards by consuming relatively more in lean years and saving
relatively more in good years, the positive relationship between
income and the saving rate is strong in the short run. In the
long run, though, the relationship becomes far weaker.

Second, whether or not income and the saving rate are positively
correlated, a VAT is innocent of the charge that It treats
consumption more harshly than saving. As shown earlier, a VAT
does not change the relative rewards of consumption and saving.
Thus even if the poor have a higher consumption rate than the
rich, a VAT would put both groups on the same footing.
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It is true that a broad-based, flat-rate VAT would be less
progressive than the current income tax system. But unless one
believes that people pay no attention to the tax climate, this
does not mean that a proportional VAT would make the poor worse
off than would a progressive, equi-revenue income tax. By
avoiding an income tax's Anti-saving bias. a VAT is more
conducive to capital formation and productivity gains. This is
very important to the poor because historically they have often
been those most helped by more rapid economic growth. Thus a tax
which seems from a static perspective to be less generous to the
poor may in reality be the tax that aidi them more. This point
may help to explain why many socialist governments in Europe that
with their heavy labor representation ought to oppose regressive
taxes have been in the forefront of adopting VATs.

There is an even more fundamental reason for doubting that a
broad-based VAT would be regressive. It hinges on the question-
of whether consumers bear the tax in the form of higher prices or
whether people selling labor and capital services bear the tax in
the form of lower after-tax returns. As explained in a later
section, a VAT will probably be shifted back to the workers and
investors involved in the production process, thereby reducing
their after-tax incomes, rather than being shifted forward to
consumers. Suppose as a rough approximation that a VAT is borne
by the recipients of labor and capital income in the same
proportions as their respective contributions to value added.
Far from being a regressive levy. a VAT will then be a
proportional tax on labor and capital income.

Nevertheless, to deflect charges of regressivity, the bill now
before Congress would partially exempt food, housing, land, and
medical care from the new tax. Superficially, these steps appear
to protect the poor because they remove several categories of
necessities from the tax base. Although these exemptions make
excellent political sense, the economic support for them is weak.
Their value to the poor rests on two questionable assumptions.
First. it. must be assumed that the poor devote a larger fraction
of their resources to buying exempt products than do the rich.
The trouble with this assumption is that people frequently
upgrade the quality and quantity of "necessities" like housing in
step with their wealth. Thus the exemptions may fail to lighten
the tax load on the poor relative to the loads on other income
groups. At the least, the exemptions are poorly targeted.

Second, the logic behind the exemptions implicity assumes that
the tax is passed forward to consumers rather than backward to
producers. As discussed more fully in a later section however,
backward chifting is more likely. If the tax is passed backward,
it will be people like grocers, doctors, and landlords, that is.
the suppliers of exempt items, who reap most of the benefits from
the exemptions. With backward shifting, consumers would gain
little from the exemptions because they would not be paying the
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tax On the exempt items In any case. besides failing to help the
poor, the exemption would violate the criterion of horizontal
equity because it would favor people in some occupations over
otherwise identical people in different occupations.

Another problem with exemptions is that they create a tax
inefficiency. By putting less of a tax load on some items than
on others, they encourage the overconsumption and overproduction
of the favored goods and services. Suppose, for instance, that a
business adjusts the production of outputs A and B until they
yield the same return in the absence of tax considerations. If
the government suddenly Imposes a tax on A while exempting B, the
business will shift its output mIx towards B solely in response
to the tax.

It should be added that the exemptions are less sweeping than
they might seem because they would apply only *at the retail
level. For example, a grocery would not have to pay the transfer
tax on its food sales, but producers at earlier stages would have
to pay tax on the value they added to the food. As a result,
only the value added to the food at the retail level would
receive the exemption.

In the current proposal, most of the revenue* from the BTT would
go towards offsetting the employer share of the payroll tax.
With its broad base, flat rate (up to the wage ceiling), and
neutrality between consumption and saving, the payroll tax turns
out to be a slightly regressive levy but one that has provoked
far less criticism on equity grounds than, for example, the
income tax. Hence, the use of the 8TT to reduce the payroll tax
should have only a small effect on tax equity. A side effect of
the proposed offset is that the significance of the special
exemptions would be further diminished. In large measure, the
producers of exempt items would merely find themselves paying
less BTT but more payroll tax than the producers of nonexempt
items.

Simplicity

A broad-based, fl-at-rate VAT computed by the subtraction
technique is a simple tax conceptually and operationally. Host
businesses could simply turn to their income tax and internal-use
records to ascertain their gross business receipts and their
purchases from other firms. Businesses would find, for example,
that business receipts under such a tax differed in only a few,
easily calculated respects from gross income under the income
tax. The desire to keep the BTT relatively simple accounts for
the decision to use the subtraction technique rather than the
more common invoice credit technique. The proposed tax also
merits praise for having adopted a single-rate format. This
should furnish taxpayers large administrative saving with respect
to their tax calculations and bookkeeping. The recommendation
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for a single rate is all the more welcome because the majority of
nations with VATs have chosen complicated, multiple-rate formats
that substantially increase their taxes' administrative costs.

Most of the complications found in the BTT arise from its special
exemptions and border adjustments. For instance, a firm that
sold some exempt items and some nonexempt ones would have to
distinguish between the categories in its records and its tax
calculations. Given that the exemptions would usually apply only
at the retail level, businesses with both retail and nonretail
operations, like many grocery chains, would confront especially
complicated problems regarding how much of their value added was
really exempt. To make the required distinctions, the government
would assuredly need to issue complex regulations. and businesses
would probably need to keep extensive records and perform tedious
calculations. In addition, businesses with both exempt and
taxable sales would have to allocate their expenses between the
categories (they could only claim expenses against the taxable
sales) according to a simple but arbitrary formula. Turning from
receipts to deductions, businesses that buy exempt items would
not be allowed to claim many of those items as deductible
expenses. Accordingly, they would have to distinguish between
deductible and nondeductible purchases from other firms.

In the bill's current form, all BTT payments except those on
imports could be credited against the employer share of payroll
tax liabilities. Because the BTT would not actually replace the
payroll tax, though. taxpayers would face all the old tax forms
plus some new ones. Further, businesses would need to adjust
their payroll tax payments to reflect their transfer tax credits.
Fortunately, the required adjustments would be straightforward.

Taxing Exports And Imports

The BTT would make three adjustments with respect to exports and
imports. One is that businesses would not have to include export
sales in their business receipts. They could, however, continue
to deduct their purchases from other businesses. Another is that
importers would have to pay the five percent tax on the full
value of their imports. A third provision would bar the transfer
taxes paid on imports from being credited against payroll tax
liabilities.

The tirst two provisions have the effect of restricting the
transfer tax to goods and services that are consumed
domestically. To this end, exports are excluded from the tax
base because unless later imported they will be unavailable for
domestic consumption. Meanwhile, imports are added in full to
the tax base because unless later exported they will be available
for domestic consumption.
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The underlying issue is whether a government wishes to assess its
tax according to whether products are consumed domestically or
whether they are produced domestically. If a government chooses
the former policy, imports should be taxed on the value added to
them abroad while exports should not be taxed. This is what the
first two border adjustments accomplish. In the absence of such
border adjustments. a VAT would tax the value added in domestic
production regardless of where consumption occurs. International
considerations tip the scale in favor of the border adjustments.
Most nations with VATs, including several of our major trading
partners, gear their VATs to domestic consumption by exempting
exports while taxing imports. This is sometimes called the
country-of-destination principle. If a U.S. VAT failed to make
similar adjustments, U.S. products would encounter tax handicaps
at home and abroad. For example, in the absence of border
adjustments, American products exported to, say. France would be
saddled with both the U.S. and French VATs while French products
sold in France would bear only the French VAT. With the border
adjustments, in contrast, U.S, exports to France would bear the
French VAT, as would their foreign competition; French exports to
the U.S. would bear the American VAT, as would their domestic
competition.

The border adjustments would work against simplicity because
businesses would have to keep separate records of imports and
exports in order to treat them properly for tax purposes. A firm
that exports some of its products. for example, would have to
keep track of those sales in order to avoid including them in its
tax base,

Because the BTT would calculate value added by the subtraction
technique while most foreign VATs use the invoice credit method.
the mechanics of the transfer tax's border adjustments would
differ slightly from those found elsewhere. These technical
differences in themselves are no problem, What does warrant
concern is that because the transfer tax is nonrefundable (though
it can be carried forward), its export rebate may be incomplete,
thereby failing to relieve American exports of the U.S. VAT.

Suppose, for example, that an exporter buys $10,000 of inputs
from other firms and, with the addition of its own inputs,
produces a product that it sells abroad for $15,000. According
to the rules of the BTT. the exporter would not have to include
the $15.000 sale in its tax base and could deduct its $10,000 of
purchases from other firms. At a five percent tax rate, these
adjustments would seem to qualify the business for a $500 rebate.
This rebate is important because without it the export would
continue to bear the $500 of transfer taxes assessed on it during
earlier production stages. The problem is that because the
transfer tax is not refundable, the exporter could only recover
the full $500 if it has at least $500 of BTT liabilities arising
from taxable domestic operations. The unused portion of the $500
could be carried forward to future years. but in present value
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terms the value of the refund would decline rapidly. For the
many firms that concentrate on exports, this restriction would
prevent the border adjustments on their exports from being
complete.

The U.S. income tax system lacks border adjustments. As a
result, U.S. exports must often shoulder both the U.S. income tax
and foreign VATs. In contrast, imports into the United States
are often relieved of their foreign VATs and may largely avoid
the U.S. income tax as well. These uneven rules place American
firms at a 'tsadvantage relative to their foreign competitors.
Although it would be possible in terms of mechanics to equip
income taxes with border adjustments, doing so would create
serious legal problems. The United States is a signatory to an
important international agreement, the General Agreement on
Tariffs and Trade (GATT), that bars "direct" taxes like income
taxes from containing border adjustments but allows "indirect"
taxes like VATs to have them. In order to improve the
international competitiveness of U.5. flros while abiding by

.UATT, a number of economists have advocated replacing the
corporate income tax with a VAT.

Instead of replacing the corporate income tax, though, the
proposed tax would serve to offset a large part of employers'
payroll tax liabilities. The payroll tax is like income taxes irn
that it does not make border adjustments. On exports, for
instance, a government does not rebate the payroll taxes that
businesses incurred during the products' production. Therefore,
the partial replacement of the payroll tax by a levy with border
adjustments would improve the competitive position of U.S.
producers.

The bTT's role as a partial replacement for the payroll tax
explains the rationale for a third tax rule with respect to
international trade: the transfer tax assessed on the value of
imports cannot be credited against payroll tax liabilities.
Imports themselves have incurred no U.S. payroll taxes to be
offset; accordingly, it is reasonable for the U.S. government to
require that the reduction in the U.S. payroll tax be of no
benefit to imported products. The aim of the third border
adjustment rule is to guarantee that businesses cannot take the
transfer taxes they pay on imports and use them to offset the
payroll taxes they owe on their domestic operations.[|ll

in one case, though, the 8TT would provide imports with a tax
advantage denied to domestic production. Suppose that a U.S.
business, for instance, a manufacturer, were to buy $2,000 of
inputs from abroad, paying $100 in transfer taxes on the value of
those imports. Hegardless of whether the $2,000 of inputs were
produced domestically or abroad, the 8TT would allow the
manufacturer to subtract them from its sales in determining its
value added and the amount of transfer tax due on that value
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added. So far, this tax treatment is even-handed. In addition,
however, the BTT in its current form would also let the
manufacturer deduct as business expenses the $100 of transfer
taxes that it paid on its imported inputs but would deny a
comparable deduction for transfer taxes paid on domestic Inputs.
That is, if the manufacturer instead bought $2,000 of'
domestically produced inputs on which Its suppliers had paid $100
of transfer taxes, neither the manufacturer nor its suppliers
could claim those $100 as business expense deductions. This
difference in tax treatment favors imported over domestic inputs.

Effect On The Price Level

A frequently expressed concern with regard to the adoption of a
VAT is that it might push up prices. The fear is that if an item
costs, say, $100 before the establishment of a 5% VAT, it will
cost $105 after the tax's imposition and that similar price
increases will occur for other goods and services. This scenario
contains the implicit assumption that producers can shift the tax
forward to consumers. If one takes another step and contends
that the tax would cause a continuing chain of price increases,
not just a one-time boost, the tax would stand accused of
contributing to the general, long-run upward movement in prices
that we call Inflation.

However, these accusations are difficult to support because it is
doubtful that producers can successfully pass the VAT forward to
consumers. Producers would encounter the stumbling block that
there is a balance between the economy's supply of goods and
services and the amount of money being spent to buy that output.
If the economy is in a position where the current level of money
spending is Just sufficient to buy the current level of output,
producers could only raise their prices if either they were
willing to sell less or they could persuade buyers to increase
their money spenCing for consumption goods and services.

It is far from obvious that the introduction of a VAT would
convince consumers to pay more for the same amount of goods and
services, abandoning their old level of money spending on
consumption for a higher one even though their incomes have not
increased. Admittedly, if the Federal Reserve decided to
accompany the tax with a monetary expansion, money spending would
rise, but the cause would be money growth not the tax change. In
the absence of a rise in money spending, producers would discover
that if they raised their prices, they could no longer sell all
of their output because there would be too little money spending
to buy it: buying the old output at the new prices would require
more money spending than was previously sufficient. The unsold
output and the consequent idling of resources would put intense
pressure on producers to reverse their price increases. As a
result, although producers would be desirous of passing the tax
forward, they would probably be unsuccessful; the tax would tend
to be passed back to them and to the owners of the resources they
employ.
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Notice that the key to this analysis 1 the relationship between
output and money spending. Therefore, the argument is not
specific to a VAT but Can be applied to taxes in general whether
they happen to be based on consumption, income, wealth, or some
other variable. With respect to VATs, the analysis does not
depend on the technical method by which the VAT is calculated.
it is equally valid whether the tax employs the addition,
subtraction, or invoice credit computation technique.

The tax base does affect the outcome in one way, though. An
efficient tax will tend to permit higher productivity and more
output than an inefficient tax. Thus, if an efficient tax were
to replace an inefficient one, the substitution would tend to
boost real output. The gain in output, in turn, would tend to
exert downward pressure on prices. For example, if a VAT
(computed by any of the main techniques) were to replace the
corporate income tax, the positive supply response would tend to
lower prices.

Revenue Potential

broad-based taxes can collect an enormous amount even at
relatively low rates. Estimates prepared for Sen. Roth's office
provide a glimpse of the bTT's power in this respect.(12J First,
however, the estimates should be prefaced with a warning. They
were constructed under the unrealistic assumption that people do
not change their behavior in response to the tax system. While
this simplifies the estimation procedure, it ignores important
feedback effects, meaning that the forecast results are unlikely
ever to be realized.

It is estimated that in 1906 the hTT would have a tax base of
approximately $1,500 billion with about $1,160 billion of this
coming from domestic production and about $330 billion from
imports. Thus in 1986, each percentage point of tax would bring
in gross receipts of $15 billion ($11.6 billion and $3.3 billion
from domestic production and imports, respectively). The 5
percent tax introduced before Congress would bring in gross
receipts of about $75 billion ($58 billion and $17 billion from
domestic production and from imports). However, the payroll tax
credit would reduce net receipts to about one-fourth of the
gross, roughly $20 billion ($3 billion and $17 billion from
domestic production and imports).

For another perspective, consider the revenue needs of the
Administration's plan in 1990 when all of its major provisions
would have been phased in. The plan's big revenue losers, the
reductions In marginal tax rates and the doubling of the personal
exemption, would lose approximately $160 billion In that year.
The 8TT would require a rate on the order of 8.5 percent to
collect about that amount in gross receipts In 1990 (about $125
billion from domestic production and about $35 billion from
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imports). If the payroll tax credit is retained, of course, an
6.5 percent BTT would collect much less on a net besis. With the
credit, it would take a Lax rate of about 13.5 percent to gather
$160 billion in net receipts in 1990.

These f igures indicate that the bTT has the ability to
counterbalance all tne revenue losers in the Administration's tax
plan. Uf course, it should not be thought that the BTT would
have to replace all os the Administration's suggested revenue
miners. It some of them are judged desirable, they could be

retained and the BTT could be set at a correspondingly lower
rate. This approach has the advantage of replacing revenue
raising considerations with considerations about the intrinsic
rightness or wrongneis of the present law provisions tnat the
Adminibtration proposes to modlfy. In terms of its revenue
potential, then, the 13TT is a viable alternative to a series of
bad proposals, including the elimination of the state and local
tax deduction, the repeal of the ACM and the ITC, and the new
depreciation "recapture" tax.

Unfortunately, tne revenue potential of d broad-baued tax like
the BTI also presents dangers. Once introduced into the tax
system on a revenue neutral basis, it could, with its immense
revenue gathering ability, later become a device for expanding
tax collections and government spending. In the context of the
8TI, this might be done by enacting it at one rate and sometime
thereafter raising the rate. If the transfer tax initially
orLainb the PICA credit, more revenues could be brought in later

by bcaling back the credit. If the bTT is usedl in place of the
revenue gainerb now in the administration's tax plan and it' the
plan ib enacted, the government mibht subsequently try collecting
more taxes by dsKing agln xor measures like the repeal of the
ITO.

These dangers make it imperative that the bTT not be enacted
without an extensive public debate that emphasizes it is not to
be used as a means for increasing total tax collections. Indeed,
ben. kVoth was suf lclently concerned about the po.saible misuse of
the bIT's net receipts that he made the last section of his bill
a sense of the Senate resolution "concerning use of BTT
revenues". The resolution states that the BTT's net revenues
should be used as d mean of funding income tax reform, not as a
device for increasing aggregate government revenues. A
cumplementary option might be to include in the bill a provision
to limit the rate at whlch the bTT could be imposed, at least for
thie next several years.

Shifts In Tax Burdens

Une of the most periuasive arguments made against major tax
changes is that they almost inescapably entail some unpleasant
economic di.ruptions and arbitrarily create winners and losers
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throughout the economy. This criticism is frequently made of
VATs and other consumption taxes. It. is, therefore, of interest
to examine the shifts that the OTT would produce. To make the
examination relevant, it should also be specified what role the
8TT would be expected to play in the tax system.

In its currently proposed form, the bTT would be assessed at a
five percent rate and have a payroll tax offset. The bigKest
losers by far would c importers: they would have to pay the five
percent tax but would be denied the rebate. Lstxmates released
Dy senator Noth's office suggest they would incur about 65
percent of the net tax burden. Some of this would probably be
passed along to domestic firms that have inflexible demands for
foreign products, such as many chemical firms and clothing
stores. These businesses, then, would also tend to be losers.

Firms whose products have a high domestically produced content
would tend to gain. In general, their tax liabilities would not
rise because their bTT payments could be credited against their
payroll taxes. Further, they would be in a stronger competitive
position against imports. An important exception would be firms
with a low ratio of payroll to value added. Such firms might
experience a net increase in their total tax liabilities because
they might not be able to take full advantage of the payroll tax
credit. Capital intensive firms would be particularly likely to
fall within this category.

If, under this proposal, the OTT's revenues net of the FICA
credit were returned to taxpayers in the form of', say, marginal
rate reductions, the gains would be widely diffused throughout
the economy with each separate taxpayer tending to notice a small
benet it.

Another option worth investigating is using t he OTT as an
alternative to some of the suggested tax hikes in the
Administration's tax plan. This is an interesting comparison
because both courses of actions would lead Lo massive shifts in
tax burdens. That is, the OTT would not be compared to an
alternative involving no tax shifts but to one producing very
large, but different, shifts.

The Administration's proposals would, on the whole, tend to tax
capital income far more heavily than does current law, but the
changes would be uneven across industries. Capital intensive
firms, for instance, would tend to be badly hurt by the
replacement of the ITC and tre ACRS with the CCHS. Meanwhile,
some service industries with low amounts of capital would be big
winners because of the marginal rate reductions.

To use the OTT as a major revenue raiser in its tax plan, the
Administration would need to raise its rate. The payroll tax
offset might either be retained or dropped; retaining it would
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One response to this objection is to note that the federal
government has employed excise taxes throughout Its history. In
fact until World War I, excises and customer duties accounted for
over half of all federal revenues. The federal government still
collects about five percent of its revenues from a wide range of
excises. To be sure, the federal government has not previously
enacted a broad-based sales tax, but it is clear that the federal
government has not reserved sales taxes for the exclusive use of
other levels of government either.

Another response to possible state and local objections is to
assess how much effect the BTT would actually have on state and
local revenue sources. As currently proposed, the BTT would
leave the overall tax liabilities of many businesses almost
unchanged; the chief impact would be reserved for imports.
Further, the net amount raised by the bTT would only be about
half as much as is now raised by federal excises. Admittedly,
state and local governments might fear that the BTT would put
more pressure on their revenue sources later (i.e., that the tax
would be enacted at a moderate rate but be increased shortly
thereafter).

State and local governments might view the BTT differently If It
were used to replace some of the revenue raisers now in the
Administration's tax plan. The provision that most concerns
these lower levels of government is the proposed repeal of the
federal income tax deduction for state and local taxes. Given
the immense pressure that repeal would put on their finances, It
is possible that state and local governments would view the BTT
as the lesser of the evils and drop or at least muffle their
usual objections to it.

Pros And Cons Of The Payroll Tax Credit

In the bill now before Congress, most of the transfer tax's
revenue would go towards offsetting payroll taxes. Approximately
$20 billion a year would be left over and could be used for
income tax reform (e.g., reducing marginal tax rates). If not
for the payroll tax offset, the five percent transfer tax could
finance a far larger amount of income tax reform.
Correspondingly, if the BTT were made the main revenue raiser
within the Administration's tax plan, the tax could be set at a
much lower rate if it dropped the payroll tax offset than if it
retained the offset. Because of this tension between the payroll
tax credit and the tax rate, a natural question is whether the
credit justifies itself in comparison to the transfer tax's other
potential uses.

In assessing the payroll tax's weaknesses, a good place to start
is equity. The payroll tax is frequently criticized for being
regressive. People with labor incomes below the wage ceiling pay
a larger fraction of their incomes in payroll taxes than do
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keep somewhat more of the net tax burden on imports. Either way,
though, the border adjustments would tend to relieve exports of
the tax while taxing away from imports a tax advantage that they
now enjoy.

Suppose, as argued earlier, that the BTT is sniftea back to the
workers and investors involved in the production process. The
bIT woulo then have a relatively uniform effect on all income
derived Irom the production process. In contrast to an income
tax, it would not emphasize the taxation of capital income. This
would tend to benefit capital intensive firms. Under the BTT
they could expense their capital costs; under the
Administration's proposals, they would be forced not only to
depreciate their capital costs but to use even more restrictive
cost recovery rules than are now available.

Labor intensive firms would tend to fare less well under the BTT.
Imagine that firms A and B both have the same before-tax return
to capital. Firm A, however, has a larger labor force. Under an
income tax, the firms' compensation of their labor forces would
not enter tne tax base; the firms would tend to pay very similar
taxes because of their similar returns to capital. Under the
BTT, labor force compensation would enter the firms' tax bases;
firm A would thus tend to pay more taxes than firm B. If one
associates service industries with high labor inputs, service
industries would tend to be more affected by the PTT than by the
revenue gainers now in the Administration's package.

The bTT would al.o have more off an effect on businesses that
nave relatively large labor inputs because they are inefficient.
Under an income tax, a business finds that a bloated payroll
boosts its tax-deductible business expenses. Because this
reduces the business's taxes, the government, in effect, picks up
part of the excessive payroll costs. Under the OTT, payroll
costs would not be tax-deductible expenses. Inefficient firms
would thus receive no tax break to offset in part their
unnecessary payroll costs.

A major group of winners under the bTT would be workers and
investors involved in the production of items exempt from the tax
at the retain level. Thus, suppliers of food, housing, and
medical care would realize an advantage over workers and
investors in other fields.

State And Local Objection3

For state governments and, to a lesser extent, local ones, sales
taxes are an important revenue source. If these levels of
government were to perceive correctly that the BTT is a type of
sales tax, they might complain that it would infringe upon their
revenue bases.
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people with labor incomes above the wage ceiling. Further, this
regressivity has become more significant relative to the overall
system in the last 20 years because of the rapid growth of
payroll tax rates. Thus one might argue on equity grounds for
replacing the payroll tax with a more progressive levy.

As a reason to substitute the bTT for the payroll tax, this
equity argument has at least three limitations. First, if
prugressivity is the objective, it is unclear that the
substitution would produce enough of a change to be worth the
bother. The bTT is basically a proportional levy. Although it
contains some exemptions to move it towards progressivity, their
success is more cosmetic than actual. A more basic issue is
whether the tax system really requires more progressivity. If It
is sufficiently progressive already, the substitution is not
needed. In the absence of clear, generally accepted standards of
how much progressivity is enough, no firm answer can be
forthcoming. A third reservation is that even if the payroll tax
can be criticized on equity grounds, public opinion surveys show
that people regard it as fairer than the income tax. This
suggests that if the government were to replace certain taxes
because of their equity problems, the payroll tax would not be at
the top of the list.

In terms of efficiency, the BTT may have an advantage over the
payroll tax. All taxes tend to reduce people's work efforts
because they reduce the reward for work as compared with leisure.
Tre 8TT, though, may cause less of a reduction in labor services
than the payroll tax. The reason is that whereas the payroll tax
places the entire tax load on labor inputs, the BTT distributes
the burden across all value-producing inputs. Despite this
difference, one might wonder whether the payroll tax, which
avoidS the income tax's strong anti-saving Dias, is a prime
candidate for replacement.

An interesting property of the substitution is that It might
alter the way in which people perceive the social security
system. Because payroll taxes have a superficial (but
misleading) resemblance to pension contributions, they help
create the false impression that social security's funding is
similar to that of a private pension plan in which participants
make contributions that are invested and later returned to them
with interest. In fact, the social security system is a vast,
pay-as-you-go income transfer program in which taxes on current
workers fund payments to the system's current beneficiaries.

The substitution of the BTT for the payroll tax would make it
more obvious that the social security system functions more like
the government's other income maintenance programs than it does
like a private insurance program. This understanding should
promote a more realistic appraisal of the system's size and
structure. Although this is desirable on economic grounds, it
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may encounter political opposition from those who would like to
retain social security's present resemblance to an insurance
system.

Replacing Some Of The Revenue Gainers Now In The Adminxstration's
Tax Plan

Tne bTT has several important advantages over the tax hikes
proposed in the Administration's package. First, the BTT would
not depress saving and investment to the extent that several of
the Administration's prinipal revenue raisers would. This
difference arises because the BTT would avoid skewing the
relative attractiveness of saving and consumption. In contrast,
tne Administration's measures would make saving relatively less
attractive by increasing its tax load.

Second, in some respects the 13TT would be the fairer alternative.
It would be a roughly proportional levy on labor and capital
income whereas many of the Administration's proposals would
further boost the taxation of capital income. Moreover, several
of the Administration's ideas, such as "recapturing" some
previous depreciation allowances and ending the deductibility of
state and local taxes, appear to have been advanced for their
revenue yields despite serious equity problems. The 8TT would
allow Such ideas to be scrapped. Working against the BTT,
however, is the fact that it would not measure up to some
people's notions of vertical equity: it would be a proportional
rather than a progressive levy.

Third, the bTT's border adjustments would relieve U.S. producers
of some of the tax disadvantages they now face relative to their
foreign competition. The Administration's proposals would, if
anything, further handicap U.S. producers compared to their
toreibn rivals by increasing the U.S. tax burden on capital
income. Industries such as mining, forestry, and petroleum
production are among those that would be hurt most severely by
both general and industry-specific revenue gainers in the
Administration's package. The benefits of having a more
competitive U.S. industrial base argue for replacing some of
these items with the BTT.

In some respects, both the BTT and the Administration's revenue-
raising proposals have problems. Neither would simplify the tax
system. The BTT would saddle taxpayers with additional forms
despite being a relatively simple VAT. Although the
Administration claims that tax simplification is one of its main
goals, many of its proposals are notable for their complexity
compared with current law. both the 13TT and the Administration's
proposals would also create enormous shifts in tax burdens.
While the specific winners and losers would depend upon which
alternative was chosen, the shifts would run into the hundreds of
billions of dollars over the next few years. both alternatives
would also encounter state and local opposition although the bTT
might be seen as slightly less hostile.
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The biggest disadvantage of the BTT relative to the
Administration's suggestions is the BTT's vast revenue potential.
The danger exists that the federal government would eventually
use the BTT to expand its tax collections and level of
expenditures. in effect converting tax reform into a broad-based
revenue increasing effort. This hazard should be discussed at
length in any deliberations preceding enactment of the BTT.

To summarize, relying on the BTT in lieu of the revenue-raising
provisions in the Administration's plan would be more conducive
to capital formation and economic growth. In some respects. the
BTT would also be fairer. Additionally, the BTT would allow U.S.
producers to compete more vigorously against their foreign
rivals. The major shortcoming of the BTT is that it would have a
temptingly large revenue-generating ability. Several arguments
that could normally be directed against the BTT could also be
made against the Administration's proposals: they would
complicate the tax code, shift tax burdens, and face state and
local opposition. Thus, the BTT would score no worse in these
areas of weakness than would its rival.

Conclusion

"The business trans(Br a e) has a number of desirable
properties in comparison to t ecurrent tax system. A major plus
is that it is neutral betwee saving and consumption. Income
taxes, in contrast, have a pervasive anti-saving bias that tends
to impair capital formation. Another attractive feature of the
BTT is that it is an admini tratively simple tax. Although its
exemptions create some comp4xity, its use of a single tax rate
and its straightforward com utation technique, which relies on
information already required for computing income taxes, would
tend to keep compliance costs low for taxpayers and the
government. Another important advantage of the BTT stems from
its border tax adjustments. Despite some flaws in their
construction, they would tend to relieve some of the tax
handicaps that now put U.S. products at a disadvantage in
international markets.

In its currently proposed form, most of the BTT's revenues would
go towards replacing the employer share of the payroll tax.
Perhaps a more compelling use for the BTT would be as a
replacement for some of the revenue raisers in the
Administration's tax overhaul plan. The Administration's plan
contains some extremely desirable features -- most notably,
dramatic reductions in corporate and personal marginal rates.
The Administration estimates that the marginal rate reductions.
the doubling of the personal exemption, and the increase in the
zero bracket amount will lose $640 billion from 1986 through
1990. Because the Administration aims for overall revenue
neutrality, its tax package requires large revenue gainers to
counterbalance these revenue losers. Unfortunately, most of the
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revenue gainers proposed by the Administration are unfair,
arbitrary, and strongly biased against saving and investment.
They are moves away from the goals of tax reform.

If employed as a substitute for some of these proposals, the BTT
could collect the needed revenues in a fairer, simpler. and less
distortionary manner. It is true that the BTT would produce
large shifts in tax burdens if used in this fashion. but the
Administration's proposals would also create very large (though
different) shifts in tax burdens. A special risk of the BTT,
against which precautions should be taken if possible, is the
temptation its tax-collecting ability would present to a revenue-
hungry government.

Michael A. Schuyler
Economist
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STATEMENT OF R.S. MILLER, JR., EXECUTIVE VICE PRESIDENT
OF FINANCE AND ADMINISTRATION, AND DIRECTOR, CHRYS-
LER CORP., DETROIT, MI
Mr. MILR. Yes, Mr. Chairman, thank you. For the record, I am

Robert S. Miller, executive vice president for finance and adminis-
tration of the Chrysler Corp. We operate plants in Missouri and
Delaware; and as you mentioned, I am a native of Oregon, so I feel
like I am among friends here. I appreciate the opportunity to talk
about tax alternatives, and I am also very much aware of the diffi-
culty that you face in coming up with a final tax package. As we
see it, Mr. Chairman, our Nation faces four fundamental economic
challenges. First, cutting the budget deficit. Second, reducing the
trade deficit that is taking millions of American jobs overseas.
Third, increasing American industry's ability to compete. And
fourth, reforming a patchwork tax system to make it more fair and
more efficient. Now, while we believe that any tax reform proposal
addressing any one of these issues is worth considering, we think
we have here in the business transfer tax a proposal that addresses
all four challenges. This is the business transfer tax that was intro-
duced in S. 1102, and we certainly commend Senator Roth for his
initiative in bringing this to the forefront.

What makes this particular tax reform most helpful- is that an
American company could credit its BTT payments against its liabil-
ity for Social Security payroll taxes. For foreign firms, a companion
border tax would be imposed on the fair value of imports, but they
would not be able to benefit from the credit. Now, those are the
technical details. Basically, the business transfer tax with the
FICA credit would have several substantial benefits. First, depend-
ing on the rate of the tax, it would generate revenue, anywhere
from $20 to $55 billion annually. Second, such a business transfer
tax would help make American industry competitive again. If
American companies can credit their BTT payments against their
liability for Social Security payroll taxes, the BIT should have a
minor effect on the prices of American goods in the market. The
costs of the tax would be offset by the reduction in FICA taxes.
With a FICA credit for the BTT, everyone wins. American produc-
ers become more competitive. The U.S. Treasury gains revenues
from imports, and consumers benefit from stable prices for Ameri-
can goods. America has two great economic illnesses-the budget
deficit and the trade deficit.

The great attraction of the business transfer tax bill, including
Social Security credit, is that it links a solution to these great
crises. One very important consequence of the BTT is that it would
stop encouraging American manufacturers to outsource production
to foreign countries and start encouraging overseas manufacturers
to produce in the United States. The border tax element of the
B4 would bring the American tax system more in line with that
of our trading partners. Foreign value added tax systems give for-
eign producers tremendous incentives to export because taxes on
exports are rebated or forgiven. A BTT would leave foreign produc-
ers with a choice. They might raise prices to recover the tax, there-
by reducing import volumes into the United States, or they could
hold their volumes by absorbing the tax and reducing their profits
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at home, or they could move their factories into the United States
and create jobs. The revenue raised could go to reducing the deficit,
to reduce tax rates, or to retain some of the incentives for capital
formation that appeal to us in our current tax system.

Mr. Chairman, as we pass the $2 trillion mark on the national
debt, your work assumes even greater importance here, and Chrys-
ler is anxious to help and be part of the solution. We are well
aware that the proposed 5 percent business transfer tax with FICA
credit would increase Chrysler's annual tax bill by about $200 mil-
lion, substantially all related to Chrysler's imports of Japanese
components and vehicles. But we think it is a price worth paying.
The business transfer tax is tax reform that would help address the
major economic challenges facing our Nation. We hope that, as you
consider the BTT and other reform Vroposals, you will view them
in light of what they can do to help cut our trade and budget defi-
cits by helping American business to compete and not simply view-
ing them as opportunities to raise revenue. Thank you.

The CHAIRMAN. Thank you.
[The prepared written statement of Mr. Miller follows:]

55-633 0 - 86 - 3
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Statement by Robert S. Miller, Jr., Executive Vice President-Finance and
Administration, Chrysler Corporation, before the Senate Committee on Finance,
Thursday, October 10, 1985

Thank you, and good morning. For the record, I am Robert S. Miller,

Executive Vice President of Finance and Administration for the Chrysler

Corporation. Mr. Chairman, I appreciate this opportunity to comment on tax

alternatives, and I especially appreciate the difficulty of the task ahead of

this committee.

As we see it, Mr. Chairman, our nation faces four principle economic

challenges.

First, cutting the budget deficit, and its effects on the value of the

dollar.

Second, reducing the trade deficit that is shipping millions of American

jobs overseas every year.

Third, increasing American industry's ability to compete in the

international market.

And fourth, reforming our patchwork tax system to make it more fair and

more efficient.

Mr. Chairman, while we believe any tax reform that addresses just one of

these issues is worth considering, we also believe this committee and this

Congress have an opportunity to make progress on all four of these challenges.

One particular proposal I want to discuss today does exactly that. The

proposal I'm referring to is the Business Transfer Tax, or BTT, as originally

introduced by Senator Roth in S. 1102, also known as "Roth I.0

Essentially, the BTT is a tax imposed on the net business receipts of a

company at a uniform rate. The tax base would be the total annual revenue of

a company, less its payments to other businesses for raw materials, components,
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capital equipment and services. Basically, a company's costs for direct labor,

interest and tax expense and its profits would be subject to tax. The tax

would be imposed annually, and not on a transaction-by-transaction basis.

What makes this particular tax reform work is that an American company

would credit its BTT p3yments against its liability for Social Security payroll

taxes. For foreign firms, a companion border tax would be imposed on the fair

value of imports, but they would not benefit from the credit.

Those are the technical details. In our opinion, a Business Transfer Tax

with a FICA credit would have several substantial benefits.

First, depending on the rate of the tax, it would generate revenue --

anywhere from 20 to 55 billion dollars annually.

Second, such a Business Transfer Tax would help make American industry

competitive again.

If American companies can credit their BTT payments against their liability

for Social Security payroll taxes, the BTT should have a minor effect on the

prices of American products in the market. The costs of the tax would be offset

by the reduction in FICA taxes.

With a FICA credit for the BIT, everyone wins. American producers become

more competitive. The U.S. Treasury gains revenues from imports. And consumers

benefit from stable prices.

But if the BTT payments were made deductible, rather than a credit, the

American economy loses out. Consumers would lose because they might have to

pay higher prices. American companies would lose b cause a BTT that is deductible

would constitute a new tax. A new tax won't help American business face foreign

competition in the domestic market.

Mr. Chairman, America has two great economic illnesses -- the budget deficit

and the trade deficit. The great attraction of the first Business Transfer
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Tax bill -- a BWT with the Social Security credit -- was that it linked a solution

to these two crises.

One very important consequence of the BIT in its original form is that it

stop encouraging American manufacturers to outsource production to foreign

countries, and start encouraging overseas manufacturers to produce in the U.S.

The border tax element of BTT would bring the American tax system more in

line with those of our trading partners. Foreign value-added tax systems give

foreign producers tremendous incentives to export, because taxes on exports

-are rebated or forgiven. For instance, vehicles produced and sold in Japan

are subject to a commodity tax in the area of 20 percent. These taxes are

rebated on exports. So when a Japanese car lands on the dock in San Francisco,

it becomes cheaper, or more profitable, or both compared to its home market.

A BT'1 would give foreign producers a choice. They could raise prices to

recover the tax, and therefore cut imports. They could keep their volumes the

same by absorbing the tax and reducing profits. Or they could move their factories

to the U.S. The revenue raised could go to reduce the deficit, to reduce tax

rates, or to retain some of the incentives for capital formation in our current

tax system.

14r. Chairman, as we pass the two trillion dollar mark on the national

debt, your work assumes even greater importance. Chrysler, for one, wants to

be part of the solution.

We're well aware that a 5 percent BTT with a FICA credit would increase

Chrysler's annual taxes by over $200 million, with all of the taxes coming

from our imports. But we believe that is a price worth paying to bring down

the value of the dollar so that American business can compete fairly in world

markets.

The Business Transfer Tax I've discussed today is a tax reform that would

help address the major economic challenges facing our nation. We hope that as

you consider the BTT and other reform proposals, you'll view them in light of

what they can do to help cut our trade and budget deficits by helping American

business to oompete, and not just as opportunities to raise revenues.

I will be happy to answer any questions.
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The CHAIRMAN. Mr. Meagher.

STATEMENT OF JOHN K. MEAGHER, VICE PRESIDENT FOR GOV-
ERNMENT RELATIONS, LTV CORP., AND CHAIRMAN, BASIC IN.
DUSTRIES COALITION, INC., WASHINGTON, DC
Mr. MEAGHER. Thank you, Mr. Chairman. My name is John

Meagher. I am the vice president of the LTV Corp. and chairman
of a group called the Basic Industries Coalition which is concerned
about capital formation issues. I am here to testify both about the
existing proposals that are under discussion: The administration's
proposal and the staff proposal of the joint committee, as well as
Senator Roth's BTT; and an alternative to that, that the Basic In-
dustries Coalition has been working on for some months.

At the outset I would like to say that we think the problem with
basic industries is that we arrive at tax reform in an already weak-
ened position, as a result of many things, not the least of which is
severe liquidity problems in this economy and the fact that our tax
system is basically skewed toward helping imports come into this
country, rather than favoring exports or favoring the production of
goods and services here in the United States. In this connection,
what really happens is that a foreign product is produced overseas;
it is not taxed there. It comes to this country; it is not taxed here,
and competes with an American product that is taxed here twice,
both at the Social Security level and at the income tax level, as
well as State and local levels. We have calculated out that the dif-
ferential of this tax disparity alone amounts to 20 to 40 percent of
costs, depending on the country.

This tremendous disadvantage American manufacturers face is
at the core of the problem of competitiveness. The results speak for
themselves-a $150 billion trade deficit and a huge budget deficit,
and the flight of manufacturing firms from the United States-as
Steve Miller has just pointed out-to other parts of the world be-
cause it is cheaper to do business over there, because the cost of
capital is cheaper. So, we, as basic industries, are very interested in
the concept that Senator Roth has pioneered. He has, in our judg-
ment, made a major contribution to the whole debate on tax
reform by developing the concept that really asks: What are the
competitive aspects of our tax system, and how is this tax system,
as well as other things, going to impact on the ability of American
companies to stay in business? The original bill that Senator Roth
introduced, we thought, had considerable merit at the levels it pro-
vided.

We are concerned, however, with his latest version, and the
reason we are concerned with that, quite frankly, is that many of
the companies that are severely import-impacted are at a loss posi-
tion. And, as we understand the way his proposal would work, that
would simply amount to a 7 to 10 percent add-on tax on those com-
panies since they have little or no tax liability in any given year.

uch a result is self-defeating. If the proposal is designed to help of
trade impacted companies in America, it ought to tax, it seems to
us, the companies that are not now paying tax and that are bring-
ing goods into this country more than it taxes similar American
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companies. Otherwise, the disparity that I described before and
that already exists will simply be exacerbated.

Now, there are large numbers of companies in this country with
severe liquidity problems, as I said. They have large net operating
loss carryovers. They have unused investment tax credit car-
ryovers. They may be losing money on a current basis, but they are
investing money to the extent that they can so they can modernize.
And the problem with the latest proposal-although the concept of
a BTT we think is a very solid concept and necessary-is that it
simply doesn't recognize a very solid American tax principle, which
is the ability to pay. In fact, we don't tax people out of business in
this country; and I don't think that that was the intent, and I don't
think that it is necessary for the BTT proposal to survive and to
make a major contribution to the tax reform effort to have this
kind of result.

We recommend in its place or as an amendment to it the addi-
tion of an ability-to-pay principle, so that it simply doesn't add up
to an add-on tax, particularly on people who don t have any ability
to pay that tax. If we have to go borrow the money to pay the tax,
and that borrowing of the money-if you can get it-puts you out
of business, the result is wrong. We don't think that is what you
had in mind, and we don't think that that is the result that you
wanted to achieve here. We also believe this proposal can be fixed
up in a number of ways, but primarily in a way to ensure that it
achieves the result we all seek, namely, that it will do something to
change the economics of world capacity and that, second, it will
ensure that American companies-that it is designed in fact to
help and to level the playing field-will have the opportunity to go
ahead, proceed with their business, recover, and become active tax-
payers. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.
Mr. Mack.
[The prepared written statement of Mr. Meagher follows:]



67

TESTIMONY

of

JOHN K. MEAGHER

Vice President-Government Relations

The LTV Corporation

Mr. Chairman, my name is John K. Meagher. I am the Vice President

of Government Relations for The LTV Corporation and Chairman of the

Basic Industries Coalition, Inc. (BIC), an association of over 20

companies and trade associations involved in eight basic American

industries. BIC was established in 1983 to provide leadership in

developing governmental policy positions to insure the continued health

and competitiveness of our basic industries. Since the particular

focus of BIC has been to promote capital formation and tax policy

alternatives which will provide the basis for long-term economic growth

and the ability to compete in the world marketplace, we are greatly

concerned about the various tax proposals and welcome the opportunity

to discuss our views with this committee.

I am here today to testify about the problems of basic industries

in the international marketplace and the extent to which both the

Administration's and the Joint Committee staff's proposal impacts on

our ability to compete. In so doing, we are here not simply to

criticize either proposal nor to participate in any effort to derail or

postpone tax reform. Rather, our intention is to suggest alternatives

that may assist tax reform to proceed.
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Most outside observers believe both proposals will reduce the

ability of America's business -- particularly manufacturing -- to

compete not only abroad, but here at home as well. We agree with that

position. However, it is critical to note that our international

competitive position has been declining for some years and many

American industries are already in dire straits. The reasons appear to

be threefold:

1. *Since 1980', as Edward Jefferson of duPont has

pointed out, *the rise in the value of the dollar

has put a 50% surcharge on all U. S. goods sold

abroad and a 50% subsidy on all imports."

-2. Imports have jumped geometrically in virtually

every product category as world-wide capacity to

produce goods and deliver services has increased.

3. Since 1981, tax changes have significantly

increased the cost of capital to American

manufacturers vis-a-vis foreign competitors.

As a result, we arrive at this point in an already weakened competitive

position. And, I might add, it is not only basic industries which are

hurting, it is also high tech, services, and, importantly, agriculture. It is

clear that the problems of steel and auto are very much the same as

agriculture and semi-conductors. It is world-wide overcapacity and that

overcapacity is causing a short-term liquidity problem for much of American

business and government and will cause a long-term reduction in our standard

of living absent policies to deal with it.
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Our concern about the proposals is that they not only ignore the reality

of this world-wide situation, but, also, unintentionally exacerbate it. Let

me explain.

Under our existing tax law, to use an overworked phrase, the international

playing field is uneven. Our present system already encourages imports and

discourages exports because it fails to tax imports while taxing domestic

manufacturers -- and taxes exports which are taxed again overseas. Also, most

exporting countries do not tax exports -- at all -- with the result that goods

entering the U. S. enjoy a huge cost advantage over domestically produced

goods. We estimate the tax advantage to range between 20% - 40%. This

situation, combined with lower wage rates and the high dollar value, simply

encourages American businesses to manufacture off-shore and sell their foreign

produced goods in the United States. (Exhibit #1 is an article entitled, "New

Wave of Off-shore Plants", which appeared in the July, 1985, isssue of Dun's

Business Month.)

The results of our existing policy speak for themselves -- a $150 billion

trade deficit, a $200 billion budget deficit, declining market shares in most

sectors and severe liquidity problems across the economy.

Enter Treasury II and the Staff proposal. Rather than dealing with the

fundamental economic problems I've described, they do the opposite. By taking

several hundred billion in investment incentives in a five-year period, they

will simply increase the cost of capital to manufacturing companies at a time

when these firms are already experiencing severe liquidity problems, but must

spend to be able to modernize. In addition, they perversely encourage

off-shore manufacturing.
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A Chrysler, for example, can move a plant to Canada, where it will receive

a 7% ITC, two-year expensing of its plant and equipment and sell its product

in the U. S. and pay only a 33% maximum corporate rate. In a very real sense,

under both proposals, America becomes a tax haven for its own companies.

Unfortunately, this means loss of American jobs, earning power and,

ultimately, standard of living.

The President and the Staff have proposed and there is strong support for

individual rate reductions. They will be meaningless, however, unless

America's business base is maintained and expanded. If American's don't have

jobs or if their jobs are low-paying service jobs individual tax rates won't

matter.

At the outset I stated that we are here not to oppose tax reform, but to

assist in its development. In order to do that we believe this committee must

act boldly and fairly to deal with the inherent problems of the dollar value,

world-wide overcapacity and domestic liquidity -- both private and

governmental. A world view of the economic order must be taken, and a policy

must be fashioned which reflects the reality of today not the myths of

yesterday.

PROPOSAL

Very simply, we recommend extending the fairness doctrine of taxation

beyond the shores of Anerica. we think it is not only unfair for certain

profitable domestic companies to pay no federal tax but equally unfair for

virtually all foreign companies importing goods into the U. S. to also escape

taxation. Is it fair, for example, to tax Xerox but not Cannon, to tax

Chrysler but not BMW? Hardly.
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The fact is that America is the most open market in the world and should

remain so if consumers are to have choices, and if we are to have the

opportunity to export our goods and services. However, it will not remain

open unless something is done about our rising trade deficit and the

accompanying fallout from it -- unemployment, liquidity problems, etc.

The alternative to protectionism is a tax policy which will require

imports to pay in order to play. Most countries of the industrialized world

protect their domestic markets by either major import barriers or taxation.

We favor the latter.

In that connection by sponsoring the Business Transfer tax (BV) Senator

Roth is pioneering a major effort toward leveling the international economic

arena in which trade is conducted. The T is an important concept and

deserves serious consideration not just as a revenue source but as a trade

tool as well.

Most, but not all members of the Basic Industries Coalition (BIC) support

the idea of the WIT. We believe that an alternative revenue source is

necessary in order to achieve appropriate tax reform. It is not wise, in our

view, to simply raise taxes on business in order to pay for individual tax

rate reductions or to simply lower the corporate rate. Such proposals simply

make it easier for imports to compete in the American market and place a major

barrier in the efforts of domestic manufacturers to modernize and regain

competitiveness.

The BTT, in effect, extends the doctrine of tax fairness beyond our

shores. It provides the revenues necessary to lower both the fiscal and trade

deficits. And, most importantly, it changes the economics of trade on a

permanent basis. As a result, it should have a favorable impact on the main

cause of our trade deficit -- over supply of world-wide capacity in nearly

every product or commodity.
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I would be remiss, however, if I didn't cite very real and serious

problems with th, latest Or proposal of Senator Roth.

In concept, the Brr is designed as a border tax adjustment mechanism which

can equalize the tax burdens between foreign and domestic producers. while it

has positive revenue effects, which should be favored, the primary policy

reason for its adoption should be trade-related.

S.1102 embodied that notion and really amounted to a border tax adjustment

mechanism. It recognized that social insurance costs are born exclusively by

American corporations and provided an offset against FICA taxes for the BIT.

The latest BT proposal eliminates the FICA offset and simply allows a

deduction of the BTT against income tax liability. Unfortunately, for

companies with little or no income tax liability, the new T amounts to a 7%

to 10% add on tax. For loss companies, like many in BIC, this tax could force

us out of business.

It is ironic that most of the companies in this category are or have been

the victims of severe import pressure -- exactly the problem the WIT

conceptually should be addressing. In fact, the opposite would occur.

Foreign competitors would gain a major advantage over domestic companies

having import and financial difficulties. Also, as the revenue projections

indicate, most of the new revenue would conea not from foreign firms but from

American firms. The opposite should occur.

We urge that this proposal be modified to insure the result we all seek.
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Specifically, we recommend the enactment of the Business Alternative

Transfer Tax (BATT) which would more nearly harmonize our system with those of

our principal trading partners. The BAT'r would impose a 15% to 20% tax on the

net amount of goods and services transferred by a business during the year.

This would apply to goods from whatever source, obviously to include imports.

It would contain an ability to pay principle similar to that in the existing

federal income tax system and would be set up as an alternative tax meaning

that businesses would be allowed to credit domestic FICA and income taxes

against it as well as allow the use of ITC and NOL carryovers. In this

respect, it adopts the principle contained in and could have similar results

to the alternative minimum tax proposals sponsored by mesoers of this

committee. Unlike the BTT proposal of Senator Roth, it would not tax loss

companies out of business.

The BATT makes sense to us for a number of reasons:

I. It will raise revenue needed to allow tax reform to

proceed consistent with the President's proposal and

those which have been expressed by the Chairman and

other members.

2. It will help alleviate our trade deficit problems

and should serve as a meaningful alternative to

protectionist act ions.

3. It will be a positive step toward forcing the

rationalization of world-wide capacity.
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This latter feature is essential if there is to be stabilization of

supply and price. Since this process will be a long one, it is critical that

this change in tax policy be permanent. Ultimately, we must deal with the

economics of capacity if we are to survive as a major industrial power. Our

existing tax system and the President's proposal simply encourages increases

in capacity overseas and decline in capacity here at home. Is this fair? We

think not.

The net affect of this proposal will be to reduce the value of the dollar

in the short term and force wotld-wide capacity rationalization in the long

term.

In the absence of policies to deal with both, our comerical future is at

stake and our way of life threatened.
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New Wave of
Offshore Plants

For tbe first time, companies are
n pnng factors otr seas to

n rdu4 for the U.S. market.

f you can't beat 'em join 'em"
has become the battle cry of
American convares as they

rush abroad to mam cture products
that o rrly were " de In Amen.
ca." Foreign affliates of U.S. conma.
ries plan a 22* hike in aniufactwig
investment this year, - with
oly a 4% increase in 1984, according
to a Commerce Deparmm survey.
"At this very mmert." reports Bet.
mrd O'Keefe founder ofEG&G. Inc..
-a haM.dozen division managers are
looking at Ireland, Puerto Rico. India,
Thailand. Malaysia ad other nations
to deterne whether we am source
compnmens there or even set up ou
ow plants to make products kir sale
there and i the U.S."

Behind the move is the umfhgging

by Lynn Adkint

strength of the dollar Even though
companies have been dont vrything
possible to beemw more competitive,
incudng sah bbor and maste-
ment ranks, dosing outmoded plnts
and moldering others and improving
product quality r service, they have
rot been able to dooe the cost pp.
"Our meber tel us they have taken
25%-to-3Oe, and asmuch as 35%. out
of the cost out of their product." says
Natinnal Association of Mnufactur.
r' President Alexander Trowbridge.

"But itn is stil not enough ."The dol.

br's drag has been too much to over-
come. "The year 1984 was a water-
shed,"saysNAM V cePresidentlaw.
rence Fox 'Copor te America kept
waiting for the dollar to weaken. It
hasn't, ad now they feel the o y way
to compete is to gn abroad."

To be sure. manufacturing products
overseas and usig fwen penis
not a new phenomenon. America's
corporate giants went overseas in
droves a generation ago and only ar-
taled this investment in the bte 197k
when investment costs Pew prohibi-

w
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tive as the dola sagged and labor mar.
ket conditions became onerous. That
expansion however, was designed to
ofrvevn oversamarkets. and,
at that tirne. 25% of U.S. exports
steaied from the shilments d U.S.
compares to thedi oversas afites.
Today, in sharp contrast, the dW is
mpeOr-strUong forei sales we weak
and plats overseas are not being sup-
plied with components from their U.S.
parents. Moreover, foreign suppliers
we not being used in addition so U.S.
suppliers, tut in pice of them, says
the NAM's Fox.

n this new wave of invesunent.
those compares with offshore
facities in place have begun to

m actre more product overseas.
For example, Caterpilar Tractor Co.
mouced lastJnry that production
oiitsnewID6tractorwouldbedoneen.
tiely at its Glasgow, Scotland, plant
and that d manufacture of its track.
type loader (a piece ofequwment that
looks ie a ido with a scoop)
would take place at ts iity inGreno-
ble, FrOac. The reason: it is substan.
thay cheaper to bd these products
abroad and ship them back to the U.S.
market for sale, according to Caterpil.
br. Originaly. some o the D6 produc.
tion was slated for the company's Dav.
export, Iowa, flity, which had also

been producing the loaders.
Lower costs abroad also has forced

machiee-tool bidder Brown & Sharpe
Manufacturing Co. to cut production at
its Kingston. Rhode Island. p and
boost production in its facility in Swit-
zeland, according to an executive of
the National Association of Machiee
Tool Bidders. Some of that product
wil be shipp*e back to the U.S.

E.L du Pont de Nemours & Co.,
which over the past decade has locat.
ed between 16% and 17% of its annual
capital spending for overseas projects,
is mcreasin its foreign comitnentto
26% this year. "You get more bang for
your bucks building overseas than in
the U.S.,"says ViceChirrnsn Richard
E. Hecket. Most of the products from
this new capacity wil be marketed
broad but, he says. "some of t will
come back to the U.S." Moreover, he
contends, "if a company has a choice of
building a plant in New Jersey and
building a plant in Asia, there isn't
much ofa choice. The plant wil be built
in Asia because the cost of capital is
cheaper and so we material."

Eastman Kodak Co. is moving in the
sune direction. The company has con-
solidated some of its domestic produc-
tion facities in favor of locating "a
modest amount of assembly and sub-
assembly work at our locatins outside
the U.S.." Chainnan Colby H. Chan-

dier told the Senate Finance Cominit.
tee in April. "These efforts are all new
to us." he added.

Also on the upswing are joint ven-
tures with foreign partners to produce
goods for the U.S. market. In April,
Chrysler Corp. announced it wil build
automotive comonents in South Ko-
rea with the Samsung Group for ship-
mert back to the U.S. for assembly.

And Ohio's Minster Machine Co.
formed a joint venture with a Taiwan.
ese firm to produce high-speed metal
forming equipment for sale In Asia.
The venture has been so successful
that Minster is now selling the equip-
meat in the U.S. as well.

these moves obviously wi
have enormous repercussions
on U.S. employment, but

many industry leaders argue that the
long-term consequences are even
more serious. They believe that even
if the dolar does come down apprecia-
bly, the ftelihood is that the American
companies that have set up overseas
sources in one form or another will
coninue those operations and relation-
ships "Once such actions have been
taken, companies have nde a two-to-
ten year commitment," contends the
NAM's Trowbridge. "Those decisions
a not changed quickly."

Still Trowbridge is surely echoing
the sentiments of most American ex-
ecutives when he says that "U.S. com-
panies just cannot wait for market
forces to bring the dollr in line. If they
wait, there may not be a market for
their products." I
$ I
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STATEMENT OF JAMES H. MACK, PUBLIC AFFAIRS DIRECTOR,
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION, WASH-
INGTON, DC
Mr. MACK. Good morning, Mr. Chairman. I am Jim Mack. I am

public affairs director of the National Machine Tool Builders' Asso-
ciation. We appreciate the invitation to discuss the concept of busi-
ness transfer tax in the context of basic tax reform. NMTBA has
long maintained that fundamental changes in tax policy must not
be considered without an assessment of the impact of those
changes on our international competitiveness. In our view, the ad-
ministration's and, more recently, the Ways and Means Committee
staffs apparent failure to accurately evaluate this impact consti.-
tutes the major failing of their respective tax reform proposals. The
administration and the Ways and Means Committee find them-
selves in a predictable dilemma. Their steadfast adherence to a spe-
cific individual rate target and to revenue neutrality, coupled with
their refusal to consider alternative funding mechanims, has inevi-
tably resulted in the repeal or depletion of important investment
incentives.

Mr. Chairman, that is not tax reform. It is a sure-fire formula for
higher trade deficits, lower industrial capacity, and more underem-
ployment. The BTT, on the other hand, by providing a border neu-
tral revenue source with which to pay for the retention of crucial
capital cost recovery provisions as well as significant rate reduc-
tions will lead, in our view, to greater capital investment, to great-
er productivity, and to greater international competitiveness. That
is real tax reform, and we are pleased to endorse the BTT concept.
We note that Senator Roth's revised BTT proposal no longer pro-
vides for the credit of BTT revenues against a firm's liability for
FICA, but instead allows the BTT to fully be deductible against cor-
porate income tax liability. Perhaps the committee should consider
the feasibility of adopting an approach which retains aspects of
both proposal s by permitting a taxpayer to first offset his ACA li-
ability via the credit and then apply the remaining BTT revenues
to reduce his income tax liability. Or, alternatively, a taxpayer
could be provided with an option to offset the BTT against either
or both his FICA and income tax liabilities. In this way, employers
could reduce their labor costs and still make appropriate adjust-
ments in their taxable income. Under the revised BTT proposal, it
is not clear what treatment is to be accorded those taxpayers who,
as a result of negative profit margins, incur no income tax liability
in a given year.

We believe that consideration should be given to the adoption of
a carry-forward or carry back provision regarding the BT1 liabil-
ity. A provision should also be made to offset a company's BIT li-
ability against any minimum tax that you might decide to adopt.
And finally, consideration should be given to permitting a company
to use its BTT of tax liability to absorb unused investment tax
credits. We believe that because BfT is, in effect, an excise tax on
business and not a consumption tax in the purest sense, it is appro-
priate that its revenues be applied to offset other business liabil-
ities, such as those imposed by the proposed elimination of acceler-
ated depreciation schedules and the investment tax credit. We are
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therefore gratified that Senator Roth's proposed expensing cost re-
covery system is predicated on a recognition that in order for U.S.
businesses to remain competitive, the Tax Code should not return
to the pre-1981 anticapital bias. We believe that ECRS could spur
an enormously productive capital investment cycle, thus providing
the foundation for improved U.S. competitiveness. However, be-
cause the ECRS relies on asset classifications established by CCRS,
we do want to point out that we believe machine tools have been
improperly classified under the CCRS system; and we refer the
committee to our recent testimony on that point.

We understand that Senator Roth's proposal contemplates some
leftover revenues from the BTT, and we suggest in our testimony a
number of options that the committee may wish to consider in this
regard, including permanent retention of a lower ITC or a gradual
phaseout, elimination of recapture, phasein of complete expensing,
perhaps expensing at a higher rate. Finally, we urge the committee
not to adopt measures such as the House Ways and Means Com-
mittee corporate minimum tax, which under the guise of cosmetic
fairness effectively aviscerate the investment incentives that the
BT was intended to preserve. Thank you, and we will be glad to
respond to your questions.

The CHAIRMAN. Thank you.
[The prepared written statement of Mr. Mack follows:]

4
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STATEMENT BY
JAMES H. MACK

REPRESENTING THE
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION

BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

OCTOBER 10, 1985

I. INTRODUCTION

Good morning, my name is James H. Mack. I am Public Affairs

Director for the National Machine Tool Builders' Association (NMTBA),

a trade association representing companies which account for more

than 85 percent of machine tool production in the United States.

NMTBA appreciates the invitation to discuss the concept of

a Business Transfer Tax (BTT) in the context of basic tax reform.

We understand that Senator Roth's plan for basic reform is still in

draft form. Before proceeding with our specific comments concerning

the proposal, we would like to direct the Committee's attention to

testimony delivered last week by NMTBA Chairman James L. Koontz, who

appeared before the Committee to address the President's tax

*reform' plan. 1 That statement documents, in some detail, the

current state of the domestic machine tool industry. Lot me

summarize by noting that, while there have been some positive signs,

most machine tool builders continue to experience severe financial

strain due to the modest recovery in shipments. Substantial import

penetration -- measured by value, machine tool imports presently

ISee, generally, Congress, U.S. Senate, Committee on Finance,
Statement by James L. Koontz, President and C.E.O., Kingsbury
Machine Tool Corp (representing NMTBA), October 2, 1985 (99th Cong.,
Ist Sess.).
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account for more than 40 percent of domestic consumption -- also

clouds prospects for further recovery. And, as we told the

Committee last week, the elimination of crucial investment

incentives provided by ACRS and the ITC will have a devastating

impact on capital spending -- both by the industry's customer base

and by the industry itself. The result will be a less competitive

manufacturing base for America.

II. THE CONCEPT OF A BUSINESS TRANSFER TAX

NMTBA has long maintained that fundamental changes in tax

policy must not be considered without an assessment of the impact of

such changes on the international competitiveness of U.S. businesses.

This is especially true in light of America's unprecedented trade

deficit and the fact that this country is facing a crisis with

reqard to its international competitive standing. In our view, the

Administration's -- and, more recently, the Ways and Means Committee

staff's -- apparent failure to accurately evaluate this impact

constitutes the major failing of their respective tax "reform"

proposals. The Ways and Means 3taff approach further exacerbates

the problem by wiping out the minimal investment incentives which

remain by including them as *tax preferences' in the new corporate

minimum tax and then locking capital intensive industries of all

sizes into a permanent minimum tax position.

It is generally recognized that our tax code favors

consumption while discouraging savings and investment. Many of the

so-called tax preferences now included in the code have, to varying

degrees, the effect of mitigating the code's bias against savings
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and investment. It is these very investment and savings incentives

which are eliminated by the Administration and the Ways and Means

Committee staff, in order to achieve individual and corporate rate

reductions.

The Administration and the Ways and Means Committee find

themselves in a predictable dilemma. Their steadfast adherence to a

specific individual rate target and to revenue neutrality, coupled

with their refusal to consider alternative funding mechanisms, has

inevitably resulted in the likely generation of low economic

growth. Mr. Chairman, that's not tax reform. It's a sure fire

formula for higher trade deficits, lower industrial capacity, and

more under-employment.

The BTT, on the other hand, by providing a border-neutral

revenue source with which to "pay for" the retention of crucial

capital cost recovery provisions as well as significant rate

reductions, will lead to greater capital investment, Ledter

productivity and greater international competitiveness. That is

real tax reform and we are pleased to endorse the BTT concept. We

commend Senator Roth and his staff for recognizing that an

environment conducive to long-term economic growth is essential to

America's continued competitiveness -- both at home and abroad.

III. FICA OFFSET VS. INCOME TAX LIABILITY OFFSET

We note that Senator Roth's revised BTT proposal no longer

provides for the credit of BTT revenues against a firm's liability

for the employer portion of Social Security payroll taxes (FICA),

but instead allows the BTT to be fully deductible against corporate
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income tax liability. We understand that several concerns led to

this shift -- a major one being that a BTT imposed at an increased

rate of 7 to 10 percent would more than offset a firm's FICA

liability and thus, result in the imposition of a new business tax.

Perhaps the Committee should consider the feasibility of

adopting an approach which retains aspects of both proposals by

permitting a taxpayer to offset his FICA liability via a credit,

while applying the remaining BTT revenues as a deduction against

income tax liability. Alternatively, a taxpayer could be provided

with an option to offset the BTT against either or both his FICA and

income tax liabilities,. In this way, employers could reduce labor

costs and still make appropriate adjustments in their taxable income.

Under the revised BTT proposal it is not clear what

treatment is to be accorded those taxpayers who, as a result of

negative profit margins, incur no income tax liability in a given

year. Consideration should be given to the adoption of a

carryforward/carryback provision regarding the BTT deduction.

Provision also should be made to offset a company's BTT liability

against any minimum tax the Committee should decide to adopt.

Finally, consideration should be given to permitting a company to

use its BTT liability to absorb unused investment tax credits.

IV. CAPITAL COST RECOVERY

NMTBA believes that because the BTT is, in effect, an

excise tax on business and not a consumption tax in the purest

sense, it is appropriate that its revenues be applied to offset

other business liabilities -- such as those imposed by the proposed
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elimination of accelerated depreciation schedules and the ITC. We

are, therefore, gratified that Senator Roth's proposed Expensing

Cost Recovery System (ECRS) is predicated on a recognition that in

order for U.S. businesses to remain competitive, the tax code should

not return to the pre-1981 anti-capital bias embodied by the ADR

system.

NMTBA applauds the ECRS as a vast improvement over the

Administration's CCRS and, particularly, the Ways and Means

Committee staff option. ECRS, unlike those two proposals, retains

an essential feature of any truly effective depreciation scheme --

the ability of equipment purchasers to recoup their investments in a

timely manner in order that they may reinvest in modern productive

assets. We believe that the ECRS could spur an enormously

productive capital investment cycle, thus providing the foundation

for improved U.S. competitiveness.

However, because the ECRS relies on asset classifications

established by CCRS, we want to point out that machine tools are

improperly classified. The overwhelming majority of today's most

productive machine tools are computer controlled. Consequently, the

design, manufacture and application of both individual machines and

systems are closely intertwined to the state-of-the-art of the

computer control itself. That is why machine tools properly belong

in the depreciation class which includes computers and other

equipment typically subject to sweeping technological change.

We refer the Committee to our recent testimony which

includes a detailed examination of appropriate machine tool
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depreciation classification. 2 We urge you to bear in mind that

access to the very latest technology is a competitive necessity for

the U.S. machine tool industry and its customers. A depreciation

schedule which amortizes machine tools over too lengthy a time

period will not provide the cash flow necessary to replace

technologically obsolete equipment in a timely fashion.

Finally, we note that Senator Roth's proposal contemplates

some 'left over" revenues following introduction of the BTT. We

suggest the following as options which the Committee may wish to

consider in this regard: the permanent retention of a lower ITC or,

alternatively, a gradual ITC phase-out; elimination of the

Administration's recapture proposal: a phase-in of complete

expensing or, alternatively, expensing at a rate in excess of 50

percent as called for by the ECRS. Each of these proposals would

provide further shoring up of capital cost recovery.

V. CONCLUSION

NMTBA is encouraged by Senator Roth's proposal -- drafted

as it was with an eye towards the realities of competition in today's

global market, it represents a significant step forward in the tax

reform debate. However, we urge the Committee not to adopt measures

such as the House Ways and Means Committee's corporate minimum tax

which, under the guise of cosmetic "fairness', effectively eviscerate

the investment incentives the BTT is intended to preserve.

Thank you. I would be happy to respond to your questions.

2
See, Statement of James L. Koontz, supra, at pp. 6-8.
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The CHAIRMAN. Mr. Mack, I do have several questions, which the
other witnesses may want to address themselves to as well. Would
you target the revenues generated by the BTT, whether we use it
to offset FICA or other taxes or as a deduction against income
taxes, or simply use those revenues to reduce the deficit.

Mr. MACK. We would be opposed to that.
The CHAIRMAN. Oh, I understand that you would be opposed to

that, but I am curious about your statement that you regard the
BTT as an excise rather than a consumption tax. Give me your def-
inition first of a consumption tax, before I go on.

Mr. MACK. As I said, it is not a consumption tax in the purest
sense. In the case of a VAT, through an invoice and credit method,
you are passing and crediting it along the stream of commerce. The

is paid by the business, and the business could either absorb it
or pass it along as it chooses.

The CHAIRMAN. But isn't this true of all taxes?
Mr. MACK. In the purest sense, one could say that corporations

are, in a sense, a tax collector for the Government. Sure.
The CHAIRMAN. In that case, they are all consumption taxes. The

excise tax is a consumption tax, business transfer, value added-
they are all consumption taxes.

Mr. MACK. In that sense, yes. But, as I said, in the purest sense it
is a tax on business as opposed to a pure tax on consumption. But I
see where you are coming from.

The CHAIRMAN. Interestingly, most economists-in fact, most
people-call excise taxes consumption taxes, whether it is the tele-
phone excise tax or the windfall profits tax, which is not a profit
tax but an excise tax. And you are calling the business transfer tax
an excise tax, but you are not calling it a consumption tax, which I
am intrigued with.

Mr. MACK. As I said, in the purest sense I think that is true, but
I see where you are coming from. One could go either way.

The CHAIRMAN. I take it that you would be happy with the busi-
ness transfer tax so long as it is applied against some tax that the
business owes, whether it is FICA or unemployment or workers'
compensation, or something that the business owes; but you would
be opposed to it if it were strictly a deduction against income tax?

Mr. MACK. No; I think that Mr. Meagher and Mr. Miller have
raised some problems, and that is that FICA is a tax that every
business pays. Not every business is in a position to pay an income
tax. Our industry has been in a loss position since 1982. We would
love to pay income taxes. Many of our members aren't paying them
these days. I guess the concern that I would have is that, if a com-
pany has no income tax liability and if you don't provide some
other mechanism for them to offset the BIV liability, whether it is
through FICA or through carryforwards or carrybacks, I think you
do create some distortions that Mr. Meagher outlined.

The CHAIRMAN. Mr. Miller, if the B is not used as an offset
against FICA oix some similar tax, you are opposed to it?

Mr. MILLER. We would be prepared to consider it. I think the im-
portant feature that we found in S. 1102 has to do with the FICA
offset; and I am not too sure about the semantics of consumption
tax and excise tax, but what I think is important is that in S. 1102,
where there was the FICA offset, there would be minimal or no
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impact on the price of goods that are made in America. And I
think, therefore, for the broad range of goods that at least some
market shares produce in America, the consumer would not see
any raising of his prices. It would be the foreign producer compet-
ing in America who would now have a tax bill that he would have
to eat because, presumably, he would have to maintain his price
level to be competitive with the domestics. And that is where I
think that we can stay away from the rhetoric of what is a con-
sumption tax. If the tax as constructed does not cause a price in-
crease for American produced goods, the consumer should win. As
to where the money goes, that is the job of your committee. We are
suggesting that, as you tinker with the Tax Code, please try and do
something that helps us with our trade deficit.

The CHAIRMAN. Mr. Meagher.
Mr. MEAGHER. I would answer your question "yes," if it was

posed like that, and I think the group would. I have told Senator
Roth that privately. I think that we ought to look at this as a new
kind of a tax system that is being created. I don't think it needs to
fall under the rhetoric or the precedence of old tax systems. The
fact that there is the use of a FICA offset or a deductibility princi-
ple or whatever is simply a convenient way of dealing with. We
look upon this basically as a new kind of tax system that is primar-
ily-in our view should be primarily-a trade tool; that it is some-
thing to level the international playing field so that American com-
panies can compete fairly. We on't look at it primarily as a reve-
nue measure. This isn't an excise tax. We think it has the features
of a consumption tax, which it clearly does; but in effect what Sen-
ator Roth is attempting to do is to create a new kind of tax system
that will deal with very specific problems that have been occa-
sioned by what is happening in policies overseas as well as here
and the world marketplace.

The CHAIRMAN. Senator Roth.
Senator Rom. Thank you, Mr. Chairman. Let me start out by

saying that, to me, the basic motivation of tax reform has to be to
develop lon -term tax policies that will enable this country to com-
pete in world markets and to meet the challenge of the technologi-
cal revolution that we are going through. And if we fail to face
that challenge, then I think we are on a decline. I think that this
tax proposal does meet that challenge.

Let me start out by saying that, whether it is Roth I or Roth H
or Roth III, we are still in the process of trying to develop the kind
of approach that will meet that goal; and I recognize that there are
certain problems with respect to our basic industries. You are abso-
lutely correct. We are not trying to penalize them because- I
happen to be a strong believer that the United States as a shield
for the free world has to have a strong, vital, basic industry. So, we
are looking at the problem. There are advantages and disadvan-
tages offsetting against FICA. It helps some, but then there are
others that it doesn't. Some it may be some kind of combination.
We have to keep in mind, of course, that we have to have revenue
because I think the President has rightfully said it has got to be
revenue neutral.

The one thing I want to urge upon you, and I appreciate the com-
ments that were made today, that in order to introduce this kind of
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new approach, it has also got to be sellable to the individual. Politi-
cally, there are a lot of people who think this is a very risky kind
of business, but that is the reason it is so important that we do
something about the middle class. I think we can make some
changes if we demonstrate to the individuals-the working
people-that they are going to benefit. Of course, that is the reason
we are proposing, as Rudy said earlier, to continue this reduction
in marginal rates, so that we have their political support in
making this kind of very significant change.

Now, let me go back. The administration has said its approach
wants to be revenue neutral, and they have made some changes in
the House; but it seems to me, instead of being revenue neutral,
they are negatively impacting on capital recovery, the very kind
of-in other words, we are undoing in the administration and what
the House Ways and Means Committee has proposed, what we
were trying to accomplish in 1981, to enable American business to
be competitive. And that is one reason American business is not
supporting these changes. Would you agree with that?

Mr. MFAGHER. Absolutely. I think that what we have done since
1981 in numerous ways is take several steps backward. Many ex-
perts say that the value of the dollar is the real reason for our
trade deficit. It probably, as Mr. Jefferson at Du Pont has said, is
only 50 percent of the problem; but the rest of the problem is cer-
tainly, as far as businesses' ability to compete, is of long standing;
and it goes to the questions of what kind of tax system do we have
vis-a-vis, the kinds of tax systems in other countries. And so, we
need to deal with the fundamental question that you raised: How
does a combination of these systems impact on the ability of Ameri-
can corporations to compete? And that is the question that you
have been so vigorously working on with your proposal.

Senator Rom. My time is almost at an end on this round, but we
are greatly concerned about the trade imbalance. And it seems to
me that this approach is a major answer to that problem, in con-
trast to, say, a straight out-and-out surtax which, No. 1, is probably
invalid under GA and, No. 2, raises a number of questions. But I
would like to have a quick answer to this: Do you see the BTT as
being a significant factor in helping in the trade picture?

Mr. Mack, do you want to start?
Mr. MACK. Yes, we do. Again, provided you use the revenues that

the BTT generates to either offset other business tax liabilities to
keep businesses competitive or, in a negative sense, I guess, not
doing some of the horrible things that are done to capital forma-
tion and capital cost recovery by the other proposals that are
before you.

Senator Rom We propose to use a significant amount of the rev-
enue for that purpose.

Mr. MACK. Yes, you have.
Senator Rom. Mr. Miller.
Mr. MiumuR. S. 1102, which included the FICA offset, is definitely

going to help our trade posture. It also creates the revenue oppor-
tunity to also restore some of the incentives for capital formation.
But with or without that feature, S. 1102 by itself, the FICA offset
feature definitely helps trade.

Senator RomH. Mr. Schuyler.
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Mr. SCHUYLER. My feeling is that, with the border tax adjust-
ments, both the original and the revised version of the BTT would
greatly help American industry because it would put us on a more
even tax footing with our foreign competitors.

Senator ROTH. Thank you. Yes?
Mr. MEAGHER. I would just like to add one other thing, Senator. I

think there are two reasons why it helps in trade. One is the imme-
diate problem that it obviously brings in revenue and deals with
the trade deficit; but the other, and I think far more fundamental
and important, is that it ultimately deals with the question of over-
capacity in the world. And the real reason that we are having
trade problems is the fact that we have vast overcapacity in almost
every industry, including agriculture. There is simply too much
supply and not enough demand for the goods and services. So, since
America is the largest market, or the second largest market at
least, we are being flooded with imports. And what the permanent
change of the type that you are suggesting does, in our view, is to
change the decisionmaking of the foreign manufacturer, as well as
the American manufacturer, to really have to make a decision as
to whether or not he or she wishes to put in that additional plant
or equipment. Ultimately, we have to deal with that rationalization
of capacity worldwide, or we are not going to solve this trade prob-
lem, short of protectionist kinds of measures.

The CHAIRMAN. Senator Danforth.
Senator DANFORTH. If we are to have any form of value added

tax or BTT, why should it be a 5-percent rate or 7-percent rate?
What are the comparable rates for value-added taxes in the rest of
the world? Do you know?

Mr. SCHUYLER. I would say in Europe they are generally in the
range of 10 to 20 percent, 20 percent or so being on the high side,
found in a country like France. Some goods classified as luxuries,
such as jewelry, automobiles, cameras, are at higher rates in some
countries.

Senator DANFORTH. It would seem to me that a good case could
be made if we are going to go for it, let's go for it, rather than just
put a toe in. I have resisted signing up for value-added tax or vari-
ations upon the value added tax proposals for a number of reasons.
For one, I have assumed that they are inflationary-instantly in-
flationary. I have assumed that they are regressive. I have assumed
that they are money-making machines as far as Government is
concerned. And if we ever want to get a grip on Government spend-
ing, we don't want to have anything resembling a value added tax.
And then I have assumed in this administration that they are a
lost cause. [Laughter.]

On the other hand, I think you are absolutely correct of the
trade consequences. We talk about all the problems we have in
international trade. Clearly, one of them is the fact that the tax
systems around the world differ, and that our tax system is much
less sensitive to the needs of business to deal on an international
market than are the tax systems of our trade competitors. I won't
ask you to get to the lost cause concern. Maybe we can, for a
change, convince the administration of something. On the problems
of the inflationary aspect, the regressive concerns, the regressive
tax system, and that once you start it, it is a money-making ma-
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chine that won't quit; Government will get bigger and bigger and
bigger-how do you deal with those concerns?

Mr. MILLER. If I might jump in here first, I am disturbed that the
genius of Senator Roth's business transfer tax proposal in S. 1102 is
getting branded with some of the problems that might more gener-
ally apply to value added taxes. The original construction called for
the FIC A offriet. This means that, for American produced goods, in
the end there will be very little cost impact. This bill was con-
structed to reduce the impact on those who provide American jobs;
and, therefore, our costs in producing American goods is not going
up. Therefore, our price is not going to go up. Therefore, it should
be noninflationary as to American goods production; and therefore,
it also is not regressive. In fact, by creating jobs, you could say in
the overall sense it is just the reverse. It is helping those people we
are trying to help, and it is also-pardon me?

Senator DANFORTH. Helping labor intensiveness?
Mr. MiLLER. Yes, it does. And then, finally, because it is creating

some revenue, you can then go after the tax rates on the poor as
an offset, for example, in order to eliminate whatever residual
regressivity you may find. As to the money-making machine, we
have only one example in the United States that is roughly compa-
rable; and that is the Michigan single business tax. That was im-
plemented in 1976 as a 2.35-percent rate. Michigan went through
hell in 1980 and 1981. The State was bailed out by some Japanese
banks in the end because it got so bad. They went after personal
income tax rates, but they never touched the single business tax
rate, which was the same kind of money-making machine that you
see in this. So, that is going to be up to you, not me, to decide in
the future; but in the one example we have in the United States,
the rate has been left intact at the original rate of 9 years ago.

Senator DANFORTH. Does anyone else want to comment?
Mr. SCHUYLER. Yes, let me jump in at this point, if I may. In re-

sponse to the question of whether the tax would be inflationary, I
would say the real question is whether, if producers attempted to
pass on the tax, consumers would be willing to increase their
money spending sufficiently to accommodate the higher prices. I
would argue that, unless the Federal Reserve engineered an accom-
panying expansion of the money supply, the tax would not alter
the total amount of money consumers were willing to spend. It
would not be possible, therefore, for producers to pass on the tax.
To talk specifically about a revenue neutral suggestion such as the
BTT, a point made by another witness is extremely relevant;
namely, producers' costs would not be rising. So, there would not
be added cost pressures on producers as a result of the BTT. One
tax would be going up; another would be coming down. I do not see
this as being inflationary. If the tax is not inflationary, it will be
passed back to the workers and capital owners involved in the pro-
duction process. As a result, it will be a roughly proportional tax
on people's incomes. It is not a progressive tax; it is proportional;
and it is certainly not regressive. Just from the point of covering
all bases, I would note that in both the original and revised ver-
sions of the Roth bill, there are several exemptions for what you
might call necessities-housing, food, medical care-that, even if
the tax were to be passed forward, which I don't think it would be,
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would serve to soften the sharpest edges. As to the tax being a
money machine, I, personally, have that fear with any new major
tax initiative. I would say I am less concerned about it in this case
because of the sensitivities that Senator Roth has shown to that
danger and the attempts he has made to try to bring it out into the
open. I would also add that, if one looks at the European experi-
ence, one finds that after value-added taxes were in place and had
been raised a little bit, they then became a fairly stable component
of the overall tax mix. There was no tendency for them to keep rat-
cheting upward relative to other taxes.

The CHAIRMAN. Senator Symms.
Senator SYMMs. Thank you, Mr. Chairman, and thank you, gen-

tlemen, for being here this morning and for your statements. Do I
understand you all correctly to say that you would favor this tax,
whether or not there is a tax reform package?

Mr. MEAGHER. I certainly would.
Mr. SCHUYLER. Yes, sir.
Senator SYMMS. Mr. Miller.
Mr. MILLER. Yes.
Senator SYMMs. Mr. Mack.
Mr. MACK. Let me turn it around, Senator. I think if you are

going to consider tax reform, this needs to be an element in it. If
you are going to really reform taxes, it seems to me that you have
got to look at the whole gamut of options. One of the problems that
both the administration and the Ways and Means Committee have
is that, by refusing to lay on the table this kind of proposal, the
inevitable results that you are going to end up reducing all kinds of
investment incentives in an effort to achieve the rate reduction you
want and revenue neutrality.

Senator SYMMS. Let me ask you another question here. In this
morning's Wall Street Journal, there is a very interesting article
by Paul Craig Roberts and Gary Robbins, and the headline says:"Tax Reform Aims at the Very Industries up for Protection." And
they start out in the first paragraph and say: "Washington is prac-
ticing a new form of economics that has replaced both the demand
and supply side economics. It is called blind-side." [Laughter.]

"Policymakers in both the administration and the Congress have
failed to make the obvious connection between taxation and interna-
tional competitiveness." And then he goes on to say that the Rosten-
kowski bill has developed a tax plan that by their calculations would
raise the cost of capital by 14 percent. They go on and say that
agriculture, for example, which is in line for a budget-busting
multimillion-dollar bailout would find its cost of capital raised by 22
percent, textiles and shoes, which are in the forefront of protectionist
leglation, would find they are further undermined by competitive
costs 14 percent, higher cost of capital. Do you think this would lower
the cost of capital or what would it do?

Mr. MEAGHER. I don't think it lowers the cost of capital. What it
tries to do is to raise the cost of capital or equalize the cost of cap-
ital.

Senator SyMMS. No, that isn't my question. I am saying that Dr.
Roberts is saying that, at the current--

Mr. MEAGHER. Oh, absolutely.
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Senator SYMMs. You are saying that the BTT would have no
impact or what impact?

Mr. MEAGHER. I think that the BTT would have the effect poten-
tially of lowering the cost of capital in this country because the
extent to which it lowers the budget deficit and deals with the
trade deficit, then theoretically at least people believe that interest
rates will come down and therefore the cost of capital will come
down. But I agree 100 percent with that Paul Craig Roberts, and I
think that the reason that I would favor this, and that most of the
people in my coalition-not all of them do, but most of them
favor-is because it is an alternative to protectionism. It deals with
the fundamental economics of trade, and it forces people to make
economic choices about their capacity and their willingness to
expand or contract. So, I think that a proposal of this type is vital
as a trade measure primarily. It has positive revenue aspects that
can be used to deal with other issues. However, it is time that the
country recognize the connection between tax and trade and the
tremendous disparity that exists, because of the failure of our tax
systems, vis-a-vis the rest of the world, to be relevant to today's
world market.

Mr. MILLER. Senator Symms, let me tell you what this means for
Chrysler. The Treasury II bill, the loss of the investment incen-
tives, combined with the lowering of corporate tax rates in general,
leaves us in a position of about a wash. What we would lose in the
capital incentives, we would gain in the lower overall tax rate.
That is a waste. 'ut what that would induce us to do is to go look at
other countries that offer the incentives; and we may well end up
over time investing overseas where there are the capital incentives,
selling the goods here and recording our profits in a country with a
low tax rate. So, while it is neutral to us, the over-time impact will
be to drive the investment overseas. The BTT, on the other hand,
with the FICA offset, is what brings capital back here.

Senator SYMMs. You are saying that Treasury II's proposal would
encourage you to go offshore?

Mr. MiLLER. Yes, sir.
Senator SYMMS. Thank you, Mr. Chairman. Thank you all very

much for excellent statements.
The CHAIRMAN. 3enator Long.
Senator LONG. I am concerned about the big disadvantages which

I think are disastrous disadvantages that American business suf-
fers today when you try to produce here compared to producing
overseas. We have an advantage in that we have more research
and more knowledge to work with; but we are discovering that,
even though we achieve at an enormous cost-and I am for that-
that it is so easy for anybody just to go take that information over-
seas and then use that overseas with the advantage of cheap labor,
a more favorable tax system, the dollar differential; and we are
just not competitive against that, in most cases, if you add all that
up. And it is devastating to our position. So, what the Roth propos-
alwould do is to try to get at the tax differential-the tax disad-
vantage. Isn't that right?

Mr. MEAGHER. Yes, sir.
Senator LONG. All other things being equal, you are absolutel

against those three killers. If one doesn t get you, another one will.
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If the first one doesn't get you, the second one will get you. And
just in case that hasn't got you the dollar differential is guaranteed
to get you. So, you take that and add it up, and they you are dead.
You are gone, trying to compete. What the Roth proposal does is to
try to equalize the tax differential between their taxing system and
ours. That is basically what we are talking about. Now, we
wouldn't have that problem on the tax point if those idiots hadn't
gone to Geneva and given that away many years ago. [Laughter.]

That is true. They signed up on that general agreement on tar-
riff and trade; and they said that those people could use those
value added taxes and give the money back and charge it to us
when they came to our market. So, they get the money back. It is
just heading from their country to our country and bein subsi-
dized. Give the tax money back, and that is just the way they tax
it. So, they get you either way.-You can't invade their market and
you can't defend your own. Now, all this would do is just let them
enjoy some of the same burdens that we share over here when they
come into our markets. And as far as the so-called regressive
aspect of it is concerned, it is no more regressive than a Social Se-
curity tax, not nearly as regressive as a Social Security tax, to the
extent that a Social Security tax fails to be a tax on consumption,
to the extent that you can't pass it through in the price of a prod-
uct. It becomes a tax on the worker, the person that earns the
money, whose salary is taxed, or the corporation; but mainly, it is a
tax on the worker to the extent that it is not a tax on consumption.
And that aspect of it is horribly regressive. There is nothing in the
tax law-certainly a value added tax can't be nearly as regressive
as that-but even so, it can well be justified because that money is
being used to pay for a progressive benefit. In other words, the
people at the lower end of the scale get so much more back than
they pay out that it is still a big advantage to them on the overall.
So, if you put the spending aspect in there with it, the result then
becomes progressive. And I will ask Mr. Meagher: Isn't that cor-
rect?

Mr. MEAGHER. That is my impression, Senator. What you in fact
can do with this new tax is to make other necessary changes in the
Tax Code, in the individual Tax Code, to make it less regressive,
although it seems that Congress in recent years has done a great
deal in that regard already to remove people from tax burdens that
are of lower income. If it is desirable to do that further, obviously
you can tinker with that and you will have the money to do that.

ut it is clearly not any more regressive, and probably not as re-
gressive, as the FICA tax is.

Senator LONG. We already have a negative income tax in the
earned income credit. Are you familiar with that?

Mr. MEAGHER. Yes, sir. Right.
Senator LONG. Lester Thoreau makes this point. Incidentally, I

saw one of our Democratic Senators in the audience when Mr. Tho-
reau was speaking. He brought up the fact that a value-added tax
was regressive. And he explained this point, and the Senator
changed his mind within 60 seconds after Mr. Thoreau explained
it. He said, look, you should couple that with a negative income
tax, just as we do with the Social Security tax so that, to the extent
that a person is not making enough money, let's say, to pay his
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income tax, by way of the earned income credit you get him back-
the money he paid in Social Security taxes. And Mr. Thoreau con-
tends that you ought to do the same thing with a negative income
tax to give those who are paying a value-added tax their money
back if they are in the low income aspect of it; and there is no
reason you can't do that. Is there?

Mr. MEAGHER. No, sir.
Senator LONG. So, one should not focus on the individual tax and

ignore the mix. In other words, it is the sum total that you are
paying that you have to look at. And if one aspect of it tends to be
somewhat regressive, but the total mix is very progressive, particu-
larly when you couple it with what you are doing with the money,
you can find that the value-added tax is well justified, where it
wouldn't be otherwise.

The CHAIRMAN. Senator Baucus.
Senator BAUCUS. Thank you, Mr. Chairman. Gentlemen, Senator

Long suggested that, from the point of view of the American com-
petitive position, there are several major factors to be considered.
One is the dollar; second is the low wage rates overseas; and third,
a different tax system. I am wondering if'you could, just at a gut
level, quantify the degree to which our adverse competitive position
is attributable to our different tax system. Just a rough estimate.
How much of the problem is due to our different tax system?

Mr. MILLER. We have estimated in the past that, in the car busi-
ness, the differential in the tax system is worth about $600 per car
of unequal treatment. That doesn't count the approximately $1,700
per car revenues that are lost to the American tax system when a
car is built overseas. I am just talking about the $600 tax differen-
tial that we have come up with in past studies, where we are disad-
vantaged to the foreign producers because of our unequal tax
system.

Senator BAUCUS. Can any of you give me a rough sense, though,
of whether the tax system is about a third of the problem, among
those three answers?

Mr. MILLER. Yes.
Senator BAUCUS. Does the rest of the panel agree that about a

third of the problem-more than a third, less than a third?
Mr. MEAGHER. Everybody says that the dollar is 50 percent of the

problem. You can divide up the other two any way you want.
Senator BAucus. How do you divide it?
Mr. MEAGHER. I don't have any calculations or any numbers on

that. What I do have is some estimates that we have done of the
differential between the tax systems, depending on the country. It
changes costs to the extent of 20 to 40 percent, and I don't know
how you translate that. I am not a macroeconomic person having
those figures, but if you translate that, in some way-I suppose
people like my colleague here might be able to do t at-that you
might be able to come up with a number. I would obviously say it
is significant.

Senator BAucus. Can you help us out?
Mr. SCHUYLZR. I think in the short run changes in the dollar's

value can have perhaps the largest of the three effects. In the long
run, our tax structure is likely to have a profound effect. This is
because the tax system will have a cumulative impact on our cap-

55-633 0 - 86 - 4
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ital stock, both its quantity and its quality, producing eventually
very large differentials in our productivity and our ability to price
against foreign competitors.

Senator BAUCUS. Mr. Mack.
Mr. MACK. I don't have a comment on the calculations.
Senator BAUCUS. Let's assume we focus now on the differential

in the tax systems, and let's assume further we are going to raise
the same revenue that we raise today roughly. What percent of the
revenue raised should-the Federal revenue raised-should be
business transfer tax, consumption tax, and other taxes? And what
I am getting at is: Should we go 10 percent of the way, 50 percent,
75 percent, in order to achieve a maximum American competitive
position? It is somewhat the same question that Senator Danforth
asked, that is, how far should we go? Our optimum goal is to en-
hance America's competitive position and to raise the same
amount of revenue. Just rough, gut sense-how much of our
present tax system should be replaced by this kind of a system?

Mr. SCHUYIeR. May I give a two-part answer? If our only concern
were American competitiveness and nothing else whatsoever, I
would say 100 percent. Given our other concerns, probably around
20 to 25, then we would have a good mix of taxes.

Mr. MEAGHER. I think that you need to raise-again, not being a
revenue estimator-but I think you need to raise a significant
amount of mone from this thing for a reason other than what is
suggested; and that is that, if it is in fact a trade measure, and if
you are in fact going to deal with the economics of trade and have
it meaningful-in other words, simply not absorbed by foreign pro-
ducers-it must be at the 10 to 15 percent level dpending on wheth-
er there are offsets as we suggest. If there are offsets, you are going
to have to make it higher. We have a proposal, for example, that
would allow a business minimum tax-alternative tax-combined
with the BTT, and we think that that has to be in the neighbor-
hood of 20 percent.

Mr. MiLLR. I would just like to add that Chrysler's position is
that S. 1102 with the basic 5-percent business transfer tax with the
FICA offset was an ideal starting place. Basically, it would be non-
inflationary because there would be no net added cost to the pro-
duction of American goods. Once you get past about 7 percent, we
would lose our ability to do complete FICA offsets; and above the 7-
percent rate, it becomes inflationary as general value-added taxes
are. So, again, the genius of Senator Roth's proposal at 5 percent
with its noninflationary feature-we thought that was a very good
starting point.

Senator BAUCUS. Thank you.
The CHAIRMAN. Any other questions?
Senator Roth.
Senator ROTH. I do want to underscore one aspect which hasn't

been touched on, and that is the importance, at least in my judg-
ment, of savings. It seems to me that too little attention has been
paid to that aspect of the problem. Senator Long, I think, very cor-
rectly pointed out the success of American technology, but it is
very easy to have that exported-either exported by American
business or, as my Japanese business friends will tell me, they use
the Japanese individual savings or low capital to come over and



95

buy the best technologies. Now, I think it is important as one
aspect of this problem of trying to make ourselves competitive that
we offset the double taxation of savings, and that we do something
to try to move the American people in the opposite direction. Now,
I understand that you are not going to change patterns overnight,
that it takes time; but I think it is important to understand that
the Japanese were not always a savings nation. That has developed
since World War II with the tax incentives that they have in their
system. And I would just like to ask you, Mr. Schuyler and any-
body else that may care to comment on it, one of our proposals is
to build on the IRA's, not only for retirement but to let the people
save for whatever reason because it is good for them as individuals,
but it is also important as a new source of continuing source of cap-
ital. Would you care to comment?.

Mr. SCHUYLER. I would say that your tax-deferred savings ac-
counts are an excellent idea. They would be a successful way, up to
the proposed accounts' yearly limits, to protect people from the
double taxation-in fact more than double taxation-multiple tax-
ation of saving that is characteristic of an income tax system. I
think, in addition to simply changing the incentives, it would lead
to a change in people's fundamental attitudes. It is the way to
move to a high-savings society such as Japan's. Certainly, in the
United States in the past decade, it turned out to be the borrowers
who were smart people and the savers who were stupid. We want
to change that around, and I think your tax-deferred accounts are
a very positive step in that direction. I would applaud them.

Senator ROTH. Would anybody else care to comment?
Mr. MEAGHER. As I said, at our company we have a very modern

employee benefits plan, which includes a cafeteria plan that works
very well, and a 401K plan and an IRA and a very modern range of
mix. The numbers on our 401K, which is a similar kind of device
that would obviously be available outside companies, are numbers
that are not only very much better for low-income people--in other
words, they save-but they are across the board. There is no ques-
tion that anybody who understands them, and obviously the finan-
cial institutions that will be making them available will make
them understood very readily in very simple terms-it is a tremen-
dous inducement to savings; and we have seen that just in my own
personal situation in our corporation. It is a major incentive, and
the results speak for themselves as to what you get from it.

Mr. MACK. Senator, I think that your question points up the
need to go to something like a BTT in the context of the tax-reform
package because, if you don't, you are inevitably going to lead to
the kind of result that they have over in the Ways and Means
Committee where they are either going to severely limit 401K's
and other kinds of savings programs-and in the case of trade asso-
ciations, they would take them away altogether. We have kids in
our printshop who never saved before in their lives who are now
saving through our 401K plan, which would be eliminated under
both the administration and the Ways and Means proposals.
Unless you do something like your proposal and look to a new reve-
nue source, inevitably you are going to lead to those kinds of re-
sults, whether you are talking about savings plans, or whether you
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are talking about eliminating capital cost recovery provisions, be-
cause you can't get the money any other way.

Senator ROTH. Thank you, Mr. Chairman.
The CHAIRMAN. Gentlemen, thank you very much. We appreciate

it. Next, we will move to a panel of Bob Warren, Louis Kelso, and
John Houston. We will wait just a moment until the room clears
out and quiets down. I want to introduce Bob Warren to the com-
mittee. Bob is a man I have known for almost 30 years. I have
known his family and children very well and now-how many?-
grandchildren?

Mr. WARREN. Eight grandchildren, eight as of the day before yes-
terday.

The CHAIRMAN. Mr. Warren is one of the most, if not the most,
innovative businessmen I have ever met in this country. Mr.
Warren manages to stay on the cutting edge and half a step ahead
of his world competitors, to say nothing of his American competi-
tors. Bob, we are delighted to have you with us.

STATEMENT OF ROBERT C. WARREN, CHAIRMAN OF THE BOARD,
CASCADE CORP,, PORTLAND, OR

Mr. WARREN. Thank you, Mr. Chairman. I appreciate those
words. Mr. Chairman and members of the committee, I am Robert
C. Warren, chairman of Cascade Corp., headquartered in Portland,
OR. I am here today solely on behalf of myself and my company. I
do not represent any association or organization. I am sure that is
rather unique. My testimony today will be directed to two areas of
the administration's tax proposals only. I will not comment on the
BTT, which I find very interesting, but which I am not that famil-
iar with. My company s primary products are materials handling
devices, known as attachments, which are used on forklift trucks
throughout the world. We are a relatively small company, with
annual sales of approximately $85 million, yet we are the largest
supplier of our products in the world. We manufacture our prod-
ucts in four plants in the United States, four plants in Europe, one
in England and three in Holland, and one plant in Japan. In addi-
tion, we have fully staffed sales and distribution centers in a total
of 11 countries. Our foreign orations historically contribute 35 to
40 percent of our total annual sales, but it is extremely important
that you members of this committee understand that our European
and Japanese plants supply only their own markets. We import
none of their production into the United States, yet our U.S. plants
export about 15 percent of their production to our overseas subsidi-
aries. So, we are very much a net exporter. I emphasize this be-
cause it is very germane to the central idea I intend to present to
you this morning. Cascade Corp. is totally committed to being a
world-class player and to continue producing their U.S. require-
ments in the United States, rather than transferring this produc-
tion to our overseas foreign locations; and this would be very easy
for us to do when we have plants and organizations already in
place.

During the past 5 years, we have invested heavily in the most
advanced computer control machine tools and robotics here in the
United States, to the extent of $16 million during a period which
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included a very severe recession where our total U.S. earnings
were only $20 million. So, needless to say, the investment tax cred-
its and the accelerated cash recovery system were very, very im-
portant to us in this modernization program. Frankly, we could not
have done it without those two. I simply want to say that, if ad-
vanced machine tools are available to our competitors and our for-
eign competitors, they have to be available to us; or we will simply
perish. I am here today to suggest to you that the complete elimi-
nation of the ITC and ACRS as proposed would constitute an enor-
mous mistake for this country. Even if the administration's new
tax proposals are adopted, then there should come into being a 13
percentage point corporate tax reduction.

A significant segment of American industry is still going to need
the advantages of ITC and ACRS. These other companies such as
ours that are competing every day of their lives against heavily
Government subsidized foreign companies in order to preserve our
domestic and foreign markets. Survival of these industries is criti-
cal. America itself will not long survive as a major world power if
these industries and skills are lost and we become dependent on
foreign sources for all of these essential products. Far from suggest-
ing that the ITC and ACRS be applicab e to the broad range of in-
vestments it encompasses today, my first premise is that they
should apply only to machinery and equipment manufactured in
the United States.

Second, that only those items that are significantly impacted by
foreign competition be included in any listing of qualified products.
The investment tax credits and later ACRS were brought into
being to stimulate investment and thus create jobs in our economy.
When a substantial portion of these credits and benefits are al-
lowed for investments in foreign-built machinery, it greatly nulli-
fies the very intent of our laws. The program I suggest would cor-
rect this inequity. The other benefit of such a program, and it is a
major one, is that it would give U.S. manufactured products about
a 12- to 14-percent advantage against foreign competition because,
obviously, the purchaser would not be allowed the benefits of the
investment tax credit and ACRS on-foreign equipment purchased.
What this limited extension of these two would amount to in terms
of lost revenue to the Treasury plan, I simply do not know; but it
would certainly be substantially smaller than today's impact, and
it could be the survival factor to many of our critical industries.
We must give the companies that are endeavoring, like ourselves,
to become world class competitors and who are trying not to move
their production overseas the tax incentives to succeed. If this re-
quires a smaller reduction than the proposed 13 percent in basic
corporation tax rates, then this should be considered. I am well
aware at the present that many of you, and perhaps all of you, are
anxious to avoid raising protective tariff barriers and quotas and
restrictions on foreign imports. I share that concern. What.I am
proposing is modest tax assistance indeed, compared to what we, as
a company, have actually received or been offered and what we see
being given to others in all of the countries where we operate and
sell our products.

Another company in which I am involved recently negotiated a
long-term commitment with a major European country that illus-
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trates the magnitude of the tax incentives being granted to induce
companies to invest. This particular country has a current statuto-
ry corporate tax rate of 43 percent, yet their Parliament just
passed special legislation limiting this particular company's total
tax for the next 5 years to one percent, and further than that,
guaranteed that it will not exceed 13 percent in the next 10 years
following that. I need not comment on the competitive advantage
this provides. It is ironic that the Japanese Government is right at
this moment finalizing a new 7 percent investment tax credit pro-
gram, which is in addition to all of the numerous other and diverse
incentives they offer their industrial sector, just at the time when
our Government is considering abandoning it. Japanese firms will
receive this credit on a cost of new equipment, provided it falls into
one of 126 categories. We can be certain that this list will contain
all the machinery and equipment necessary for Japan to enhance
its position as one of the leading industrial nations in the world
and that will make them not dependent on foreign sources. Invest-
ment alone does not assure the building of a world-class company,
but none of the other things we have to do have any meaning
unless our costs are competitive. Much of American industry today
truly stands at a crossroads for which there may be no return, if
we choose the wrong direction. If the dollar remains even near the
level of the past 2 years, the U.S. manufacturing base will deterio-
rate badly; but even if the dollar declines to a more reasonable
level, we will continue to face tougher and more effective competi-
tion as foreign technical capability is increased. We in industry can
provide the investment, the ingenuity, the vitality to survive, pro-
viding you in Government supply an economic tax climate that will
allow us to stay in the game. But don't move too fast. Don't panic.
Thank you, gentlemen. I appreciate this opportunity.

The CHAIRMAN. Thank you very much, Bob.
Senator LONG. Mr. Chairman, I see a dear old friend of mine,

Mr. Louis Kelso, is here today. He is the man who first got me in-
terested in employee stock ownership; and as you can see, he is
still interested in that sort of thing. And we are happy to welcome
him here today to this committee.

The CHAIRMAN. Mr. Kelso, we are well familiar with what you
have meant to the employee stock option plans in this country.

Mr. KELSO. Thank you, Mr. Chairman.
The CHAIRMAN. It is good to have you with us.
[The prepared written statement of Mr. Warren follows:]
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Mr. Chairman, Members of the Committee, Ladies and Gentlemen. I am Robert C.

Warren, Chairman of Cascade Corporation, Headquartered in Portland, Oregon and I

appear here today solely on behalf of myself and my Company, I do not

represent any other Organization or Association.

My Ccanpany's primary products are Materials Handling Devices known as

*Attachments", which are used on fork lift trucks throughout the World for

the transport and storage of such commodities as Pulp and Paper, Packaged

and Processed foods, Appliances, Soft Goods, Tcbacco, Textiles, Beverages,

- - - the list is almost endless. These ttttachments eliminate the need for

conventional pallets normally associated wi*h lift truck operation and thus

provide substantial cost reductions in the process of transporting, ware-

housing and the handling of goods from manufacturers to the final consumers.

We are a relatively small company with annual sales of approximately $85

million dollars; yet we are the largest supplier of our types of products in

every one of our markets around the World with the exception of Japan.

Our competition in Japan consists of the lift truck manufacturers themselves, such

as Toyota, Nissan, Mitsubishi and Komatsu, but we continue to make reasonable inroads

into that market. We manufacture our products in four Plants in the United

States, four Plants in Europe, including one in England and three in

Holland, and one Plant in Japan.

Our company has been heavily involved in overseas markets since 1959 when we

built our first European Plant, and we currently have fully staffed Sales and

Distribution Centers in a tbtal of 11 countries. Our foreign operations
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historically contribute 35 to 40% of our total annual sales, and it is important

for you to understand that our European and Japanese Plants supply only their own

markets. We import virtually none of their production into the U.S. with

the exception of two models which have very limited demand in this Country.

Conversely however, our U.S.Plants export about 15% of their production in the

form of finished products and components to our overseas subsidiaries, so we are

very much a net exporter.

I emphasize this because it is very germane to the Ideas I intend to present

to-you this morning. Cascade Corporation is totally committed to being a

"World Class' player and to continue producing our U.S. requirements in the

United States rather than transferring this production to foreign locations

as so many machinery manufacturers have felt compelled to do in the last few

years, and which it would be so easy for us to do with diverse foreign

manufacturing plants and organizations already in place.

During the past five years, 1980 thru 1984, we have invested heavily in the -

most advanced computer controlled machine tools, robotic welding, and computer

aided design and manufacturing procedures (Cad-Cam) even through the very

severe recession of 1982-83. During this period we invested over 16

million dollars in machinery and equipment in our U.S. Plants alone; compared

with total U.S. earnings for that period of only 20 million dollars.

Needless to say, the Investment Tax Credits (ITC) and the Accelerated Cash

Recovery System (ACRS) provisions in the current tax laws were critical to

us in acquiring these advanced tools. Without them our moderizatlon program

would, of necessity, have been substantially less and our posture today

equally less competitive.
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As we must continue to invest in automated equipnnt at an even greater pace

as each year passes, our first concern in reading the Treasury Department's

new tax proposals, which would eliminate the ITC entirely and replace ACRS

with a system that involves much longe. recovery periods, was to determine how

these proposals would effect our future investment programs. You will be

interested to know that had the new Treasury program been in effect over the same

five year period, 1980 thru 1984, we would have paid slightly less Federal Taxes,

but basing any conclusions on just this alone would be very misleading.

Under the present ACRS provisions our machinery and equipment would be fully

depreciated at the end of this period and our cash reserves built up to enable

us to buy new and even more advanced tools. I cannot over emphasize the

importance of this because most of these highly automated tools are literally

obsolete in about 5 years time due to technical improvements that are escalating

at an ever increasing pace. The real significance of keeping abreast with

"State of the Art" manufacturing technologies can best be illustrated in terms

of our Worldwide employment levels during the last 5 years. Total employment

dropped from 1220 people in 1980 to 860 people at the end of 1984, an overall

decrease of 300 during a time w hen we increased our Engineering and Sales staffs

and increased the unit volume of products produced. If this advanced machinery

is available to our foreign competitors it must be available to us, or we will

perish.

I am here today to suggest to you that the complete elimination of ITC and

ACRS, as proposed, would constitute an enormous mistake. Even if the Administration

new tax proposals are adopted and there comes into being a 13% tax reduction

for Corporations, from 46% to 33%, and partial dividend deductability,

a significant segment of American Industry is still going to need the

advantages of ITC and ACRS. These are the companies, such as ours, that
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Rust compete every day of their lives against heavily government subsidized

foreign companies in order to preserve our domestic and export markets. The survival

of these industries is critical! America simply cannot survive as a major

world power if these industries and skills are lost, and we become dependent

on foreign sources for all of these vital products.

I am not suggesting that ITC and ACRS be applicable to the broad range of

investments it encompasses today. 14y first premise is that they apply only to machinery

and equipment manufactured in the United States, and secondly that only those

industrial and commercial machinery items that are significantly impacted by

foreign competition be included in any listing of qualified Products. In

determining that products are in fact manufactured in the U.S.,the builder would

have to certify that they contained at least the minimum U.S. content specified

in the Legislation.

ITC then later, ACRS, were brought into being to stimulate investment and thus

create jobs in our economy. When a substantial portion of these credits and

benefits are allowed for investments in foreign built machinery it greatly

nullifies the very purpose of these laws. The program I suggest would correct

this inequity. The other benefit of such a program, and it is a major one,

is that it would give U.S. manufactured products about a 12 to 14% advantage

against foreign competition because obviously the purchaser would not be allowed

the benefits of ITC and ACRS on any foreign equipment purchased.

What this limited extension of ITC and ACRS would amount to in terms of lost

revenue to the Treasury plan I cannot begin to estimate, but it would certainly

be substantially smaller than todays impact, and it could be the survival factor
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for many of our critical industries. We must give the companies that are

endeavoring to become "World Class" competitors here in the -Unltcd States, and

who are trying not to move their production overseas, the tax incentives to

succeed. If this requires a somewhat smaller reduction than the proposed 13%

in basic corporation tax rates, then this should to considered.

It is interesting to note that the proposed Treasury plan would not have impacted our

company over the 1980-84 period much differently than the present tax law,

including ITC and ACRS, but only because we took advantage of these incentives

afid actually made the investments. The Treasury plan includes no such induce-

aents to modernize. Companies would simply end up with more after tax earnings

to dispose .f as they pleased.

I am well aware that the President and many of you, perhaps all of you, are

anxious to avoid raising protective tariff barriers and imposing quotas or other

restrictions on foreign, imports that could start a retaliatory trade war and

negate the years of effort that we and our trading partners have put into

G.A.T.T. I share that concern. What I am proposing is modest tax assistance

indeed compared to what we as a company have actually received, what we have

been offered, and--what we see being given to others by most of the countries

where we operate and sell our products. Tax subsidies, whether we like them

or not, have become a way of life in the World marketplace and they are on the

increase. Another company in which I am involved, recently negotiated a long

term commitment with a major European country that illustrates the magnitude of

the tax Incentives being granted to induce companies to invest, provide

employment opportunities and create export foreign exchange. This particular

country has a current statutory corporate tax rate of 43%, yet their

',rlinent passed special legislation limiting this particular company's total
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tax rate to IS for the 1st 5 yeTrs of operation, and a maximum of 13, over the

ensuing 10 years. I need not comment on the competitive advantages this provides.

It Is ironic that the Japanese Government is right at this moment finalizing

& new 7Z investment tax credit program, in addition to all of the numerous other

and diverse incentives they offer their industrial sector, just at the time

when our Government is considering abandoning it. Japanese firms will receive

this credit on the cost of new equipment provided it falls into one of 126

categories designated as "High Tech". We can be certain that this list will

contain all of the machinery and equipment necessary for Japan to enhance

it's position as one of the leading industrial nations of-the World and not

make them dependent on foreign sources. I do not know whether their new law will

restrict these credits to Japanese built products, but from our 14 years of

experience of operating in Japan we are certain that there will be little or

no foreign equipment purchased, regardless of their recent public utterances.

I have talked at length about the importance of ITC and ACRS. I have not

referred to that portion of the Treasury's tax proposals which is the irposition

of a retroactive tax on ACRS deductions taken in prior years. To penalize

those companies now, who in good faith did exactly as the laws encouraged them

to do, shows such a total lack of understanding of the competitive problems

America faces in the real world as to be truly frightening.

I want to state very clearly that investment alone does not assure the building

of a "World Class" company. Total employee participation and cooperation, continuous

investment in research and development, advanced designs for the marketplace,"

and absolute quality control are equal factors. However, none of these can

be effective without competitive costs that only investment in the most
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modern tools of production can achieve.

Although it is extraneous to my tax testimony here this morning, it might interest

you to know that over te )erlod of the past three to four years we have changed

the attitudes of our management, and the operating philosophy of our company

and our plar, s almost 180°. We have involved our entire work force in under-

standing and helping solve our world competitive problems and they are

responding extremely well. In the last 2 years alone, we have improved productivity

in each of our four U.S. plants, by a minimum of 28t to as high as 70. To

accomplish this meant the elimination of virtually all of the restrictive work

rules and practices that had accumulated over the years, and putting our employees

on direct financial incentive programs, over and above their regular hourly

wages or salaries, which enable them to share equally in all productivity gains.

This incentive is paid to them in cash on a monthly basis and is very substantial.

We have also converted three out of our four U.S. Plants to an "all salaried

workforce" whereby we no longer have hourly paid workers. The factory personnel

in these plants enjoy the same health, vacation and retirement benefits as the

office and supervisory employees and undergo the same annual salary and

performance reviews. Nor are they penalized for time lost for legitimate

reasons. This has been done in a major effort to eliminate the "we'

and "they" attitudes that have existed between labor and management for so

long. We obviously do not have a lengthly record of operating our plants in

this manner, but so far it is very encouraging.

Gentlemen, I wish to thank you for according me the privilege of appearing

before you here today. If you have any questions I will be very happy to try

to answer them for you.
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STATEMENT OF LOUIS 0. KELSO, PARTNER, KELSO & CO., SAN
FRANCISCO, CA

Mr. KELSO. Thank you, Mr. Chairman. I come before you today
to ask you to shift your attention from taxation to economic policy.
The United States has an economic policy, the Employment Act of
1946, which was in fact policy a century before it was formalized in
that law; but it is a policy that says, asserts, that since this is a
market economy, of course, everyone must earn their income by
participation in production. Unfortunately, it goes further and also
asserts that the only way to do that is to work.

Now, this policy in my opinion is responsible for the great bulk
of tax turmoil. It is responsible for the problem which Senator
Howard Baker referred to in a very interesting article in the New
York Times about a year before he left the Senate, in which he de-
plored the fact that the Senate-and Congress as a whole-had
become an elected bureaucracy. It has become an elected bureauc-
racy redistributing other people's money, which is a very ignamin-
ious thing to do, to the extent that it is not necessary.

Back in the 1920's, the American economic system collapsed; and
it collapsed for reasons that I don't think you can understand with-
out understanding two factor economics. It collapsed because the
enormous concentration of productive power in the tiny minority of
owners of capital, and because the earning power of the masses
who didn't own capital was insufficient to support production.
Under the principles of a market economy, as Adam Smith so aptly
defined them, consumption must support production, just as pro-
duction has to support consumption. So, the economy fell flat on its
face.

In 1932 we were rescued, I think-I lived through those times-
from what could have been a second Civil War. The New Deal was
a bold and dramatic thing, but the destiny which President Roose-
velt hailed in 1933 when he said "America has a rendezvous with
destiny" was the wrong destiny. The New Deal declared a war on
the effects-not the cause-the effects of poverty. We began taxing
and spending and redistributing other people's money, and that is
the thing that is taking up your time and your attention, and caus-
ing the national debt to grow through annual deficits.

Let me point to something. Nature got into this business of eco-
nomic policy long before Congress did, and nature designed man to
be economically autonomous. For each consumer, there was born a
producer, right in his person, in his body-his arms, his legs, his
mind. Nature thought economic autonomy was a good plan. Each
family should produce the equivalent of what it consumes. Now,
the industrial revolution came along; and I urge you to take a look
at the diagrams, if you will, in my written testimony on page 11.
There is a moving curve that moves through society, through busi-
ness, through human activity, which changes the way in which
goods and services are produced from labor intensive to capital-in-
tensive. What we have in this country is a technique of finance
which makes capital acquisition available to well-capitalized People
and denies it to the uncapitalized people. In other words, we have a
technology which raises the earning power of the affluent and even
those who have earning power thousands of times what they can
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consume, and denies incremental earning power to the 95 percent
of the people in the economy who don't own capital to begin with.

The end result is that Congress must make up the difference
through redistribution. In 1932, we began digging welfare canals
around the property system. Those welfare canals are now being
closed up because people revolt against welfare. The answer is to
change the economic policy to recognize that capital workers,
people who participate in production and earn income through
their capital, are just as much participants in production, just as
validly and legitimately engaged in production as labor workers,
and capital in general is far more powerful than labor.

So, that little correction of the factual error in economic policy
can lay the background for things like the ESOP, which Senator
Long introduced into the law and made possible. It is a technique
for making capital credit available to people Who otherwise
wouldn't have it, and enabling them, without taking anything out
of their pockets or paychecks, to become capital workers. Lifetime
full employment-American style is the economic policy indicated
by that.

The ESOP is one of eight tools. The other seven have been sitting
there waiting to be implemented. I urge your attention to that to
solve the tax problems and many, many other basic problems.

Senator SYMMS. Thank you very much, Mr. Kelso.
Mr. Houston.
[The prepared written statement of Mr. Kelso follows:]
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THE PROQZtZ

Louis 0. Kelso is an econanmist, author, lawyer, and investment banker, who
has devoted most of his professional life to exposition of the logic of
democratizing the American capitalist system so that it will work for the many,
not just for the plutocratic few, and to developing the financing techniques
for accomplishing the structural reforms necessary to broaden the capital
ownership base, and to raise the capital-sourced earning power of the presently
capitalless majority of families.

The best known of his eight basic reform strategies for acccmp]ishing this,
each which uses the same financing logic, is the EmIployee Stock Ownership Plan
(ESOP), towards the perfection of which Congress, between 1973 and 1985 has
enacted scme twenty laws.

Mr. Kelso is one of the founders of the ESOP Association of American, a
non-profit trade association of corporations that have installed ESOPs in
their corporate structures, which has four hundred member companies doing
business in all but eight states of the union, and four hundred professional
members. Its member companies are estimated to have over one million employee-
stockholder ESOP participants, out of an estimated ten million employees in
the United States covered by employee stock plans of various kinds. lt is located
at 1725 DeSales Street, NW, Suite 400, Washington, DC 20036; (202) 293-2971.

Mr. Kelso was assisted in the preparation of this memorandun by his wife
and coauthor, Patricia Hetter Kelso and by Joseph Schuchert, Managing Partner
uf Kelso & Company. Kelso & Company is headquartered at 350 Park Avenue,
New York, New York, 10022; (212)751-3939, and has offices in Newport Beach,
California, and in San Francisco, where Kelso lives.

TAX REDUCTION THROUGH
FULL EMPLOYMENT - AMERICAN STYLE

The fiscal ailments confronting the American economy - rising permanent
debt and annual deficits, high taxes, stunted economic growth, shrinking
international economic stature, spiraling trade deficits, etc. - are direct
consequences of our massive underemplovment, and that, in turn, is an inevitable
result of an anachronistic - indeed a Stone Age - National Economic Policy (NEP).

Our recommendation to Congress, made in lieu of any proposals for tax
reform other than loophole closing, is that it correct the manifest and
embarrassing factual error in the NEP, and that Congress then set about
implementing the new and realistic policy.
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These are the highlights of our underlying reasoning:

* Well over half of all taxes collected by government in the United States - 55% for
the federal government and 60% for the state governments - are levied on people
who earn income, to take away part of their income in order to give it to people
who need more income, or who have no other source of income whatsoever.

The support provided by Congressional redistribution of income from people who
earn it to people who need it or need more of it is not limited to the funding of
"transfer payments," massive as they are.

- By legislation adopted from time to time since 1932 Congress, generally with
the active help and cooperation of labor unions, has rigged the price of labor
in order to accord working people progressively more pay for progressively
less work, thus converting the private sector, to a large degree, into a welfare
machine disguised as business. This redistribution is paid for by consumers; by
rising foreign trade deficits as we price our goods and services out of the
international markets; and by additional taxes, rising national debt and rising
annual deficits, required to fund the activities of business' largest customer:
the United States Government.

- Taxes levied, or incremental governmental deficits incurred, to finance
various expenditures, including the staggering increases in the stockpiles of
useless war goods purchased with admitted awareness that they cannot be
used: "deterrents" aimed, in reality, at unemployment, rather than any
international enemy.

- These last two items rival in magnitude the admitted transfer payments.
They are exacerbated year after year by massive increases in government
debt service.

The real flaw in the economic "system", if an economic plan so out of touch with
reality can be called a "system", does not lie in the tax laws, though they contain
some shocking loopholes, but in the National Economic Policy. The evil
consequences of the unrealistic NEP began, of course, long before it was formalized
into the (Full) Employment Act ir, 1946.

WHAT IS THE DFFECT IN THE NATIONAL ECONOMIC POLICY?

Long before it was formalized into law in 1946, we lived by and operated the
economy on an erroneous economic policy; one asserting that the only way for individuals
to participate in production and to earn income in this private property, free market,
capitalist economy - is to work.

Capital, meaning land, structures, machines and capital intangibles, normally
owned through corporate common stock, was, and still is, treated like a catalytic agent.
Under the NEP, it makes no difference who owns the capital employed in the economy,
so long as there is plenty of it!

The owners of non-residential capital, a tiny 5% of the population in general, are
treated as "trustees" of this catalytic agent, "trustees" selected by Providence for this



112

very important, powerful, and dignifying function. Many of them have so described their
fortunate positions as owners of concentrated holdings of the thing that long before 1929
had become, quantitatively and qualitatively, the principal way to produce goods and
services and to earn income.

The truth is that there are two ways, not just one, in which individuals in a private
property, free market, capitalist economy legitimately may engage in production and
earn income. They can employ, or have others employ, their privately owned labor
power. But they can also employ, or have others employ, their privately owned capital,
normally represented by capital stock, since most production is carried on in corporte
form, and most capital sets are owned through corporations.

Capital is not a "catalytic agent" in the production process. Owning capital is but
one of the two ways, the other being the ownership of one's own labor power, through
which individuals may engage in production and earn income.

This simple reality confronts the factual error in the national economic policy:
not only does it make a vast difference who owns the capital at work in the economy, but
owning significant capital, with rare exceptions, is the difference between being poor and
not poor; between being economically self sufficient under all circumstances, and living
precariously; between earning part of your personal income in a way consistent with the
state of the industrial arts and being wholly dependent upon the preindustrial method for
doing so; between the possibility of lifetime employment and income earning, and the
virtual certainty of penurious, precarious unemployment or retirement. The truth is that
the sole reason for an individual being poor is that he does not own sufficient capital.

SOME OF THE ECONOMIC CONSEQUENCES OF THE FACTUAL ERROR IN TilE NEP?

Here are some of the principal consequences of maintaining and operating the
economy omt the basis of the a National Economic Policy that blatently misrepresents to
all citizens the truth about the production of goods and services.

* Rising federal deficits and rising permanent federal debt

* Large and increasingly unrepayable foreign indebtedness to the U.S. and U.S. banks

* Rising federal and state taxes

* Rising trade deficits

* The decline of the United States' economy as the leading world economy

* The debasement of U.S. craftsmanship

* The spiraling concentration of personal capital ownership by the plutocratic
minority

* The absence of personal capital ownership by the 9596 majority

a The adversary strife between management and labor
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* Rising alienation throughout the country, leading to narcotic use, terrorism, arson
and what-not

* Labor unemployment, including unemployment concealed as boondoggle, which we
estimate to account for about 30% of the presently "employed" labor force

* The decline in the quality of economic life in the United States in the last decade

T he continuation f an e'ouncwi' underclass within the country - people who simply
catnot earn temough to live decent econon"ic lives

* The inability to raise th- earning power of people who would purchase far greater
quantities of goods ain ;e.vices If they couid but afford to do so, thus creating the
powerful consumer markets that producers want arid teed

* Our diminishing status us a world creditor nation and our return to the status of a
debtor nation

* The fact that our society is becoming increasingly uninsurable - a certain proof
that business is slowly grinding to a halt

WHEN DID TIlE FATEFUL ERROR IN TIlE NEP FIRST SURFACE?

To answer this question, we need to go back, using hindsight again, for another
look at one of the most important events in our economic and political history - The
Great Depression. Before we do that, let's review:

THE USE OF THE TAXING POWER IN A PRIVATE PROPERTY, FREE MARKET,
CAPITALIST SOCIETY

The purpose of taxation is, of course, to raise funds justly and fairly from all
citizens of the country, to enable government to carry out efficiently and reliably, its
proper functions.

But the proper governmental functions of the state in a private property, free
market, capitalist economy do not include government's engaging in the production of
goods and services, unless the economy fails to function properly, and they do not include
the redistribution of income or wealth from those who earn move of it to those who earn
less, or none at all, unless, again the institutions fostered by the state fail to fulfill the
federal government's Constitutional obligation to enable all families to be economically
autonomous and self-supporting.

- In the latter case, while the government may provide welfare as an expedient,
its primary objective should be to restore economic self-sufficiency to the
underproductive.
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THE STRATEGIC ERROR OF THE NEW DEAL

The strategic error upon which most of the economic reforms of the New Deal
were based, notwithstanding that its name did not come into usage until the Johnson and
Kennedy Administritions, was what we call "The War On Poverty". It is not and never
was a war on poverty, but rather a war on the effects of poverty.

The "War On The Effects Of Poverty" reflects the incompleteness of our thinking
about the cause of poverty - the same thought omission that gave us our unrealistic and
increasingly unworkable National Economic Policy. To have avoided or corrected those
errors, we should first have asked ourselves a simple, direct question: "Why are people
poor?"

The answer to that question, when you finally discover it, is quite simple, stark,
and irrefutable.

PEOPLE ARE POOR BECAUSE THEY
DO NOT OWN SUFFICIENT CAPrr AL.

No matter what other shortcoming or problems they may have, people who own
viable capital holdings are not poor.

THE GREAT DEPRESSION

The citizens of the United States ran this country for 150 years, from its founding
until 1929, with some economic ups and downs, but generally in accordance with the
economic game rules for a private property, free market, capitalist economy. But then,
the economy broke down. Why?

The crash of 1929 was caused by the fact that a tiny minority of capital workers
were producing most of the goods and services, and the capitalless majority of families -
95% of the consumers - could not earn income sufficient to purchase more than a
fraction of the economy's output. The economy fell on its face.

It was on the occasion of that breakdown that the people and the government of
the United States made the strategic wrong turn that changed Congress from a body of
policy-making lawgivers, into, to(jme a phrase coined by Senator Howard Baker about a
year before he left the Senate , an"assemblage of elected bureaucrats," primarily
engaged in redistributing other people's income and wealth.

"AMERICA HAS A RENDEZVOUS WITH DESTINY..."

proclaimed Franklin D. Roosevelt in 1933 as he launched The New Deal.

But today, it is glaringly clear that the New Deal singled out and diligently
pursued the wrong destiny.

The New Deal's failure to ask, and to discover, the cause of poverty, and instead
its seeking ways to ameliorate the effects of poverty, led inevitably to the repddatiation

(1) SAN FRANCISCO CHRONICLE, April 18, 1984, Page A-1, reprinted from NEW
YORK TIMES MAGAZINE.



115

of the principles of private property, free market, capitalist economics, and embarked
the nation on the ideologically alien socialist course of using the taxing, regulatory, and
other powers of government to redistribute income from those who earn more to those
who - in the opinion of Congress - need more.

Failure to identify the cause of poverty as insufficient capital ownership, led
naturally to failure to redesign our business and economic institutions to make capital
ownership grow where it is needed as capital input replaces labor input in production.
The strategic error of the New Deal, which has been dogmatically followed by every
administration and every Congress since 1932, was formalized into our official National
Economic Policy - The (Full) Employment Act of 1946.

It is elementary that the duty to establish institutions that will efficiently, and in
conformity with Constitutional safeguards, equip every citizen with capital ownership, as
the way in which goods and services are produced changes from labor-intensive to
capital-intensive, falls squarely on Congress.

Nature obviously designed .Man for economic autonomy, and equipped each adult
consumer with one labor power. Could Nature point the way any more clearly for our
legislators to guide their structuring of the economy, as we progressively create more
and more capital instruments to spare us(Ifil, and to improve the quantity, quality, and
variety of goods and services we produce?

Unless the NEP is changed to recognize the facts of economic life - namely that
there are two ways for individuals to participate in production and earn income - and
the change is implemented, as it can easily be, the United States is committed to
complete its capitalist extinction, exactly as socialist Karl Marx predicted.

HOW MIGHT CONGRESS GO ABOUT CORRECTING THE ERROR?

The immensely important but erroneous National Economic Policy is set forth in a
single paragraph in Section 1 of the Employment Act of 1946 (15 U.S.C. 1021). It refers
to "employment" only in the conventional and historical senses of the word.

But that, of course, conflicts with the reality that art individual can participate in
production and earn income not only by employing, or having others employ, his privately
owned labor power, but also by employing, or having others employ, his privately owned
capital.

Only about a dozen words in the Act need to be changed or reinterpreted to
correct this all-important policy declaration. The words we would suggest are in dark
type in the following paragraph that otherwise conforms to the present law:

AMENDED DECLARATION OF POLICY

Section 1. The Congress hereby declares that it is the
continuing policy and responsibility of the Federal Government to use
all practicable means consistent with its needs and obligations and
other essential considerations of national policy, with the assistance
and cooperation of industry, agriculttwe banIdng, finance, labor, and

(1) See "The Right To Be Productive," Exhibit I hereto.
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State and local governments, to coordinate and utilize all its plans,
functions, and resources for the purpose of creating and maintaining,
in a manner calculated to foster and promote free competitive
enterprise and the general welfare, conditions under which there will
be afforded useful employment opportunities, including self-
employment, as labor workers and as capital workers, for all
consumers desiring economic autonomy and self-sufficiency, and to
promote maximum employment as labor workers, or as capital
workers, or in both capacities, and maximum production and
purchasing power.

Every legislative draftsman has his own style. however, attached to this
statement as Exhibit 11 is one possible version of a prologue to the corrected economic
policy law if a formal law, rather them a mere interpretive resolution be thought best.

IS TIS PROPOSED CORRECTION OF TIE FACTUAL ERROR IN TiE NATIONAL
ECONOMIC POLICY TOO RAI)ICAL FOR CONGRESS?

It would be well, in considering this question, to address tITe meaning of the words
"work" and "employment". The current interpretation of the NEP (which incidently, is
the national labor policy mis well) is that only work or employment involving the use of
the powers of one's body or of one's mind - human labor - is recognized as productive
activity. That interpretation is diametrically contrary to the facts that, day after day,
confront all people. An individual can, of course, engage in productive activity and earn
income through employing, or having others employ his privately-owned labor power. But
one can equally participate in production and earn income through employing, or having
others employ, his privately-owned capital.

It is elementary that as the way in which goods and services are produced changes,
through the ever-continuing industrial revolution, from labor intensive to capital
intensive, the way in which people - not just some people but all people - engage in
production and earn their incomes, should also change from labor intensive to capital
intensive. The bounty of science and technology should not, and cannot, be reserved
exclusively for the economic elite, the plutocrats.
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Failure to understand this simple reality, and failure to realize that we have the
institutions, if we would but use them properly, to enable people without capital, to buy
it, speedily pay foi At, mid thereafter to engage in production and earn income through
their privately-owned capital, is a continuing cancer within our society. It has given both
consumers and producers a century of various levels of self-imposed poverty, subdued
production, depressed economic growth, misery and frustration. Obliviousness to these
economic realities synthetically, unjustly and immorally divides Americans into two
antagonistic camps: the non-productive "unemployed" and "retired" and the productive
income earners, including both labor (service) workers and the tiny (5%) group of elite
capital workers who own all the non-residential capital of the economy.

"Work" and "employment" are words that, rationally used, denote engaging in the
production of goods and services either r, labor workers, or as capital workers, or both,
and earning income therefrom. It is nonsense for us not to recognize that if there are
two ways in which each individual oari engage in production and earn income, then in all
economically-orientated discussions we must equally recognize as work both "labor work"
and "capital work" that results in the production of useful and salable goods and
services. And we must equally recognize "employment" as a labor worker and
"employment" as a capital worker, and aroy pragmatically sound combination of the two,
as "employment."

LIFETIME EMPLOYMENT - AMERICAN STYLE

One of the obvious implications for "retirement income" discussion to arise from
acknowledging that there are two ways to engage in production and earn income, rather
than only one, is that if we operate our institutions sensibly and properly and in
accordance with the American Constitution, people may, and indeed must, at the
appropriate time, retire from the work-a-day labor world, but that they should never
retire from participation in production and earning income as capital workers. Labor
work, by its very nature, is not and should not be a life-long condition. Capital work
should go on as long as life does, because human need for income continues to the end of
life, and earning it legitimately in old age is just as important, both to tile individuals and
to the economy, as legitimately supporting oneself and one's dependents through earlier
years. If we are to kick the socialist divertissement we have been mistakenly embarked
on, and restore our economy to a private property, free market, democratized
capitalism, then Lifetime Employment - American Style -. should be the goal toward
which al, eople should strive and all institutions be guided by government, business, and
finance.h?

It is time for Congress to take the lead and make this clear.

IN ACTING UPON OUR PROPOSAL, CONGRESS WOULD BE BUT FOLLOWING TIlE
RECOMMENDATION OF ITS OWN JOINT ECONOMIC COMMITTEE IN 1976

In its Annual Report to Congress in 1976, the Joint Economic Committee, under
the Chairmanship of Senator lubert llumphrey, made the following recommendation:

(1) This concept is further discussed in "flow We Can Create Lifetime Employment,"
Exhibit Ill attached hereto.
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To provide a realistic opportunity for more U.S. citizens to
become owners of capital, and to provide an expanded source of
equity financing for corporations, it should be made Wtional
policy to pursue the goal of broadened capital ownership.

A PRECEDENT FOR CORRECTING TIlE FACTUAL ERROR IN THE NEP

rhere once was a yry prominent man of his time, who was a firm believer in
slavery , for the simple reason he thought some people needed slaves 3o they could gain
freedom from unremitting subsistence toil in order to live human lives and to pursue the
arts and sciences and the mysteries of life and the universe - to acquire and develop
culture and civilization.

ile did, however, have reservations about how to justly determine who should be
owners and who should be slaves, a problem which he predicted would be solved if
machines should be invented to take over most of the slaves' work.

This fellow was not a character out of yesterday's science fiction. lie actually
lived more than 20 centuries ago. Ilis name was Aristotle.

lie said that "If every instrument could accomplish its own work, obeying or
anticipating the will of others... if tie shuttle could weave and the plectrum touch the
lyre witl ut a hand to gade them, chief workmen would not want servants, nor masters
slaves ."\ .'

Aristotle never indulged the speculation that if a country could bring into
existence all the capital slaves (instruments) it might need, it would so operate its
economy that a tiny minority would own them all and the majority of its citizens would
be proletarianized. as Karl Marx later predicted.

ONCE THE FACTUAL ERROR IN THE NATIONAL ECONOMIC POLICY IS
CORRECTED, WHAT TIIEN?

William Blake, an English philosopher of nearly two centuries ago, well understood
that merely announcing a new policy is not sufficient. He said:

"He who would do good to another must do it in Minute Particulars.
General Good is the plea of the scoundrel, hypocrite and flatterer,
For Art and Science cannot exist but in minutely organized
Particulars."

So what is needed is a way for those not born with capital ownership and unable,
through traditional means, to buy it and pay for it, to legitimately and efficiently acquire
it.

(1) See Exhibit IV attached hereto.
(2) Politics, Book I, Chapter 4.
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You are all familiar with the Employee Stock Ownership Plan - the E'SOP. It is
defined by Congress as a corporate financing device designed to build capital stock
ownership broadly into employees of corporations, in ways that are mutually beneficial
both to employers and employees.

We have developed eight financing strategies, all using the well market-tested
logic of the hundreds of successfully operating ESOPs in the United States, capable in tne
aggregate of quickly and efficiently building viable capital estates into all American
families. We estimate that most of the job could be accomplished in a decade; all of it
could be done within two decades.

These capital financing methods are briefly outlined in two of the exhibits to this
written statement:

Exhibit I - The iight ro fe Productive
Exhibit Ill - flow We Can Achieve Lifetime Employment

BRIEF SUMMARY OF THE LOGIC OF THE ESOP AND OF TIlE SEVEN OTHER
CAPITAL FINANCING STRATEGIES FOR IMPLEMENTING THE GOAL OF FULL
EMPLOYMENT, AS CAPITAL WORKERS, OF TIE 95% OF AMERICANS WHO OWN NO
CAPITAL TODAY

1. The logic of capital acquisitions, from the standpoint of the buyer is, and always
was, self-liquidation of costs. Intelligent people acquire capital directly, or more
commonly. through acquiring stock in a corporation that holds productive assets and
engages in production, with the educated expectation that the capital will pay for
itself within a reasonable period of years, normally three to five years.

2. After the capital has paid for itself, sound operating and maintenance procedures,
proper economic restoration through accounting procedures, aiid with constant
technological restoration through research and development procedures, all treated
as norinal operating expenses of the business, the capital will enable its owners to
continue engaging in production and earning income indefinitely.

3. The most frequently-used and nost logical means of financing capital acquisition is
through the use of capital credit - credit extended by a bank or other loan source,
to an entrepreneur or asset using corporation to buy capital.

4. The financing contracts normally provide that the wages (the yield) of the financed
capital must be applied first to repayment of the interest and principal of the
financing loan, before they can be used and enjoyed by the stockholder or other
owner.

5. Of course, there is a risk that the yield of the newly-acquired capital might not
fully pay off the full principal and interest of the financing loan, or might not be
able to do so in the planned amortization period. That is the feasibility risk.

6. Such risks, like business risks in general, are handled through established insurance
procedures. For reasons that can be accurately established, but which we cannot
take time here to examine, the only kind of capital credit insurance normally
available for acquiring capital is self-insurance, insurance provided by the
enterpreneur or would-be capital user, or by someone else on his behalf, at a
normally high equity-sharing price.
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7. This self-insurance procedure has the effect of enabling the already well
capitalized to acquire more capital, and of making it impossible for the
uncapitalized - 95% of the population - to acquire capital ownership at all.

8. This is why, over the 209 years of the American Industrial Revolution, except for a
period of about forty years following the first Hiomestead Acts in 1862, the
ownership of all non-residential capital in the U.S. has been firmly lodged, and
today is firmly lodged in the top wealthholding 5% of families. But the relative
productive inputs of capital workers has changed, because the ever-accelerating
industrial revolution, from about 5% of total productive input in Colonial times, to,
I estimate, 90 o of total productive input today. In the meanwhile, the
productiveness of the capital at work in the economy has grown thousands of times
over.

9. Naturally, the relative input of labor workers, if measured by hypothetical free
market forces, has declined from 95% in Colonial days to 10%, or less today.

10. The economy functions, however, badly, through socialist redistribution on the basis
,f need, from those who earn more, to those who earn less or earn nothing - as
Congress determines by constant oureaucractic administration!

The following diagrams illustrate the point.
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SAY'S LAW of the RELATION BETWEEN
aft INDIVIDUAL'S PRODUCTION and

HIS CONSUMPTION

1 If a consumer desires to consume, he must
produce.

2. It he desires to consume more, he must
produce more.

3. A consumer, however, must not produce
significantly more than he wishes currently
to consume, fur by doing so, he beggars his
neighbors

Although this is not the place to particularize the details, clearly what is needed,
once the factual error in the national economic policy is corrected, is a carefully
developed new federal code of laws relating to capital financing throughout the economy
and to bringing about the capital worker employment, and Lifetime Employment -
American Style, of all American citizens, both in the private sector arid in the public
sector.

CAN CONGRESS BE FAULTED FOR NOT SOONER FACING THE ERROR IN THE
NATIONAL ECONOMIC POLICY AND ITS IMPLICATIONS FOR THE ECONOMY AND
FOR TIlE NATION?

In all candor, we do not think so. If we were given the power to rewrite history
along ideal lines, we might say that if Congress in 1932, at the beginning of the New Deal
had asked "Why are people poor?", and had found the right answer, instead of of declaring
war on the effects of poverty, life would have been vastly different, and presumably
much better.



123

But that would have required rewriting much more of history than just political
hiLstory. It would have required leaping forward over a half-century of industrial history,
political history and economic history.

To be realistic, only now, for the first time ever, are all the social, political,
financial and industrial technologies available to accommodate the problems attendent
upon employing one hundred million or more capital workers constructively in the
economy, thus putting the United States on the basis of a private property, free market,
capitalist democracy. These ae the requisite technologies:

I. The perfection of the corporation has now reached a point where it is the dominant
form through which our business is carried on and productive assets are owned. The
ownership of the corporation can be subdivided to any degree desired, simply by issuing
shares of its stock.

II. The modern computer can reliably identify owner-stockholders, no matter how
numerous, and can track and protect their property rights, including their rights to
receive full payout of the wages of their capital, the yield of the assets represented by
their stock. This is indispensable to the existence and protection of private property in a
modern industrial state.

Ill. Switching from outmoded, pernicious, savings-based financing methods, whicl
assure that only the rich will get richer, and that the presently uncapitalized 95% will
stay uncapitalized, to commercially insured capital credit, will assure optimum economic
growth and efficiency and will synchronize economic growth with the rise in earning
power of the now economically-underpowered majority. We will then realize the full
effectiveness of capital ownership as a way to engage in prod-i-tion and earn income,
until the ends of our lives.

The following diagram illustrates the use of commercially-insured capital credit
and the eight capital financing strategies we have so far developed to restructure the
American economy into a private property, free market, democratic capitalist system.
Since each of the eight strategies employs the logic of the ESOP, the diagram is a
generatized schematic.
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This concept is further discussed in Exhibit I attached hereto.
It should be remembered that capital is ten times more powerful than our present

constricted one-factor financing and our dependence on income redistribution permit it
to be. A typical equity stockholder today receives about 10% of the net income earned
by the assets represented by his stock.

TWO-FACTOR FINANCING TECHNIQUES MAKE CAPITAL CREDIT AND TOP
FINANCIAL ADVICE OF BUSINESS CORPORATIONS AVAILABLE FOR TIlE BENEFIT
OF TIE LITTLEE MAN"

This phenomena comes about because of the almost totally neglected or
misunderstood characteristic of all two-factor financing tools: Simulfinancing.
Attached hereto as Exhibit V is al explanatory memorandum entitled "Simulfinancing:
fHow to Make Capital Financing Dollars Work Harder".

In the course of financing acquisitions of capital assets for itself, the corporation,
using two-factor financing, automatically, and with little or no additional cost - even
with cost saving - makes capital workers (depending on which method or methods are
used) out of individual employees, consumers, or congressionally identified eligible
stockholders.

Two-factor financing methods involve no "giving" of anything to anyone, except
according citizens the opportunity to buy and pay for corporate stock, not out of the
stockbuyer's labor or welfare income, but out of the capital-earned income flowing from
his newly acquired capital.

And that "opportunity" is not given by the generosity of the corportions involved
- if we correct the error in the NEP. It is given by the American Constitution. l'he
right to be productive is first in the hierarchy of all human rights. In our advanced
industrial economy, that necessarily implies acquiring ownership of a viable holding of
productive capital before or by the time of retirement am A labor worker. But because of
our Stone Age NEP, that human and Constitutional right" is not merely neglected; it is
openly denied, rejected, and repudiated!

DO EMPLOYERS HAVE A RESPONSIBILITY TO CREATE NEW CAPITAL WORKERS?

It Ls a commonplace that the number ore characteristic sought in employees in
American industry is worker loyalty.

But does not the privilege of receiving employee loyalty imply a duty of employer

responsibility?

Has anyone ever heard of the reciprocol of worker loyalty: employer loyalty?

In our economy, management, representing owners, without any guidance from
Congress, has the exclusive power of determining who will become capital workers.

- So to whom, under the present NEP, do they accord capital ownership in
connection with changes in ownership and new capital formation?

(1) See "The Right To Be Productive," Exhibit I hereto.
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- Themselves and the present owners, of course. Just as socialist bureaucrats
invariably conclude that their own needs, in an economy that allocates income
according to need, as they see them, are disproportionately greater than the needs
of ali others, so corporate management and the present capital-owning elite 5%,
absent Congressional guidance through a sound National Economic Policy, seek to
further concentrate the ownership of all capital within their own ranks. They do
not equate, and without economic policy guidance from Congress, will never
equate, their own needs for Lifetime Lmployment - American Style with the similar
needs of all of their employees.

CONVENTIONAL SAVINGS-BASEI) FINANCE

A cruder way for business and industry to achieve economic growth than savings-
based financing could not be devised. It fails to solve the twin problems of:

(I) The unemployment and the inevitable underemployment of the 95mA ot
potential American capital workers whose unemployment and underemployment is
due to a curable disiibilitv: they own insufficient or no capital.

(2) The economy's inability to finance a vast capital expansion to equip this
awesome number of people with capital, while simultaneously raising their income-
earning power.

Conventional one-factor capital finance is a hopelessly inadequate Rube-Goldberg
machine. It limits capital finincing to available financial savings. It uses savings from
anywhere in the world, which means we are constantly creating more new foreign capital
workers in the U.S. economy than new U.S. capital workers. It can be turned on and off
at the whim or caprice of the savings manipulators, and finally, to the extent it succeeds,
the whole process enhances the earning power of those who relatively, and often
absolutely, do not need it and cannot use it - can't even take it with them when they
leave. But it does not raise the earning power of the 95% of economically
underemployed Americans who do not own viable holdings of non-residential capital.

Thus conventional finance sets up the whole economy for socialist redistribution
of income from the minority who earn more than they can use, to the majority who earn
less, or earn nothing, and who are forced by this policy vacuum into welfare, both open
and concealed.

We have already enumerated the most conspicuous evil effects of this nonsense.

GENERAL COMMENTS

U.S. economic greatness was built on innovation, quality mass production and
competitive products. roday, we're losing on all three fronts to Japan, and to a lesser
degree to other nations.

We submit that is time for Congress to stop being "elected bureaucrats,"
socialistically redistributing other people's income, and to change from the wrong
strategic course chosen and maintained since 1932, to the correct strategic course for a
private property, free market, capitalist democracy.

55-633 0 - 86 - 5
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We need an industrial age economic policy, not the Stone Age one we live under.

In the twelve years that I have beon talking with Senators and Congressmen,
Congress has preoccupied itself with urgent matters and turned a deaf ear to the
important matter of a sound National Economic Policy and a sound private property, free
market, capitalist democracy.

The Capitalist Manifesto was published in 1958 - nearly 28 years ago, and The
New Capitalists two years afterwards.

The message of those two books was that there are two ways, not just one, for
individuals to engage in production and earn income, and that the unrecognized one,
capital work - long ago overtook the recognized one, labor work, in relative importance.

Every Senator and Congressman takes an oath to uphold the Constitution and laws
of the land.

- That includes upholding the common law of private property.

- But the law of private property - believe it or not - contains two critical
limitations that change from passive to active if owning capital, in fact, is a way to
engage in production and earn income:

(1) The rights of private property do not confer upon the owner the right to use
the thing he owns to injure his fellow nan or the property of his fellow man, and

(2) The rights of private property do not confer upon the owner the right to use
his property in ways contrary to the public welfare.

The moment Congress recognizes that owning productive captial is a way to
engage in production and earn income - in other words when it corrects the NEP to
square with the facts of life - the principle of limitation in the common law leaps to
life:

ONE MAY NOT ACQUIRE PRODUCTIVE POWER THAT EXCEEDS Ills
ABILITY OR DEMONSTRATED INTENT TO USE IT TO SUPPORT HIS FAMILY
LIFESTYLE, WHEN TO DO SO INJURES MI1 FELLOW MAN,

-But fellow citizens are injured, so long as there are economically
underpowered people in the economy, and

-So long as legitimate means can be devised to enable the economically
underpowered to acquire that productive power and pay the same price for it
as would the owners of excessive capital holdings.

The ESOP and the seven other tools for implementing the democratization of American
capitalism make easy the task of government in carrying out its affirmative obligations
as lawmakers under the common law of property. This is the obligation to assure, so far
as reasonably practicable, that capital owners do not hereafter acquire more capital
earning power than they actually use for consumption and enjoyment by their families, so
long as any family in the economy lacks capital earning power.

The easy way to control excessive capital accumulation is to make capital
ownership grow where it is needed; i.e., under the ownership of underemployed citizens
who have a Constitutional right to acquire capital ownership so they can be economically
autonomous and get off the backs of their fellow citizen-taxpayers and their fellow
citizen-consumers.

Congressional control thus includes constructively harnessing the natural
acquisitive instinct of all citizens in order to restore order, integrity, craftsmanship and
competitiveness to the American economy.

These are the steps that will enable Congress to get itself back into its proper role
of policy making and out of the role of "an assemblage of elected bureaucrats"
redistributing the property of the citizens to keep the peace.
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eaeioeb 'Staes Zenate

December 17. 1982

Dear Colleague:

At A time when millions of Americans are out of work, and all tio
familiar remedies for our economic maladies re-appear again, it
is important that we reflect on the basic direction of our
democratic society. In Dr. Louis Kelso's words:

"awareness is growing that the goal or the American
revolution, the drive toward democracy, was side-tracked
in 1932 and has been side-tracked ever since through the
machinations ot the economists and the greedy .... Each
citizen has the power to vote at carefully planned
political elections but the bulk or the economic power
of the society is held by a tiny minority - 5% of the
population."

Dr. Kelso, father of the Employee Stock Ownership Plan, does not
suggest more government redistribution schemes that would create
dependency and insecurity - but rather, he suggests that we give
laborers a piece of the action through capital ownership.

On Thursday, March 4th oF this year, Dr. Kelso testified before
the Senate Committee on Appropriations. The enclosed article,
The Right to be Productive sets forth the substance of that
testimony. Its implications for us in the coming session oF
Congress are momentous. I encourage you to read It.

Sincerely,

Mark 0. Hatfelo
United States Senator

iM,' rsc

ON DECEMBER 17, 1982, UNfTED
STATES SENATOR MARK 0. HATFIELD,
CHAIRMAN OF THE SENATE APPRO-
PRLATIONS COMMITTEE, MAILED THIS
LETTER WITH A COPY OF THE EIGHT

TO BE PRODUCTIVE TO EVERY U.S.
SENATOR AND CONGRESMAN.

LO.K.
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Y sat the posier t) so e al ,artuls planned
I nhilI l¢ttsont, 'ut ths hulk of he

economic PirOer or hrc, let is held b a
tin) minorris -ise pervsent oi !he p .pula.

Puer I iron Today. ublantialIs All of our na.
nont, mightv aplta instrunent% are
ironed ht this minnirits and as hnia,
stand, then vill owtn 'he ites .paital n

itumenlis ., lmorro n

e'onotmis demiraus -, hUr half derti-
io Lash rals I onlaint the rends itS iwn
Lier desiruIion. as MlatsN and f-ngel tain

tamed At the tame 'me. I tonlain, ihe
eeds ol ,i ,,n derntirai perten.lon
tie Amerian people. ,hrouih 'heir Juii

nelt ed ieprsentai ien in ( invtretr. and
het alone. all determine vtvh .)1,ete
teeds hall tloaer

Enlightenment begins with call.
ing things by their right names

tini.e this monograph deals *ith an
- -ea



131

Produlve, ,'its ,

idea which man he new to mar readers-
the idea of Social Capitalism-our corn
municattons will be helped by defining
some ferhos

Ecunomlc Democrayt: Economic
democracy exist, ahen e,erv citizen per-
sonallv owns and possesses the power to
produce the income he needs 'o support
and enjoy the Itfeslsle he reasonabls
chooses for himself and his dependents
For more than tno enturles. ue hase
been moving aay from this ideal Dan
by-das, the mann are increasingly depen.
dent upon welfare, hoondoggle imuelfare
disguised as '051. redistribution, and
,hati t lth regligibl exceptions., nIv
ihe rich owners of productive .apiial-
the capital workers who make up about
ive percent of the pnpuloion-are

economically autonomous Of the re
maong 95 percent. name earn a good It
ing bs hetr labor. although often their
labor income is buluasked nuh welfare
disgutsed as ianneo pursuant to nur na.
tional full later employment economic
policy Ohers are reduced io lining open-
ly on welfare and ,hasitn In an economy
in which the input ,)t ,apital t ekeg is so
large in relation fit that if labor
workers. - if oe are to avoid the social
tllions and tiltlationars impact of
red,trbuion olf income. and I %e are
each to hate a lull measure A human
freenom. none ,an enlov an economically
good life vithoul significant income no
ing to him from his cnershp o capital

Slcsal Capslalsm- naionat poltital
conomu haractterised hv an economic
demo ai' within a pitih'al demon
racy "

One.acto Economems-Ani cconom.
to theory that tail% to regard capital and
apital workers as lactorns i pricducton

in the same tunctlional tenses that tabo
workers are a actor if producton is
one actor 'heory Thi included ken ne-
sian demand topside economics, thr ,ur
rent fad of uppls tipntd economics, and
all macriteconomic..on.npfs. pant and
present, other than Sioii Capitalism In
its failure to mon,,e toward making fedis
tribullon deperdeni ,)nsumcrs self sup-
porting, the new "cppIy ide" conom-
ics merely assures that congress and the
slates, not the President, -tll he held
responsible for spreading the welfare
state to its logical conclusion Socialism

Labar Worker--An individual uho
engages in economic proluction through
the physical and mental powers of his
body

Capisal Workerine cho er Sages in
economic product OtN through his private
Is ouned capital The rapial ,,ctccr pro-
doces nicarlousi.. he i, oi genraolt re
quited it he petrsonalI present at 'he

Icene of producion 'He caret niv icing
through his .apai

Say's Las--See -',orbid Capital"
helou and Diagrams C and D

Morbid Capital-This is a graphic. bu
accurate. name for a hitherto unrecog-
nized phenomenon thai is explicit in
British common law and was Iong ago ex.
pltcttly adopted into the fabric of ihe
American common law It relates to the
two historic limitations recognized by the
la. as inherent in the sum of property
rtihis i man may possess in a thing he
owns These limitations are (1) the
owinership of private property does not
include ihe right of the oaner to use the
property in a way which miures the prop.
ertv or person of another, and (2) the
ownership of private property does not
include the right to use that property% in
wass which tnjure the public interest or
the public welfare Since the theory of
Social Capitalism (capital theory) recog.
nizes both labor workers and capital
workers as economic prod cers in the
identical functional. economic. political.
and motal senses, a simple but long
neglected truth comes into focus the pu

ose for which on inditdual in a free
soc ty man ifllimatel engage in pro-
dt;clon 15 conrumptrn by himself ind
Sin dependents of the income tse urn
audces

Within these limitations on private
property, a man mat improve. increase.
and reline his capital productive pier no
long as come from that productive
pouer is used to support his telf hosis
standard ol lining tot himself and his
dependents

Howueser. 'he double enirn hookkkecp
ing logic oc market rccinomv, normal
referred to as "'h t i Lau ' 1lot any
ginen time period eqiuates the ma set
salue it good and serv ices prou,.cc, hi
each partticipan 'n prlduLtlion nIL, he
income di trhutrJ out ,i the pro,.c'n of
production to thai individna t i ,,,,i ,,
therefore. 'hat none n s o: itha
used for .onsumpton, nhateier en
reason lot thenscent, .an ond sI he uned
oni to acquire addional apal product
lie pouver. ohich ini tutu *ill produce
further excess income. hith n turn will
te used to iiquite further eses opoal
pritductie Pinef, sic. ad nimium
Su.h excess prdu ise poier c 31l
'morbid capital. ' hCLausn Its ntatuc. like

thai of cancer. is o rou ahout svm
btichc relai'onship to the organism to
which it is attached Morhid ,aplal
violates the common taw liimation, in
herent in private proper because,
without benefiting its tuner. it bn'ggars
others bN depriving them ii economic
autonomy Morbid apltal is onirar% to
the public interest because it rltsults n
strife and sulferng and ,onomicitJv
undemoctat,i. Nmtnopiiai ouners ire
leptrined il the 'ers great dect henihti

of i-tdiduai capitall ,,ancrhip In1
.c sue -nership t .13ol h she less
makes 'he naltitc .rak Parakhl and

insecure The morbid capital of the rich
destroys the possibility, of economic
democrat for the poor

FeaulbIIsy Pecsple-Ths term relates
to the financing of capital It is the
reasonable expectation, arrived at after
careful analysis and experienced ealua'
lon. that a capital asset 0,11 pat for
itself. i e, throw off sufficient net income
to pay its costs of acclSuiton ulithin a
planned period ol time 'the rule of thumb
in business is three to fie ,ear i, and
thereafter. its productive power preerted
by proper maintenance. depreciation
policies, and research and development
funding, continue to produce inconre toe
its owners indefinitel "Feasiehlti, '
the basic logic of capital acumition in the
business norld Whether at mulaited or
'sot, it has always been so

Collilernlinalon Printple-This is a
precaution universally employed in the
United States since 1"16 in financing the
acquisiitin of capital assets. ,t reinforces
feasibilit logic' "Collaseratiation' is
*hat tcurs when an individual buss
nerIl issued stock for cash ,r puis assets
at risk through mortgage or iher type of
encumbrance to doubly guaranis repat
inent if acquisition rteda Colaterta.iua
lion senves 0n insurance function, rinsur-
mn aaginri the risk that the acquired asset
may not pvot r itself a'on¢icemplated hi
th' !easibl tiV plan A-

'Not oni is ollateralization a crude. in-
eficsient and enormously expensive ias
of ensuring the teasibii risk n capital
financing, bus there are decisive social
and polt 'cal reasons a ih hsho.d nit be
ied It imits access io ,red.t to huh
capitall io those wh readn on 'uhstan-
11,l amounts of, apial and ,ho .an elf-
erure the eatlb!its cisk It n 'he ,hieI
.aue it aptal rntrhiit, wn .all 'he
,o3tierailation requirement the Diuine
Right ,th kngi-Anerian sue ' he
causee t serner 'he some function ni he

eeian ccoto.mn arnd in other modern
e aonomls As the DIiie Righ I intgs
did lot hundreds it siear, n Europe. t
keep oil W/ the onmerihip )I idpi ai
sitotr the top fire eni of the popular
tion' he e'onomuc luntnion ot .o
at aleotlion trot ever% Iogical ospc,,.
,houd be treated as a %Ualtv insurance
problem. because 11 J. a .asualiv !n
turance problem lie ioll tush insurance
"capital diffusion insurance *

Nol oni is asuai, insurance i
general the ,ildest itt he financial art
huti he ost ci nch nsurante c mini
united by comptih on and %r -onstanil,
adjusted to market experience

Understanding econornic
autonomy

The 'ieasiblhit assured thr,,ugh
capitall diffui.on intutaic in the learinilt.
I h 1 ne enierpre r sn:,h 'he redt



Djagram_ B

COMIMERCIALLY INSURED

CONTRACT FINANCING OF CAPITAL TRtANSACTIONS

General Theorv*

- OPEftAT1?N CORPORATION4 Gurat of ~ CtGM AIicL BAKm( Inuac COMftRCIA.I

Capta reidenc wsr -rer INSURANCEZ Coamm ISURNC

BetI rs ROHRLNE NEUIE

xset :ai for)
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tinart~td'nrnint bengltmade P!,e
'sArnc hntipesonatttr 'he n

tei Tse pet's'rne hi, 'u r tf'ir
Jut .n S 'nittal'% to ppri *hie tield it 'in
Assets it aufuos 'o tepauttient tI 'ihn a
fu I tion tebt and nters:is -' ma
c36 'abetr are ,It 

5
u 'ht vit.1 it~

.ngdJetigtshutliuponi .ar'tit'tico% tl.
' he 'siui. it the Imptore 'it itune'

rnlp Plan it Ni itiiund ioat ti ii't M 5 lhoth
teten tinsancs'inmthtods tot implemnent
.ng 3 "1sal'atotrcsnoniupollr

B rstung on 'he teartbhit 'rin~iile
tasked up bt .upital t'ttus~ 'isstan
and tinanced through pure rtor. us an
snot mouns redu~er~h ,,till- a n

*h olt ilsf -icO pr.unt i- pur

trofuoiue ,aptial oI mu nioduat.
ititagi use it 'no 'r 'note .1th Setight
teas~lo "'e 'elsttus 'tetigied ,' ectrln
mcnt pttl theory N'0u5e 'hot.ili~ n
'tost txlnti nsue 4tt't jvlis at 'iptct
tacitn tethnsisten idl snsouhtodts hen
Anil etatblished 

5
'sn mtu'unwiirts

And tiaisities, 'hs cot tnt dpital ditturisin
enuan hser noons enc should he

tnraif Loti i asjibitIsI nest s'
will improse As osum metI i, ncs and
c tctsegpoicer from aptils irthtrt

the phenotena it artst ututtis
'seanc Anid he ltt',, S t~ nta

tic tds'as tnentrnp i arttal in,' A
'raishilt Isis otem ,.us 5 auotoa is1 k .I,
'seance pt'tnott'taneutosott
hidden ost,, tot prtnH malr hts 

5 
ot

Itna t uit t tt'tii. 'tst 1, lie 'sie't
at ,Ai niie To 'ttkt u5 r i st. n

eliminatedt 'tAe-, an "at us n'XI

tesoiora n 'suts ITO u r ait

fTtccn'euntei situ -wt'i-jd OititO

_*V 1te r ' , e to m III 'h

'ititom PIt 100tto it saJtl c

tet. publitc Its. Atd stid tauti oni
purd!i ruaite aptial srttimeni

,ttg .housing JehlI.i.'nrlestn tt~ttAtd
toughh aptial 'Snot' 'isassig s hotly

der Jbt And .% prr. griressi liquidatedt
AtdtfuirosinentedsIntseun insAbout
tire cearstThe *atettocuing .,ItirhSd

,apal.sIttrbeshtss iunnrsAnd
their Istattial 'snipers. Attn

t 
stadualls

l'ltt "'sit oi plunil Ind tfrsaitese
on pirn t prst htinogprtoscnuid
-c ioniatedI nar "t i'ortilIstr

'inig oisise -ort ql mr "fs'"s50Ii
Aploat as 5 5irilon 5 tan ot tint

'Pte, t'.ailUaho0- 'ii nlosod 'o
'to 'n-:it, ni sl tniir Je5 Ilion A'' nit

Diagram C

Say's Law
In A M arke hf Eonoors the %Iasrker V a]tue of Cssod'r And Sers ices Produced

Durting tisnime f'tPeroddIs Equal tothetIncomeDstrtbutedtttttthe
Participrants In Production-

SAc1 tlarimpts NPros Statementiortthe Prisciplet'f Duineentrn
Bos'keeptngs And ,I Barter, the L tglic if A Pntuaate Pire.ti,. Mlarke'

Aggre gatre Purcstcingt
Grots Nartional Puuer D~istrtued

Pa~rnir Irem Production

roostIncome

Aiodc.for calls r
uentr et ediout of

nperiodr onpled Equals ttepsosns tf
jiilgrgtnroi procdusisn hit the

111p,",tull,":on iAl i ndiridualnawho
gooidt andnirers ici pat 'urpaicn trot

ailments it labor corker% dusien eitder 'hrough
snpurs and Itasmess ro(heir labor inputs it

.apirat corkers input" rite, their psiustets oA nod
production A aprtainpurs tis, r

'iht 198I:, 1 outs 0t Kets rood Patlri~ia iite

etrilott opportunities t or a good
itnomnis life iot a latge putt itt thicetire
I Is 'nopufatson could graduatls he
eliminated

PTh eAn t 'if norhid apeat
parasussilt sing it the etonom rat ant
'Ini thurIl is partial'easruto , ti he
hords ci or tOLst patticularls or

ts)iicelesn'altittr -heart ceder the
lDaise Bight .01 Linss Amernse'ttstt
'he tine t acisi nsoonmtt. and 'he 'snu

,i tisitN .% troenenil is dditien

ecs'ts'mis. teashitst trurasus' preiusi

rilmlcl grater7hal (hould no, isutI
s posed onit n osonoms :ha Satem

fi pirittliscese apotal at work for
'ea~ttloi clurpostes. a hut a trati-os of
atat( it asiuld he if wr had become a

'tta apealsstconovisa'trtttts i
'en sears ago Not otIs could thn et

ro tangible and itangifble economic.
ov% tM torbrds ring apel ftrher that

potting it ito work torotonmla
suderpicred people hie assiuded. hut wse
*ould eliminate 'he nioral And poliosat
.,M, ,I denting ill 'at apra es Inta

tfl ife, lsherandsequal prss'tistot
'St as- in hentense ronIilIted St 'he
ltolatiit'e't Ineftpondontt sit 'he

Neither the saprIisoussest Otr 'he
usters oit morhid 

5
apital. nor 'he quat.

lioasue sii aston i5 't ir'ntsnt of5o

hid 5aptat asaslanto 'i ttnan~le gtttl.

could ats loegert onis or 'cosossic

%,ccn t i putt 'rtdt ' and 5apliro dit
funsion tearsilits lnsurts~ eartsId tree

'ifoato ') he seed 'o fisce
growth i itersails in after tan dollar% Nut
tint iud Shit -lake 'he stakes rff"'

orpotate gttih, hut prssait frropenrh
,oatit St tesiried iti oshotdesuAno
astid then olleti thecwaget oit :heir
a3poai as tegulatr us lanes c~orkers oI
lw'he cages 'ii'Stir labori Broadening

the owcnertsp tf aptia i trough 'rsial
Capelalismi mnakes cntt onl if 

5
apeial

wotrk enr f ImatiAill otltect the lull
cagecs 'if their capital These are about
iwelst totes the Averagre ,icld of erucot
sssnsbtnhtckhotdersisutau ':

T'heosize f ortnsraonsathihmore
than i nvt Sing tire it the U A esenums
usd05 refetr tht Aggregations of In.
diusfual holdings ot msorbid capital,
cecid Ihsinb to hn timets dictated 'us
tutstlis'ta etlissnc and rOtnplntun

he economic uppolrt !he ider
pro~ductis 0u' percent it 'ho propufation.
inude up itl i,nruumtt% usho do sot tat~i
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Peoduactine, e

own aprai and aborter then id.
woord not oiec !otre' thn atiny rac
ttonnt t.thtrt 'the cages of their cayttat.
tan ttecirtl he rhttted tr the tar body
it mrostly noot ret horn ntrnhumanr states
--newit formred rrrdtteapitat'-ha

tnroutgh htgh rtefid eqorN ts rork hroldingt
wil o tdt idoadullt owned ht

otherwise etimoii onderrerrtrrrnerrs

Why the American economy does
not work

The oneerriM~m "tInto abrrr ,orkerr
'tie

1 
I I -nom %t ta ̂ e -it it

ontiriteC 'hire tho moltd nrttttd-,jte
oh, trtetiedtptcrroan ttrr-'.lwtt
ed 0r'nrttntt otN it full tlat...
csorker t emriri nt r'n)

cternpo.ntentttI rrtentit' eotr% ,i
rroAndtible .tptialtio~rrkerr 's at con )
trerent ,I 'no ni~tenhatl 'artit -

foc hus, n 'ermst I total -ork
1, e 'labor a rlc k nd U r,131a

.otrk rri -c ore prtharr Not trtent
coerrlited It *e Adjust'hit co miter

,ra he nulder tdi ',reatid rI,~
Jo'ggle ihn ir .ner't'trel thiy

Social capitalism

a betc cootn 'irn rtt-.rt
ragee 'rc n~ c . sen to

hi lne * it t,1%ne If nelo'trairft

-tie 'roittteroAniierciiecnsm
('it rttr nit Am- it ~s .ri~

l ie proiore 'nmtonlt '11 tt ori
through CIts pnta 'r':hli'tn roih

trt Adieoate incrrme pittore%%lt

ito enlar ge hir a pttal rr o rtec power
o 'otitiple-fe " art e iigenrimi

Ift'henooe 'equited' tir i s
on rne eedsrond cantsrh~ ri

.enrr'lnmorbtrtipot'

the thrale 'adetoa:enomct'reene
refers ftr in 'isn Adequoate to -uprpillr
'he telt shtrten 0osumr tteNtie rt the
ndttidoattr'irdotnr

The printipit rtier hiding 'bore 'or
'tttpanrr. it the notmt s %;ca
Capitalit t te. ire thbe t ultra t

IToe deal etntortlandt.'hedeal
sttsit otltotci jioitin il ts rm nc

whicn eath onsrnter'ritete prtoUCS
ntiheroro%ahrtr corker tr As i aipital
Atnrter ior shIth behetii,rottic re
4oined t0 rittnis clr 'e osrsn iett'e]
Wher note rrc n o~s% -i

bhan one indtvidual. the rulte applies to
the .onsomer unt This is economic
aotont'mt anrtononmtc demonrac,

ZFeerr tor rthenottert
educated. theoutrained, or the inex
pereened. the aboe prodectrtecess of a

,osme annot, by means acceptable to
.otr kitog tpeople. ho icreared

RoBt the priduotreners At a .aptial
atrker ran cattir be icrasted tbrotgtr
'ir .rtds ttinanced Acquitiont it rapitat
ant' 'hrtoogh tethnolrit. ahtth pro.
lir-errtri rarser 'he rrndotreoesn ot
orata aotkei out rot that ItI labor
workers 0nepone oftteccniljgcai

insloitro 'crioce rrodoutronot
-prtrtrtlt labor ot

0 Real oh, anorio he ',rcied
limes irie stns netsponse ntr osmer
tetnand Whentrre.orrrornr decndtor
(hem 's etrimtnated through aotcritrrrn rtt
a.hateter 'net tarrrt Honeertnirkeriet

mand fort etc ioteriert Arer inls
,

t
hen onrurriefir !reelssnrdttti th'etr
-rntlind rorhAre thitngsrrrod'ed h%
arntt otter%

4 Wth t go err mectat assns atte. howt
,Alppaternt 'tit otr htrrtdtigte jobs
,in etiated Boodoggle ri wettare

totottiiedoi t lo orate he late% *tt the
rneft~rettrtrncrttlr.ontueretatraer

,null 'it'l knot cil lie hte

A Stocial Capitalist economy catr het aed
thould he operated :o rein uon treely
cempertttse market oaccorptsh all
talatioer and income disritbortion ftmc-
trees. while assurtng the peedocttre tieor
it etern consumer A Soctal Capttaist
economy wouid he tree of weitare. hon
doggie, and tnflatten

It *r Icear, hrnter er. that goternentt
too) most abide hrI ';Ociai Caftrailtrrues
T'tornfactr economics pretides the
system ogtc, And the eight financiog triois
dtscessed heowe together wtth pore
credit. pentide the implemeotation loti..
tort raettormcg oer psttrte capitalit
en onomt that workr lot the tee to a
Social t aptaht derstiracs 'hat tilt
wotrk tor all to onformrov with Blake',
Liet, ' out torhtomting hook, 'Sonial
Capistism. hiloeprints the rtmple finance
and credit mechanirms lor brtngtng these
tocdttiont atnoor Each ift'he eight tear-
sing tools embotdies the denitcaol l
tetted loil. Mt the ESOIP. hondredr rt
btoh bore operaregi sahrrlactorts ith e

reiattreir horstle enrtroo meet 'il "or prer-
netl ecoeomh

The constitutional mandate toe
economic autonomy

toernmentoadansttternmenia
INsarnctionedandilaxrpporled itio

Olagrem 0

The Logic of Economic Democtacy

iran % Lie or% App~ted to todirtcl

Disrtrtboti.otf nditidual annualincotmetinramarket ecenornttishanedoupon
'he idtrtdoat'rinnoailprodcrstr pttinto tbeeconeomrotat 3 ror orker.

i apooatt-orker orfNh

IndcidoJattt / Annual Income
AnulPrdo, thelIodcrdoai

leper ASto Litton Wo rker. Fl11ocrng From iso
A prtalI rorker. or Roth Ptttdectoei loper

poir~h an 82 L onrst t KelsoiAnd Patricta Hener
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Productive. -- j

:10rS ,u,.h AS rLnncal ,hoss a nd
uni'.er~i - t. ar l ,u i rua l "' elr ,
researcfa aboratortea and the akr, pro

lsoe asasganoi al Advanlas, ahl .h
hminare rllh~n% 1of iab,r worker 1551
",rrN, "ear bas, the labor orlk-s

thus dariplaeed been ,ta~rn 'duc process"
ahen deprived of 'he pr.er t upplrl
themselves through theirn lab,.or t,
re.eaas.g equal prote,,aaa. 11 the laws
relating to acess so .redlt to baa _arsoal
,So thin ,can b me sell 5upfportmng
,apltal jokers'

It appears to us tha the' haae nol
'A here alfrmatre government effort and

tavernmensal' encouraged Private cl fort
reous or lmmates the value of the
labor worker prapert,, ar their labor
faer, unless due steps have heen taken
'o enable them 'o become .apital

Aorkers. hesfs hae no received onsitu
tlonal due prtcs " This would emr
equalls true of mmplo,ed labor worker
aho annol. if their aages are ,om.
pcttrrel. evaluated. produce siutfasent
n.ome to enjov their hare of what labor

work ers and aapltal workers together pro-
Ju.e rs a result ot technologlal change.
and hs adding hr aollaleralalaon re
qu'rameni to he fanancang feasablass re
qulremenl. the labor corker haa been

anmercfulls onerted from ala economy
aalla autonomous person (a a pre in
dutral period) into an economic depend
dent of aocaet s if he user has polaata
pacer so rg and eleate his pay. he helps
to fire up nllation. at ahih he and the
jdemplosed are the Jhel aattms And
there as she addnasnal nrobi em alM she
unemplovablie, who canno engage an
production as labor workers beaus of
ph"sracai r othc handicap. or as aptial
corkers because of their illegal apaaal

handicap
The same concluson mus be drayn

ith respect to the apphaaon to h e non.
:apoial boring maloris of the dorine of
equal protection of the lacs Thas dea ia,
of course. nheren in -he adea -is
democracs as relle.ed in the De.laratala
of Independence and an our C'onslltution
-ccess to effnctnt and elfeasase ;redad !or
the purps se ot enabling a abor ,orkr

for ha maier more who v
unemplos able. so become a apsal
corker, as inherenl n the rights to ife
and laberts " "I When the insllttons of
tnance. ,argonzed under federal or state
laa and regulated as quasi monopolies ha
shoe lacs, s elect al enormous oi,
whether from alinorane aaerlgh(, or
, o.aal indifference. she prancaple ,It oi

lateralazaion usable onis ss the rich
rainer han the prnaiple 't commercial
risk insurance usable h% any itzen. oi is a
patent Jensal. ontrars, ahe ( ,nstr

Diagram E
Through Technology. Capital Workers Displace Labor Workers

I aN'r lAorkar'
Relalase Input"

Ott" i

Peraeersage
Change In
Sour .e o)

Inpus Fron
abor Aor

To Thati )I
5 apstal

'A arkers

oai~5

laSts,

i00 Bi

Capital horkerr
Relaaae Inpuai

Labor

Input

Capiral
Workers
Input

I r I I I
h, 14 0 1900

its.

L

250)1 It

Hstorca rae

From SrcrII (s apallh am. h4 he shouldd Prodlce tlie Wealth ol Nuarots
Elimated , n 'he .sumplon that the .lu., each w -)I produi input i,% d.etermin ea rosanatsla, ompaav hle
markets

aprsahl 1'2 Lasa kasasonal P31.assaca~c
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iIn. t ealual protilCon CI, 'he rCi~al
al , relaIng it ,access i trdo to enale
inesll ,) '.I m Icrodu.ziCe i rmore
product,,,

The priesthood of the onetfactor
economists in the United States

During :he p'iCJ 1:9 'ON , 91-'. a
hreakdoeC hi -idc meriIIn IConim
'hit had hcen hunldaig Jf, !or scafs :,, k
pla~c

kc Cad tper,.mn,d .mre than 1!0
.cars o! pr,,grc,,:,t rangerr ,)I produce

1iIC pC, from labor CokIr o 'anapllal
A,)lkell 'irogC 'echCologi~l hirgce. Ct'
and 'lihtd C 'he i.enltaIleon 1 the
,InerhIp ,iI she glowing hard if the
nation l apiltaIan the op tl eI,enll of
the populaton as the resllll t o o
lonal CinanCe The CorhsnaCton ,f thesee

'C" force ,h~laled Sa, , La' Its the
point &here A~e o uld n.) ioniler ow tiup

or jleir alenlion 'rom the 41o that
hInlI ursm milionsC or people aked

(he poduoit c por , , eitherla labor
Aorkers orf A% aptlt worker% to) support

he IcC Ch~l a msI niCCC,l ice
rih.ould ii prolel i'he' aau o; :helr
morbid apIral holdings n the I aCL ol 'h
r CeCiti 1111p ot onsurrei p cndlnt

The zlenlmi litlralure if she time
nela4heed he pr,,h,- , hill CCrC den
'Illed 'he wl on

TCe ¢,.ononmI. ,,,,cm. 'in lome
reaCon, hcIcI Iuseed IC ,)perat
its 4T ?,,It avait It ha, sheen
',lCIcCd that een q ,erClod ,I

1ro,crn', we hale oine Amass
lied plant, and equilnlel and a
considerable ilume )I Jncm

;llomenl Ih1
1 

asualion nor In

natural UKgC is 'hal here hu,I
Ce t'me hasC I Iald.,InCCrI

CCIh 
1

ciosiCI impIedes 'Ce
operation )I !he eI' mCC ,I 'Ca

nCc h, mean ist a ti the
material ar i , aeI r e Clup
piled'

%ke CCIJ4 'lo1 he ihIkInc
ithul h,'. - ,, t.atte w 1 O, ,n if
Ac¢ast, ,,, ,11 'o, ilb%,h 'he

Clnlp,'ed. ChulaC father 1oul
-h, LIU, pro)du-,: i i,l ,d and c,

s-CC 'ICldiClI ifIcallhd4Cate

,CiICI'll-mCIsll 'hongn -1(II
laIuICon I ChC AId C-,'sliq and

ici - more CundainrtCal
ism, Ac ,alh lis.t loser floor

adCquate !or 'he ;)CJ% if 'he

XIcCIIja peop l'I ll~lle

rsl .l -ar¢ pattern ,,t i ,,h s and

Ill. '11s 11 CeeC allplC lemai

-,rc p ,rdlni ablh , o, mamnla~
pet-ittrme rnarket Jonjand At
a'CII.lIr'a e¢, IIICCIC

SeCnator Fulbrih made sIe lame
poa 'Much tahi been said icre
about our productive, j .pjt.u

We hale already, proed that in
the ,a We an plodue I Jon
'hink 'here is all question About
:Cat The leal problem N ,n 'he
.onsnipCII end ' -'

II 4as n reiponiC ,] this detlll n on
lmer iCIel'at a l roupll extis,'C
ired br kcIeneian demand Ilopldc

tiheorv,. mo-ed onto the i¢ne to restore

,unsumer ati.omnes In all thal the, ualted,
their presercd and lnenshiled the
methaCnsm or *,alh oncecttaon-
Ihe oul.c Ml morb d ,avit41 TheC
.arc Iull' Al ,,led olfendlng the recres
groups ChI.h Presildenl Rooeeil alliedd
"e onomic rovalists - Thel ilCadll
maintained as had earlier genraions i
polhilal economIIC inludin hdam
SasIh and Marx that ,apill s 'll A I 1 3
for M production and 'hal 41oital
CukCr% doa nor prldue lds and scr
I.UIs in the same Cene that labor CirkCers
co. hul that .apllal a mITCerinu

1
alllC. algent, ordalned h,, laod to he

owned b the n~h. , h I oII mehlo.a make
labor *,iter mote produ.lilc. ¢1Cn
though hcC own no1ne o1 ii Theme
'Cousand% 1 i CaCCI.'Il e~CLm101lsand
lcC. har4111 

1
hafgcd with kCe',=an

11O11m111,.,, ,claI erca into the
power l prie.thood thal. in ll r
dC.adel. has been the ll proclaimed
fountalnhead it ccatnonnil ''anentonal
wisdom ' in the imited late,

mongl 'h ni redlhl, poerul
caions Mf the uif of ontIacllo

LO 11 l 'tr s ,heir ,mp -ilahl i.
and artful ue ot preemtiCe rong

queiCons I nder their proddiln , 1912.
'he ewa Deal arou d the raiIn !rorm is
.onlCon and torpor Cllh leC allence.
"Io an ae arlohlh the effects ,I

p-osen! ' This, Pov, lui rnr q:uestion

hal Cremerid 'IC nal'on for hft seats
Ih ha'1, consumed time. enerai in
CItaonal ti.fIritC, and eCIn 'hel hlod
and ,1,s 1,1 'he ounil %' , Cuih. C n hCe
Jin jacmr l 'il make the : UriC m C ,
lI,,.c nlan demand oiside prlnlple

.rdjhir, -n * Calei C IICnIml. the
.onI.enional neiCC(C CIh CItIIllshcld
power C he '1, ',4r man mosa h4sal
,lr ,C CIa Urge'o ,ur,i e ndhc he r,d
hal. h UI rge ,o he .ell The it aIIe pre
mptie CCng que lin I 'h % 31 AC

allellale , 'e eA le .lC, Ip el " 1 4 As

I cson- H o. an -e prCUp as 'he cn
Ol 'he poor' !Ioa In -C pro ilde

'lou%,ne !,i those ,) .anmn afford,'

It- n Ae pa4 1- no medial are
o' c Ant' last n ufICri ll in e ,

,,.,e -Ile" -vn lo,,,r.' v' ,

,I -le ,0 he ,r,.119 ,o r and
;, ri . , i he 1 ,1I r its, , u i JI uf-
J,J 1, r,m 'uic ,, ruc¢ r,,¢ i 11 -l' i" t

l)rmed the Temporal', UCIIIC I,
noml l C lrnmltee iNr",,%f . .sargmg ,
411h hdmg in inICC 'o h. 4uI'e,,

'% ha au,ed 'ht (,real [)erre,%iC
thai n ewliogan n ,1 .111 Cla is the -n-t
masl',v and thorough ana,,i., ese, r1ce
I he me an or ,n, ,iher e,,)r.o,nN

%,h ,% .ee guided hI ' ,e

nnouned the ( ommtec' on.,,,
"c don't know Ahal .aa.,d 'he (,real

Depression We ,nl, inow Anal -- ded

it-ir production I I %epilher I
19'9. Issue elebritina g IC -IC 'ilIh
.jnn rrsar, uhI deoigrto',: )? ,

pag1 Aoa hl, sca C ellipii rlr anllI
of 'he Grea DepreCIon Business lek
,onilrmed that ,e still Jo no now -Ij,
caused the (,real Deprelion. ,e I
know "-.hal ended t-ar

The apprehenslons rellced a the ' nal
reort or the T\1.( n 1941 ,,IC aln
behind the ac:ti "1 ,C t the ,mgro,,,
1941 when it debatd the tormahia,,rn 't
.hal had a.uall, heel 'he Ix
t .ontimh pon s irtim 'he ftl l ,e3r,

'he %'c Deal The 'ulil j UIah , E-ll
pI, meen -AN ,1 1941 The i'ow all
powerful Io eatiIr.llteonoml,'Ci aIed
'he double ( ingress Jlbnla 1" , 1 -he
in~om1e dlIsrlhutihin prohbicm, ,t jr

Ad'an.ed ,idI t ia oI n,I sr ,,
4holo Cmhlolmenl ji-le 0% reni-ist e'C
wolrd "full" ff,'1l the 1941 irlpT),ed
eClallol Ihd Ipieg a , dte! n

letpreled h, "C Jilin [ICC'. (In
MllCe alig 'he ame icannl hile

EmploC-ment Al, Li 4 'N ,, ,
demand Iohl dc 'lala IImCna'C "n
el0l M1,Cene ha' elt", f'" n' i
" I1 , 1 ':,cl alI , dII ared 'e h t
Ke~rne~ain

11, N911O he re l 11 ain,, ,he"
,:jenandl hop-, e ,-.,,) ml, , A a r s it

1CCIC. lisih ,nIorlncCII n_

the higher paid '1,1 al.. Cker, 'I-
,lulriaged dI 'he ccr II i, i,nv.

,aationl And the m .urring of r,11,ali,, ir,
K',ern enll C IC o I p ,C , -,) e

IICCCCCCIC no III 'lmc im -iIPT' P

,alChlnIIIed. 'he ,nempliII ahle nj h e
'l, e ,I c¢n, ,M n,hors, -t ,,r,:,

IIIhC ICIm 'he CI"I" Ci j'll' ,
Irrialin The, -,to jul'ld "' i,,

n -hal a, ehn,.mst.,,lajIaaine l J

it '41111 sIC pr11111C good, a11d erI i'C
h Comes harder and hart.l and ''Cn
impo slible, ll make a I , hI hal ,
Cnh all or ,)ur real CICC'I.I,', CiitIC
as Cell a iaiheIC riiui ,in !ie r(C
C Ilk Ill 

1
e, 'a 'he Utgfe

1
' 'ie

,hlldeCn and the dC IlC IIil, I"
P'e'dehl Rlhvl R ,n ,,C ,

e, , m ,, te as,, -i Jv .1 e,,,-

p,,pde C, e, - .. ,,,Til

,,1414CC, J,211C111 - ,'1 ,, ,'

C"caded lihI''' p.
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JilhcerVe jrl rgall.:ed elfor to1 Iake heanderpr, du',c ' e ia nd nor, prcl du''.iCe

more nt, J iu t t. ^~as, Jh s,usiu, ) L r

,'",r O , \rI,¢J ,, ant, r¢e vi tributon
'r f c i , r Cd I I, r h M , I I a I, c Oit.

J gill ' lllp"oIllienl , llen'I ne, tte,

-, 'he pt lrn c Me , ll flindhazir ,CC
C o,) ole 'c.cjpons, And 'he rur

"ifing 0C 1U oCslcicee ceap' Draft
,cc.ucm ,, cc+el Ie '.icr Ne'.

u'. C 'C. s,lirk, r'e pcilar anai.
'hal h..nl¢ * ltf lCJ 1n-11TIC ', 'he

ienrodC'c.Cc and n n crdu!cC,
.sere .l, it .onsirm.t , And ai tburi )I
-.r:%,are enm ;rrs ,ounding Pab"i,
o'CI IOrls pouted !,rih, pro .rg

*'cuderccicc 'hccecccCCCC c ihtll' 'c

he ,'atc',

The economists' use of myths

Crr 1--n I he' ii A ll ,I on
.. ,, r c., ,m re r e n , m l, -1

h,.n ' " . ccc ;)re

"! j, , l, . 1" tt hen,+ t . 'r,,ni.

' OW C ,' - ili 1-CC.juC e lf h,
, t,,n , , Je!,rcn.s: u ,,u. , et, plw

1 q III 't, . -he,, t"It1l1dat'Ir

ouw le r IA 1 1 11~ IX) I)(o It I ,t110C11 ,,,1 CC lC c"
uc'~l Crhrr, mud hirl

'Cu c-cr ' -,, I' .r c ellnC, ', I
*,, t 1 ""m'n ' ',c, 1 ' C

le' 1,. 1 " .,e jc.¢hcrl - '
- ,l n 'c -, J rd a /,

i- ll , 1 I h ,, i nd II 'Me . ~ lri

-d produ ll'mlm lpwpor, ,

11 "r ,r e " w ar d ,t,-. 'rtrhl ,lI

, .+r , , . .r he .,w p ,t ,

S +,.,,l , he antc ? *,+1

I,,h(, ;1-da",+k,
at,,c.: +r , I .- , 14"+,

Irt, it A, ', ' , ,'c ,, ,

, , . , , r . . . .; ' , v1. .,r I . <

, ,, ' i , .t .tI+, ,,r ,a~It"

The accomplishments of the
a c ot -he uarc, economists

'CCC ln iCai he ,ctd r iap ui , B ' CJaUdulC tl IlC r hlcn' 'he -inv
mp . aho t Ikcr, ,ag,zc tll,¢ e r produ,!'on Ind 1Frdu,:j en' Lf .arlltai

Ce erkcr tN ih 'CJ: , he '119 W.C,,

........l$ p i+ , +hat .h,wlit l n unlen ahor Ani W t +ld "a' h I -+u'- 5r' t e . [,0c 1f C, C C ' 'I h c I l, r C C C. "CC C-, , ',, , " l? c rC , ,C C e c ; ,

\%,,or~et+ I f ,11P101111r11 1"! 0, 1')46 l A-I[hl- I
,Cn , ihnCc,h r nCCo'rlC e C -- C CCC.

%t ; f~dtJrl~l + . he rjtll +l - Iti make he' nJ. a . ID
r c c h I'te 'Ic ' , i

.,)tJ- oulp.1u -1,ual nI d"Hl ) of 'me en ];Irbu cm, rn , ,1 [he' ,,,+
,I CC, i'c t J Cu.lon rsuhrrln I tr 'h C CrC'

a rciCtaei ripui C Ct Caal p Crker ' , ''
' ,C C ,i rkerc ,ihided ,I it, ,c irpea, " C kJh'e ,c

c rhecc ihe. Ce 'ICnnow, he Cu ,',. CC , ',lhZ

..~ 4 't , le I ll a, t lred n h r, ,r , d ,t, u ,. ., , , ,r ,.I,,I, I e Ic,, , C Cth -m, r hi"" ' a .Ciirc'' CCC C i c "CC '-'crC ii' Cc''hi

;1 1 n,, , ,Itn :,C flTl -r,, h Jd l I or ,kcr , 1 hpr'lucc' c ,'1 eht ' c ClrCCC urt cCarlt c ' cci.+ cpid c ,I Cr C uk r nJ ,

uCCCric , cc+le rmade a grea'r pc.uC ',nrrrC'hC cJ'i, C ' 2 .. .an
a p ''rur 1 'hb 'rher cr ,l irrerC hi 'cul , 3 ' r 'J. - ,

Cuee nr Cur 'C CrIr Crle CrCJ 11c Cr11 .,,l e. hat - 0~ lh,,+, ,p tr ,e.,l +q',

'-,'l d 1 ,, h v!h l ,j,l I l ", , l 1 . .0{ e f i i ,i
L CtCj And c C er fCC CiCCJ C Cc tC r AI I ?C

.le nCd '1 .1c 'C1 'rik ocr rC C- C he r Ic ru r c' ''Cd w ' "

herle ''rt 'ic ,CPC ,.ibcC hi ' c e ACp hlc nd C .CCC dCCC l ' c ' ,e

c I,C'hCcji tururc - ktt 11CrCCC' C 'and. in jde, l) ppCC r,' ,,
h .I; Ailt ,, 'he I',,ll T 'lh .en'ttl-' Ili ll,,m C A,++. fh ltt 1l1 J r. he
j, jtt a -l. Ii (he 1a~l and pulp,+,, 11 other haIn .A " I s h I I ' ariI

lhrl01Ilv1 enihodted In .ap'l Al atel aillnalj -I- n IlJ eel' 11 I I I hIn
am'~v* J , r r . rtfo dlJ ~ ,h . ,,e 11 ,e h j.rj. , I, d,

....... I,, nt hp ardr , .+ l id,' Ite,1
IlelJ e-t~ iht hett iw l,"H -,1 nJF ith

cu1¢ 'c' CI'h.'uC .th Cr,,icC mccc Te, cr' ui' cCe cC, i ~ J ,

C.C +iti~C 'c ,cc c lo,, d, t ,-,C h uC' , .l n , ' Hei c r cc ' """rl ic d
1,, 20) C earc, c Icc A '' CCl,. 1 ,,nan c Ih C,'.CC ,CICCC a CC,' (CC C i'cJ,

a a i .AI, k ct% , IP . ' 1 hecr ". hrnl-,I 9 1. I :-nnlll proh"em ,11 1,hioingthH
-I,, -,- , , ,e IAlr cn g ,r , c r r,,,r II, A I Iuct I I t el t %1 ,, u. 11, Ind I

. , , c a i a rlHurc ",a, IC h C u, ka 'cC hl rlh 0 ,r,-,, I

'ld "I Ile¢, , e l l , t d l t tic II PU l ,11 jl s£l L t h, 1 1 -,,+ r ,

1 llId. III , ¢ , t ., n,ie 10 , I ,, t,, :
".11c ttC d h,',l'l Oh¢le "IC IT 'l, '.a, 'he, .hen re-,rill, J '*'1++ -h It' 3
t, C ., 'ue h rl, -.?toll C, irc , , j ,,ni r ' l, ,11ice

r-.0~ inhe.r he at,-' t -,-r er, ,tr t~e T Thc,' , ,, t1,c 1 ,1c I ,,t:
jrlt .. ... le"r - IF h,,I t c, IQ ,ar¢ ll I \ T,no .J I ,.lht 1,111 "1 ' L" +'I

Nt 11 rc ,ir , , c ' he r, ' Cf a III I ' CC C1 Ctand Cr Ac hI.'-C, - i, l Vi '

' 11 Ie e t ha t C rcr C CC ie C' JCC.'h Cirt, " 3, ii

.... .c +hac..ic ,,r .'rC ' C, I~ 'C,' Id C. ... ..c. ,i 'C, cCCI ,' ..t

C, ,al ,r ,,,t d , ' ccC ,,,d .. - ',,du ucclch rc 'r,n ,+ r ,m~ '.r, 'C cI C

i 'CnI 1 { Ce.Cci' r u,, rCj. iC 'id iCue 'Chic,' Cu r,',c Cu" C p"

1.,Iii ~ q~ , ,i, ',te~l +t I ,, l i If Ifle% It, 1 st 1 , , sI% , ,

C'CCCC ; , . . i, i',C,,, .r C 'e,a u ', C,'- 'C,' '"C++ 'l C

,,,. C' e ,,: ct 'i CC iCC 2 ,,ii ,, iCC , urrcii ''C u, cc.c ,. ,,,,c i

C, ' C C CC C 'C' c " ' ' ITc' ) 'C C, c'CCC',c n ,CC' ' h C el 'CCCC' C C C , '

',,h ~ ~ ~ ~ it ,11' l 11 , ~'J,. ,n , , ;- aw , J- ' . 4 ,
CCCCCCC'C Ch ' Cr ii1 1C ,4C, C 'erk. CC .jh

CC cCir C M 4CCC ni e.C2'CCC r, ric CstCCC'.d

.1.1 ~ ~ ~ ~ ;+ lialfI, wd111"'e t.' c trl-,n

CMci CCC.c CCC itCcc" cl lj 1 , .'

,)n At c r r , ' ,'r.C Ix . rw, .

pr ,l , e ¢ , ,I ,heir .11,131I 11 erf'lt +t ' ,Ofllll M n .
' ' Cent, n n c CC 1'.3 I, l C "I c I , i'l t C , C1 . ',C ,'

CCC.'C CC e, e' ',,"a C',CCCCC , 4,', C 4C' CC ,' . c C r',C ' ,,, .i .' ... .4

Cr, An - ' C C c C M2C ~ ~ ~ ~ ~ n 2" '1i'l 1CC .CC 1C CC C t.0CC CC "

'C ~ ~ ~ ~ ~ ~ ~ 1 -41''1C CC C' ' c"r
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,,'.Whr., ", I I o ii tiken
dd 't oaaauh ,nat ohalge ,iiu

heltim i,, make i .he 1, , .rnjlnw ur a

tina eoni.mtt poi.,,

The refcelce of the rich

The 4ufoion '.oruiat iiset, n, , hv
,apital ,,n[er, as ,,h !,, n rase 'he n,
Tltte 'o des ro ,t h 'h it 'en,, n e r

n talus he ticn r ti in.t ttlunie n in

industrial nionomi the ul answer o
thin question is too loden ith psahofOgl
,al undertones to distuins here But the
basn answer I stnih thns Hoc does
rich apdal corker ipluorat) explain
a1h, he wants no produce goods and ner
',nec for mans people-perhaps mttdiont
if people--hile consuming tor on ine
or a ec-htmself and his dependent%' -
How could he square tot h a desire ith
Sas's Lat, '

The (onshnul'on makes nrtitens. the
Congress. ond te Judticnir the guardiuns
,#n democrac ecnnomi as well as
poiticl

The isatnrous liftn near reign at the
one-t annoletcoomist should b ended b
-merican anonzen, b the Congress. and
by the courts, acting under the constu
tional mandates the sotnnon to the in
,ome production ind distrbuion probe
ern-how people prodc t. and hoc then
become entitled to consume goods and

oervices in a jhzled oiet-has oast
national importance and equaile vast in
ernannonal overtones t% olution Iannol
be delegated to a tightil disciplined. self
serving, lae acting corps of self
appointed experts uho. in effect, decade
after decade. control the naton'q eco-
nomy for elffih ends of themselves and
the plutonrats than are not onn irrational
and destuntive, bu unconsitutonal
Here are some of the oartauars

I the United itanet ., founded as
the first great modern experiment tn
democrats The importance of dete
octac to people is tha tt i ,designed to
the scle o indinidual human heings, not
to dynasties, nor to giant norNpralon%
than are narrowly rather than hroadln
owned, nor to other cast ocnetles n-
Itotuons Dem.n.ra.,N as onc.eta:d ._
'he idea 'hat power should ronide in 'he
ndisiduais nho make ,p i do mo,.ral .
sIx;ct But there are tat forms .I noat
,iolen iil power Potlal power, .in
%sing ot the poonr to ncik. ,terprt.
And Admniater the last,. and nionom
poson. the o.er 'a prodJu.e goods and
'er~ces Potanlal pow en nd cononi
pocer are equal, ntent 'sether git f a

tojen ,temnonhn paoettr thtut 'he
thee "
Economic. democrat. anno he

anything exnep the autonomous power
.i each individual tor onm,:r un.t) in
produce the tmome equouaeni f tthin the
overall liit or ihe ,ounirv , resources

and 'echnologt) tt 'he 'tio i e ht
'easonabl chooes ttt hmnoli and ' it
Jependent In a corid 'n h,,h lot 0
seats aptilal orketn have been proadioi

a aonsianllv large: reapornton of produo
oine input and labor workers have been
providing a diminishing proporton of the
productive input, ", economic autonomy.
and oonsequenfv economic democracy.
cannon be achieved without eisantoons
and lacs than gnve effective access to
redJl to buy capital and to engage in pro-

ducing income as 'apotal workers to an
ever greater proportion of the popula
non Ail laws and institutons that impede
or present acheving economic democracy
abridge hoth the rights of dildua
citizens to pohltcal democracy and to
economic democracy. the transgress in-
dividnjal rights no tife. ihberty, and equal
proec or, of the laws

I Permtting the cette government-
the iut of one factor economists-to pre
empty 'he attenton. energy. resources
and e en to %pili the blood of our people
in "full employment wars," by distract
,ng the society and ifs most poltitall, an
five people 'nno alleviamng the /enftcs of
poaernv rather than fts abuse, does no
fulfill the ( ongresstonal duty. in the nuin
of :oizen. to seek and find economic,
democracy as a onmponent of each
ozer's toal of denocratc power The
accomplishment of (haf task through
Social Capitalism vilt be astonishingla
imple then compared io the stonewall

impoSSbhtt of achieving demoer.rant
goals through tedistribuhing-as labot
,oorker' income and os iolfare-the to
some largest and Iecreasinglf produced
b piuocraf'. ly ocned apoal

t The deceptive questuns of the one
factor econornwt. should be dismissed
from the national economic debate, And
replaced wth raftonal questions capable
of leading to sound answers
a We nhon d ask ".hy are people

poor"' raher than 'hoc tan ae
alleviate the effets tnf poefr' The
right question almost instanniv entkes
the tight answer People ore ptor
hetoune :tot ,on to a n enough
opttoi

b We must op asking 'hoc an oe
redistrbute more income to the poor
tn orcer it) enable them to enov the
benefits 'i stieac and tehnoign

t
''

and ak 'ho- an Ae phase tut lose:
' and redistributhon )t nvomr -it
c erN, .arietv Ind a~he¢c ev.onlorai

atorionN ' ]The right question teads
to the ster of hootl 1 opooltsm, .
,aptaist ,onomt tha arki tot

aor e mice, not just iot rih itzens
Niter n-o enunes of bus,nen tnanc
ng but upon the io ne Right 'i

K ngs-AmerLa htto liCe EMnooo
hton.k ),lnertp Plan ESOP) as
thterait rntrodue0 'o fngresn n
191 1b a "Dear , oileague tter
'rom senator Mark fathend. working
in ollaboraton ,th enahr Ru.,ell
I ,ng, then harmon oh 'he 'tenale
-oaef (_omnhtoee That leer per
taiing '.I he horheot Rail Reoran

doat n o ted % noemnetn 1 9" 'el

- it, , I I . -

forth the first, and to date the ,mm.
significantly mplemented tehnque
of corporate finance that .onttrm, to
out oonstntutional mandate, of the
right of eern ctizten to hfe. hbertn.
and equal protection of the laws. and
the tight not to he deprived. through
(echnolog). I his productiveness as a
labor worker without the "due pro-
ceosf oM An effecte opportunity to
become e'en more productive as a
capital work The outer ol the one
factor economists to the ESO(P pIo-
sio.s of (he Penn t..entraf hnanting
legnlatun was prednvtab unant
muis Capital theory ti nonsense
and Men if iais logical, , -n '
cok. ' el, then etfe,inelt, treated
.miierne aaloi, ,It 'he ' ,ngrt onai
enaorimnr

Because Con gresn dtd not uonpc,
the ollaoraton nevueen 'he .tl
nlereii of t he i nt- taa.or e~onom= ,

and the hron, , norhitd up,tal
tailed to adopt mnt,,ure, to rr',tn
them from Iraudulentin frustrating the

intent of the Penn ( intral t tll na tei
that 4onernmenl fundin ol the al
reongantzalon he loaned to the nea
orporaton throughh in fliP .tnet

ing all emptnees The acuit han "en
an economic dinsnter Annuall oddt.
tonal billion o dolla that sil neter
he repaid have been atitropriated io
koep hmrak oh- Feoherbeddnta
has ,ntnued The to.k and hond
holder 1l the hantrtpt railroad niade
if aioh the orporate hel. 'he 'an

loss -ario toward and oaitt,.ent
assets io again p the orporanoin
almost netnight. undnr plutcraino
ot.nernhip. amng the leader, 'i 'he
Forune 5fXJ

Because 'he )nc fator ononn,,i,
n taturilh Aish to preetne heir

decoden old .onto: ,,t the \nerncoun
naOno', And 'o ne heir tat and
the. o t1ull a billion, oi dollar It
,me and nrquinite,. 'het nortior
'he loultet ond thta atn, ,ta
h unnn, -hotit tn Ot' h

phifontrhi pohttneric an
,n nero rd ihe 'dui.o n, ,l' ,
'Wn, ,,'P ra(cd -, Oc 'r ,,, ". ,,, I

tnid nlde t 1 o r ,, n a
Th~e% -c~ 'nhor :'atu, 1, , x\re'!
,en,,Ir ',,.lal ( ApH~hlZ 'houtht '- ni1

.ill pubh a on dea ng -, ,, ee
'.u.htng ultn enonanwiattr, ht,

erie 0 cpin e ing \ cri, in, it ,t
11'.r411, 1r 'he ( ar1al i t p l l,$ 1I
nahoe arid rtrvel!1,,niz th .,tie 1 is!, r

%he otluded ntnher 'a 'ie 'i, ha,

hil O eonToi e Knn n 1 ho il.n Ajh r, nalt In \ en1,ri-ehn

.at iao ld , .I ' It ,-t

nde tot atot tlo'u it' g
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ohms %av to ignttcantu rease
lator emttotment and magnisf the
morbid apitai ot the onets of munt
:tons plants, to the taoe if a dtinneh
ig demand for tnnumer goods and
teroncos produced b labor. is to !to-
dut goods and sensttes that do not de
pend upon pureane Vs consumerss
spending their on shrinking abor
and - welfare incomes hinttar, geods
and services told to taxpayers through
Jefht finanutog and taxation are the
one factor economists' answer not

ithstandtng the fact that ar hetween
the L ted States and Russia is as )b-
tonee thecause ti IS utctdal) as the
dinosaur

The ta.t is. Ruts tis in n eepous:-
hie posture. and %e are making its
political 5ompathltv obth the I noted
Slates uen more doft,-tot Russia can
no ',ed to the pressure to demosra
tize its tnstittuons iuh as those int
Poland and .tfghan ,tan ie it e s
nomoall tn the ridiculous "Jtttano
hp ot the proletarat phase ,M
neotalist Jeseloptnent an, more than
,,e Asn democratize the L ed States
or lead any thrd World country to'
honest economic dc,elopment through

.onoomc demotrac so tong a% the
toe tactor economists hold our mins
in bondage " n SiaflMar, to ,hom
the Russians pat lip tennce. uas pas
,nonateiv looking ftr the kind otull
human freedom lo indtutduas that
can i ahteted onl under Stoea
Capitalsm L'nnl the t'nled States
can establish a 'ntds.el polity that is
both 'atonal and practical and con.
forms to the prescrptions ot tts own
_onslttuon. it cannot he oipcute .)

faaorabh, ntluence -he poht., ,r in
stttnOns of Rusta or t a y their r na
tion

As snt t S goern mea assures
atmed at *akening ne Rusnan e, on
or -.e a)uld to ,el to reemebe
,he result, ,f similar oneature ned on
(,ermano after o-rld W it I

though idean an he deentred on
-,eter 'dean, ht ped nmcrltn

l 'nan -he eeli o a a ,' ,a,,e Met
.es t is t VronittldtngI ioeter da-

Ih ntt atatttm -to, b"Orle 11
tonci e.onomn potnl n 'he t nled

'states F ,i unarel' o. ongres ,:sp,,,n
ibhte, a-nd hose of L S oitteno t

gener, hts mrenatter rct ipoin Ve
C" In~t iand it( ,poo he ex
otteata ttn, antnd Pnhatln ,I

ne0u0nl cn.mjnnls pt.enthoond

Can our national economic policy
of full employment te made to
work?

Ve,,. 0 e aoul hut nike teace th
realty and ai.knoaledge that there are
ir~o *.3, in *h,.h people 5an sork and
earn i,.or. ie . onoage in economic
production One ts through their petateto
tn)ed labor power, as labor utekeen.
and the other is through thetr pettatety
owned capital, as capital workers
Etonomc autonoesy, the natural tleo-
n emic goal of a political denoeac. im-
plies (hat eterone be engaged ln piodun
ng the standard of tyig he ,tshes toen
ov This s tu emptosment tn the I ,no.
ladtot seno. of the word and the sense
that J B San intutttsely understood
Economtc democracy cannot be found
.here the fe produce for the many. for
that is the kind ot economic imperialism
that weakens, tnitatizes, and endae the
underproducto, majonty I

sa nractcal matter, at tor lage ,f
technological deselunment if the %alueot
labor inputs and capital nputs into the
economy -cte both cump ttttet al
uaned. it ts quite possible that onl a let
labor worker genlunes, hke thomas
Ldioon tr the Beattes. oold produce a
.atistaclor letetl .t income unaided b
,apteal ownership Thu,. eternone needs a
groutng holdgt o renlazed capital

Imptementeg Sotio ( pttattm-th
eigh ltonttte toti to imptementtng
tranilton t oinutott ( spntotnt eotonomt,

The has tt ancng tools to implement
,apntal the it ate been 4.stgned and
'hetr togic tas been tested operationalt
o,ter a 5 ear period. because each in.
phementeeenen' tts sonrruted tn the
"trw e'ho ded n j proper! teenten
ESOP This :oglt getting through the
iSttP has been aompthed under on
remel. adverse -- , tu h t -
enttronmentat onditons. on,, ,ns
*hat h s. al tap.ttahm sould ettmtnate
thee tght implementing .oo are

EStP i,npnee htso, A t),neeht
/Van The [Vito t designed o build
ap tl - erttntf tn ) et- pt,ee t .t A

hu, gsin the s,ueeje titans
.,ng i, it.,lh if 11hcr decarable ,ir
po~r ,le .ihjci sC- A .. Itr~lluJ Jedu [hr,-
'ren pa$C,'e kt, r r, a,lon of, rI w~ ,it
limphoseet, \sto emptvccesefEs()P ,
!hat otn,tilutionalk mardaied mi%%ing
link that Iiesithem j-cs .to ,redit :o i~uv
'he lmplosl , .apital (,xkl and, lnhoutpersonal risk to habttt o pas tot I

loolm the prc tax earnings it the assets
etneSng hat sont. ,n their ^[htds
lth at tntt :hetr t ,,esna to dapita tred (
th the Ale ri h Estimates pla.e the

'uncr of peratng tF-(tf'n .,t nore 'ban

- 44 1c -

hf,I SO( ittut ho o4 t)'neetett
C,r-ation Thi financing method s in-
tended to pros de pooled EfSOP tnanteg
for a number ot oporationi lhile'building dnrersin/nd prrfnt) )t fheie

moets indrotduatl into the eep.otees -tt
each

C.ttC Consumer ocs tduneseht
Corporation Thts 'ec.hnqque ts intended
tor use tn pubh uttltes, bank', in
surance con piannes. and other hustnestse
.here Iong-teem retanonshpi hetueen a
producer and its ustomerx are the rule
Through the intelligent use ot redt;. i
builds uapitat ownership ito cuonoer
while prosndin unlimited low ol tinan
cing for grousth ot the corporation, thus
raising the power or the consumers 'o nay
for their purchases of goods and 'er'oes
while raising the power of the corporation
to produce goods and reetnes It wouldd
normally be used in onjunctton .ulh in
ESOP to employees

GSO(C tsenetl tu ktd)onethnp c ,-r
poation Designed to buid 5apti,
ounersihp into polttcaln destnated
I asses or consumers withinn 'he tunrodu
ion ot the aunhofnang jo ernmeot-
state. te.sat or federal While t is in need
or ol amendments, a ,SOCa I as
enacted b Congres in 197 an ,wb.
chapter of 'he Internal Resenuet ,de

OCOP Indottd t C-apittl 0nn'eer
P S l nanno deite intended ,i
create .iable capital tales .ndoidtJ alls
in goternmentall, eleu.ted atenforte it
oualdsn indtttduatt ,hiie opecti
broad markets for equl nnanni, b
,or poratsoni

on neant tnu enraORt tIP ftstd'ennont na
1
'nttitnr'

,hp Plo n This financing ptan in .o
hVnation oith pure tod , inan,,no.
aould enable home huter ,,, ',nur.hane
homs it cts 'han 2 cn it ent
,,I pocket prmo~.:p,l ind ,ncrei .r,: ,t
,idar 'ran~ ,:,,,ns ,,'da 1,. , not

;heir aiqui itionnsteatd t' a n tt ,tiher
tlesanl t ast t ssa nedt, tartir an
is ,,nLmct item, a, .if pres'ent
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Productive,---1

COMCOP C)Merctal cipra! )n
ershp Plan Ownership of rental strvc
lures, such as offrce and apartment
buildings. factores, mines, railroads,
hotels, resorts, etc . is a major source of
capital .ash income Todar, such ,,ru.
lures and real estate general% are owned
b the excessrceio neathis tr.hore resui
ng income % rhereb stinlized for pur-

poses of the consumer economy and
denrda ro those who could use it if the
financing had been COMCOP stru
ured), ,ho use suh acquisitions not only
to satisy their anti-social greed. but ro
%INe out their iconic taxes CO6COP
would enable .ommercral structure orn-
ershrp legitimateis to he spread oer large
numbers of people where it can raise their
power to produce the incomes they need
to make them powerful and celf.support-
ng consumers. satisfy their irestirirs, and

dr sersic their holdings in busncmes in
/hlh they b ome rmpiorrd as ,apoial

workers
PLOLOP Public Capiral Ownrship

Plan This plan is designed to provide
.orvot financing tor aptial instruments
used hv public tirlres ol all Ipsc-olfce
buildings, streets and sidewalks, parks.
street rightng, ctiois. um ertioci. ub.

a', *aera, ts. harbor%, etc It Der
mits 'roa indistduai -wnctip. throughh
taiitier corporations. bo great numbers
of people, ahile pro .ding h), os:
capitall lacitties /o he leased at market
rates o cities and other municipal c.c
potations. states, rhe federal government,
and other public bodies PLBCOP tis an.
other tool in the arsenal o Social
Capralism to assure that l0 .ndistduai
can eomne cmploned as a apial workerr
and that government% do rm acquire
economic power 'ha should ti tc.oned i
teasonabl-.'iccd holdings ho% ituens
Pt BCOP t nanI ng aouid empro, the
dual unctioni .)r other .apral tinanving
devcs and wouldd he . major means I
eliminating the ocsi of Aaseiul. ,ehli
.ient. and nadequate pocth, emplooce
pensions. shile providing mu.h greater
ClOnOmrll ,eC.urits' and ,nco-ne, jioth

eiirt and te'tr tnoot etircrinte h
-mrtt .ic/, an other

Pure credit for capital financing

Thi, a .aonai method it tr,,nrig
m ie t.- aroa a,.unton, %. ini
more rltnioiverv and .icii he
'eat.nlii priit.le it 'dttilional :,
nanlke, and urmtttu~ing -ornine'-jd Pit~k
ni,uran~c 'or ,it +urrem ITlIM ,MU
'so~nai hut doininant ,se I: 'he h-,r-rr

,jIL,_, ".u t 'a h nit t,, r e n -. ,

,,r -'re .a la l . ,:, ' , a ,k d
l iz.-t * ,n Ind I{0 , fj l he

economy to operate thereafter at full
power Not only would :his dispense with
the crtppling mythology of the one factor
economists that high interest ja major
cause of inflation) is necessarN to controll
inflation. but it could enable us to restore
the 'ntegnlty of private property to the
ownership of capital I" The broadenire
of capitol owneohip rash not bring about
economic de,'rrvcio un/ess thefull wages
of capital -iee paid reuiarl' and fulln to
,he owner of capital Pure credit not on
Iv makes ints possible. but it restores in-
tegrity and usefulness to Say'c Law Sup.
ply can create its orn demandd if our bust.
ness and financial instiruions are
operaled so as to substantially eliminate
morbid capial and math the unsatisfed
needs and wants of indtduals to in.
creases in their productive power

ever Indeed, most life insurance tieif s
justifiable only on 'he basis of he ound
ness at one-tactor economics. pcrhap%

another cason sh ae have rent/ anc 0
twofactor theor, Ftnancial tanboo
insurance in tcansaoionv jno/inR 'he
use of poe .redi sill prove to ie both
easy and inexpensive from the standpoint
of tnn borrower, and ,rN profitable !ir
the seller Our estimate is that the average
premium esentuallo ant not excrd in
quarter oton percent per .ear

Diagram B shoos hoc, in general. pure
credit and commercial teasiblit risk n
surance would function in .onne..tton
wilth use oc anc of the eight imp/ementi/t
tools dcesignel :o effect transtion 'o a
Social CLprial

t
t economy. and ,' natome

the opecaions of the cionomv thereafter

Social capitalist financing and Summary

The economic needs and cants i
onlihled people do not Sluctuae. hst
gradually rise and then stabilize at a point
that supports their ifestmes The power
of a resource rih and radng..ompeten
economy hek that of the lnied Sraies o
produce goods and sersces does no t'luc
tuate, but rises steadily and indefinitely
towards a theoretical state which we
might identify as 'noid'rate anfuence 
Thus it s .lear that business .,Ces are
man-made, the result as ,orJable
mistakes. not natural phenomena as the
one factor economists woud haoe us
helies,

Consequently. b insuring the rik 0f
non teasibiht, through asualts nsut
anetechniques. we could not onlc end
the cause of future ccumulanor f mor
bid .apital and ahtci a loica and
w workable economy. hut a e ould make
the use oi .apltal fhnanoing look east, an'
e/fectoe Granted :hat from ithe 'lmmoti

stoenrlence with FHA Hoslng Insuran,.
federal Deposit insurance ( orporaton
nsuran.e. and other similar applicatlons

o the casual"o insurance prinLIpie. :he
Caprral Diffusion Insurance t.orporation
probably should e intally established a%
a government orporaton But this prece
dent should oon he imtated h privae
underwriters. just as in the case of Mi(,
insurance hjvh as organized 'o .om
Pete, and does iuocesotuilv .ompet cutth
FIA This hold he n rates
,nrarped 0msurane product markett,

Social Capitalism, and the right Oi eah
citizen to life. lhberty, and equal protect
hon or the laws under the Lited State.
Consttution, requires
a -doption 01 a Social Capitaiist

national economic poh, :o nrable
those dho are not already ,apital
workers to become capital corkers its
means using the logic under/sing the
ESOP The ESOP and the seven other
financing techniques blueprinted in
Social CApitalism are rnru/tane,us
capaole of If tnancing cier, "Nop.0
capital requirement of ormmerce. ,n
dustrv. and government (exept mill-
tar goods which in their natuic are
iot producer goods and do tot par tor
themsel , . and m th ime :,ranst
onns and wch the trne J/,T r )

making millions upon millions tr ce%
capital workers These step,. together
with (3) the hardening of he taws or
proper,' so thai capital corkct _o,
'ect 'he tu *ager of their .apita. and
i4W general aiaablt , I o ,,,t
pure ,redi tor tlinaning indidual
capital acoUlslIoIn. oit put 'he
c~onomr on a sustainedd pn. ard
grorah ,urce hose,trpsaill hot on
/ultill the .onsittutional light it etcr

,itizen to economic ar *ell a. ,,rit.
dcmocratr. hut a/ll raise the ;ninme
earning power of ndviduai tho need
and sant to consume more goo and
.erices. rather 'han meei. 'he n
'0ines "I hoec vho can on/i aisi more
.noame !o cgqur more t',t,,
produce poraetr , c. more ',or
.apltal

h A ralntoal e.nom , phic uard in
.apital tbeor, required egislatinic m
pitenmenong theae oi pure .rcd! The
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simple mechanics of pure crhedi er,
fhrsi descrbed in 1%1 n TI t. N'-
Capitlists by Kelso and Adler Pure

ereit was again explained an a 19"4
papee prepared for Presdenl Gerald
Ford s Inflation Summit Afeenlg
tled 'A Ne* Eaonomic Pot,'. to
Mleet the Needs of the Amerctan Po
pie and of the ; S Economi, I., The
aitage effr, interest cost To ,he
borrower of ti..h apltal-financing

.redt. .here Congress authortzn II
use. should not signal'Analnts e ice
'o pitni and aggregale rcdlt
liadailthtv .,)old te liitl onls hi
the ecornm, feaiIllt )f 'he Asset
grolh thus financed either the
federal goiernnent s rcrit. nor ts aL
.ouning. nor goitnme n guarantees
asauld f'e nvld Pure credit ltnks
grtl-lh ol the eonama power 'o prn-
due ,ith Iroh othe - r :o on
iume of 'hose aoth unsatished needs
and -anls b enatlrng them to beome
capital worker and to produa. higher
incomes,

P're rfi an be used llteat
ls l as tot ti namin g tfiPa. at r

'he housing industry, or for elfetite
,hae 'al eoI the renli to ,lperaing

tell'hoe suhsidi aries neceni orttdered
!,) he drielea m' A.TT to thver In.
' unii' r ,hro~uin L ,,nliumer il'. k ,

tanenrhtp Plan- SOiP -lcantngt
and a' theo emhcler mrou n
[-SOP Iti nltal ue might al o in
jarde the prniiring t punhiah
,tnedi%,tl ike he t P1111l(}f i

'he Tennessee \ ltea hithornll, and
,hc japital a% ir -it ;cderai. ltaic and

,,.'i -,,,ernmer-,. ,, r, ^h', + rtr
'C arelt henll edrl "touh ea

Plulocratic savings vs.
democratic savings

F,anononalh of oufe, all rodur
AotItrleal aplal and .ash it qud
alle, h'at an he r'adali o'nietted no
I.d diir iad, IC *itlthS The

I ,ra unj,t :in,)n ap -he e - , Ind
'l ta , ln {'t n hr In t i ,-,'heaI,' tll

"e' Vlrn jll~l ng t+ - IG jenlh

tt l,+ , ttl 'a tln c' 'eat 'antlJl J r

.,o I a ' l" 'at an he Iead, ontet'nd
n , ca. apita:) nat I-r ,u es ',, is

Ill.er me rn he', unnot, )clause )I

Ie a t ,( -, upp,)rt :heir' ,,, ume,

IT, ther "it.d', pnl tat', a
ng. are '1ahd apina,

De~ using"'at, jpd , :Iqe'
• r ,l a :. h I- Ic 11, r'p ;l n ,

,1 'vr ..: t rj ' , .- : T In-d.' ,;

DTem.an Ia'ntilt I'e heh lh% lUuto-
.ratL tailng, arc :he Sa..'taal qu,
alent )I an, r a thlng 'hat grt I
,e atntl 

t
l a1emh,o;,l elatnon ',

The ,gaonto ithlh it aiahned
The 191 ear reign ,I e Ir, ,mn pfuw,

',., n i 'he lIe l' Iate, t heoin o
disappearr as qui~ki 'l ais i natl at

olaon,,m,, po, % hantied 0 ,ne "aed
on 'ttal ( apatlm " ald 'he It In..

implementing'lltal I aplaham and t
ale ,I pure r;edt are
aul hltnd

Money and banking under
economic democracy

\t1odern hanktng sien, ir or;
prlmarNll' n the idea that apital ranaI
tons an he tnanced ,ada through the
le it Ia%.aumulaed a'n, of morihd

.aptal Ths idea i,'he aelr heart ol 'he
D Ine Right oI KnfI--Anlerian 'tble

' led in parallel aah !hs fale 'dea io he
aio, hied helt that aie. hhcrlli and
equal proeanon i the ta- under 'he

melrian l onttuton aar he aulhed
through equal ,pporlunola "and equal
tabhlit a% the %larxit, ,mnl' and ,

ni o ald mho jo inol in
'aptial I I to ; Demon ra. ettlinlenrel
on 'he , l(her ald, 'tda1 'ha htn tae
na, a rtht and du lo supportt nincell

and 'ns Jaeendtnt' hroulgh narttpahon
in irllutI,,n as a aha r worker. or al a
capital r r t r hilh Forlunaletl. the
.ron n, I he t lt ed tates and t% c,
,slinlg tl'la an oprate ar n'eC
ti taehtl and otlalthI ande a ,..aaa
'apilahit csonoml ;'Ihl' 'ha c nder I

' itoal c, n0ILa ;'0111 'he ale 1
norhldaita aina, 'hat 'lolral
,O11 elerl heath,, a1t1 A'aI a t Cenom

,id ed n ome I, .ap:aa, ianerip
",:Rn, ,,, ,,- *here I , j, ,jl Ind

ne e ld d 'althc hit, i, ,nra', ' ,I
3-'adai and o ' e ear na ne

' he I , l u tna ' a, ','
haPd,,ap, ,dJ, d i, IJ rrte 'he
puhh,+ ,nrcte, i r d- ha e rhUt

'ee1 r a n1 n 't 1' Ir ' "'t

Tran ,,' mrr,,, .m ,',, . 1,,,,

;.'an .a ,, d,, , w ' a a.
la'lr 'le lll e ' C, na , IT

'u1dI an''C'a ' n ad t ar'

le' e C'.'d a d a '' "ar'r ,(, rn
v I tnerat ,e t'er , f , d+a

,h,,,d 'he -.J'. r, ji,,l I- , .t a;-,,(a.
Ato, ,und "le ih,,r -,r,i .I, 'j,

- d. ,r e h l "I"d , ' a, r , , .

a,, ,Ja *h, ,'aT, I ,c - : ,

rr . ' , . ' r , ' ,

-~onomri ,n e,.,h..mge ',,r -'4'jdf ,ajue.

urnpel dela determined and reaued
ln monen untl )I , hena natd arid er
,aenlnproducedh- lther I nderprntettate
harler. good% and tel'.,emscm are
exhanfed. and i,, in , ,md ale,
telm an ,onn te jd i *he tn.r ' t

tLonornics 'he ,e 11 nonet hangc, tn
form ,,a h from 900d, and n
re-urn 'or goods Ind% . e , :,';

and Cr~ tC8 ll return :Ir n ,ng,. ind 'ten

agaia through none% 'o ,d' and ,v

l,', .In 'ono. nh, proI, 
1

r' aT-d
brtenr through ne ae'I , 2ure red.i an
he dea,.:thed a% indc,duii prd odt ',n t

goods and -In',3(e r 1
nonen,, nih a' n'randt, n' ..
joidudi Ise I l ,;' ,p rh ,

lonsumpion ,,I 'to.-d, Ind c- I, r
du .d In, ,,ther

Conclusion

(Inl In!h\nl'an t"'p'F "'.
'heir potal l ,tgh td C'
eleteId rele,, an'aI, tt',r..,.

r 'cuc he ,,n, 'n t t 'Iwed - 'ae,
from a p,+Iential 'at'al Ji ' t I 2
from reanniv I ,,nc I i, ,ir ' a,; : r

menlalr 'hala, ud suspind altJZathalt
for encral hundred thousand car, -
the aan 'e' he \mean ,,,
'-nn , I ,orhor,t1 'ir,,r - , ri

retreat rn grearn,.,,, ,,,
t~llur! ',, !utl 1, prom -1 o, Tic' - 1. ,

and , 'he \n rtan ' o nanit,,n
the torch )t dnl lh at-'Illtha
1no r1, \ !tundal ned 0a"n l'.'.n
dtmo ri a,

\ ra.ulout ,, ,e hni an'I ,,it n tiu ', t
all 'he nredlent n aIdlig

tornd d '-he ns Ull

eIan ' tit lf; ti ,e' ita'.a , ,; ,%e. mawe .a
1
'rtt 'at '

1 
'a

\hraham 't, n-, a a Ia a
• i - crnlrnen s 'o h, ',,r ,i c ,
hjj firN -, in,-, Jo, ,r -hem , •

,ak at he ae ttv t . n i''
It , ' t -'he t -' Il

Irlll -h~I, lrd , 1--d,+ T
, , , ,,,n ,, talit " ] . .

and jC.+- , thal ,ted , ,. .

- ,hat 10h 1 n11, 11 , I , t

\ ,h-cQ mn t m<', ,
nuh ,"I 'hc ,, 'l ,
s n;,n joe. lot n red¢ , - ,

011 e , l I[ ,! ' jI , t' . .

'I "61 , a 3e ,. 4



142

them wrk in letter, or eld, their
st and astde and Joes heer tetk
, mead of them Tee teth ,f a
Slate. in the long tun. is the worth
of the ,ndl duals compoing
l a Seats ahih d.ars ;is
men an order that these may be
mose dJcei ostnrurnents n its
hands even for beneficial pus
poss-util find that ath small
men no great thitg ,an realty fe
accomplished, and that the per
fectesn of ma.hener to ahch it
has sacrificed everything will in
the end asal et noehirtg. for aant
of the lal oer which in order
that the mahtne might atok
more Smoothly. it has preferred
to banish

Footnotes

if) The re,m is Professor Paul Samuel-
sons

t2) Pope Leet XIII. Encycltcal Letter on
the tonditon of Labor

(3) he roinote tIt
t4) See DiaSam E
(5) See Diagram A
16) See Deagram C and D
fl) See Diagram C and D and I S %fill

quote

f8) See The 'Sew Capstallstu. Kelso and
Adler

(9) See Diagram B
11O) Todayt htgh interest rates reflect the

risks inherent in an economy that
heas) reles upon strife-laden
redistribution to fet minimal income
to those with unsatisfted consumer
needs and -ants, and the high cost ot
tnsurtmn warehoused morbd c petal
against inflation

i I1) See "'Pure credit for capital fenanc

112) State and federal corporate income
taxes. together *eh the employer's
share of Socal Security taxes, on the
average take over 50 percent of cor-
porate income Boards of diretors.
ialong a rational method for feanc
tng orporate growth, then take from
,to.kholdest ' ths of the after tax
come remaining teneur leaks in
the property peten running from
Assets to stockholders reduce thS
trickle from less than thi's ,th

1Sf) The Emplotment Adl of 1946
t e . the sandicaped potential

inembers , -the apilal .ork force
the total popuatlont. kept en that

conditon b the Otetne Rgot o
Kings- Asmerstan Selte

115t Blake't Law
He uho ,eould do good to Another
must J et n Mnute Particulars

(enerai (,o,ed .s the piea aI 'he

,,oundrel. espetrn¢ and 1at trer,
For -\rt and Snenceouannot sist but
in menutet organized Paticular%

-% esltam Blake
'5 flS'IP2

tlht'DeeDoagram E
(I Pohttecallh. ottzens hase the rtght to

be produstese-economically auton
omous But compehiton and the
state of sechaology. not the las or
the sociologists. determine how pro-
duction should be carried on

IJ) See Diagram E
t9t To interpret the "inaltenable'

constitutional rtght to ltfe as merely
heeng a rght to bologtoal life as a
parasite would certaily be grounds.

ndee the clear language of the
Declaration of independence. for
abolishing our government and in-
stituting a new one that noulo gete
us both political and economic
democracy In other words, a ace
(actor national economic policy,
rather than a Social Capitaest na-
;tonal economic policy. puts us in the
legally and morally unenatl- ,se-
tion of de factor trying to Alienate
capitalless citizens from the * nahien.
able" reghe to life and tbehrty l.hat
should e a political and esttnomte
democracy

(20) Set Dagram E
(21) See Diagram C and D
(2S) Harold Moulton, The Formtion of

Capital. The Brookings Insteuton.
Washtngton. D C . 1935, Pago I

123) W J Ballinger of the Federal Trade
Commission. in his lestimonv before
the Tempnrary National Economic
Committee (Hearings. Part 9. Page
3833)

(.4) Pau! G Hoffman, President of
Studebaker Corporatton and Chatr-
man of the Board of Trustees of the
Committee for Economic Develop-
ment, in Hearings on S 380, the Full
Employment Act of 1945, before a
Subommitee of the Commettee on
Banking and Currency. U S Senate,
79th Congress, First Sesseon. July-
September 1945. Page '09

5) Id . Page 845

(.61 After all. economtts. %ale not the
most important thing en life. has
heen at all times past the Most
argent. and ,'c laecor econo sI
itself. b making the economy pro-
gressivcl more unworkable. en
hances thes utgeic

12'7) for example, our Korean and
Vietnam cars, the ceemarv purpose
of ahtch ere to support lull
employ meant and slase off depres-
,,on

12g As ,,r more people lose Ihs battle
for %uvVal in the world of law and
order, the turn to the underground
ei.onomv here rsks are higher hut
rewards ar greater and capital redat
is truentis more accessible See
'fhe lteisble olen e of te.

porate Fnanse Kelso and hleter,
tflsenoton Pes.t June 18. It2,
b-nendx I, Page as post

l29) See Diagram C and D
(30) See Dtagram A
(31) Set Dtagram E
132) The entire 'human rights posture

of the U S government es crass
hnpors so lung as our national
economic policy in tact denies
economic democrats to 95 percent o
our own citizens and causess us '0 Net
a disastrous example for the uorld

13)) See the quotation from John Stuart
Mdll'- On Libert

(14) Se the use of a Capital Diffusion
Insurance Corporation en Diagram
B

(35 High interest s necessary. of course,
to protect east holdings ol morbid
capital against inflation. ana to allas
the owners' "expectations" that
future inflation witl be even higher

f36) See -Proposals to the Pest-
dent " In the 1974 paper for the
Economic Summtt seeingg on Infla.
lion. and in earler writings. out of
an excess of caution e suggested
conf'ining the use of pure cedit te-
nancing to new capital tormateon
Clearly that is an unnecessars pre-
cautton given the monumental prob-
lems of broadeneng ,apital owner.
ship, accelerating the rate of eco.
nomc growth. and raes,'g the earn.
tng power of economical!, under.
powered consumers Esers capital
acquisition b uell-managed hust
nesses. whether o nes-forsned
capital or not. must pass feasebilte

0") e" Dlagram B
t) See Dtagram B



143

EXHIBIT ii
AN ACT TO AMEND THE NATIONAL ECONOMIC POLICY

AN ACT To amend the national policy on employment, production, and purchasing
power, and for other purposes, as set forth in the Employment Act of 1946, as amended.

WHEREAS, the rate of change in the production of useful goods and services
from labor intensive to capital intensive since the adoption of the Employment Act of
1946 has continued to accelerate, and people who participate in production and earn
income through their privately-owned capital (land, structures, machines, and capital
intangibles, normally represented by corporate stock) now provide a dominant and
increasing proportion of the productive input - if measured on the assumption of free
market forces - while people who participate in production and earn income through
their labor power provide a minor and diminishing proportion of the economic input; and

WHEREAS, the ownership of the great bulk of nonresidential capital in the
U.S. economy lies in the top five percent of individual wealthholders, primarily as the
result of long established capital financing practices which constrict access to capital
credit to borrowers who are already substantial owners of capital, thus denying access to
significant capital credit and equal protection of the laws to the capitalless 95 percent of
the population; and

WHEREAS, Congress, for ten years, has been experimenting with a method of
capital financing known as Employee Stock Ownership Plan "ESOP" financing, which
makes available to corporate employees capital credit with which they can purchase
their employer's stock and pay for it out of the pre-tax yield of the assets represented by
that stock, while simultaneously providing highly efficient asset financing for the
employer corporation and its existing shareholders; and

WHEREAS, other methods based on the logic of ESOP financing have been
developed and can be legislatively implemented by Congress and by the state
legislatures, for the purpose of enabling consumers generally, over a reasonable period of
years, to become capital workers and to earn capital-derived incomes in the course of
providing efficient, low-cost financing to accelerate the growth of both privately and
publicly used capital, thus reducing not only labor worker unemployment, currently
estimated at around eight percent of the labor force, but capital worker unemployment,
currently estimated at 95 percent of the potential capital work force; and

WHEREAS, Congress finds that raising the earning power of the great
majority of economically underpowered consumers of the United States is a more logical
solution to the principal economic problems that confront the nation today than
redistributing income from those who earn it to those who need it, through taxation,
transfer payments, legislating of wage rates, and the subsidizing of economic activities
of many kinds, all of which contribute to the growth of national debt, annual budgetary
deficits, trade deficits, inflation, depressed economic growth, widespread areas of
poverty, loss in the production of goods and services to lower cost foreign competitors,
and to labor unrest and social turmoil; and

WHEREAS, Congress hereby recognizes its constitutional duty to insure each
citizen's rights to life, liberty and the pursuit of economic happiness, by providing
maximum reasonable opportunity to earn, either as a b-or worker, or as a capital
worker, or in both capacities, the income necessary to support a comfortable and
reasonable lifestyle; that the question of which of the alternative ways to participate in
tion and earn income is appropriate for particular citizens under particular
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circumstances is not a governmental, moral, or political matter, but one that must be
made by the individuals immediately concerned in each instance on the basis of
economic, scientific, technological, engineering, managerial, labor relations, cost
accounting, market competitiveness, and human leisure and happiness considerations;
that governments should be neutral as to whether people earn their incomes as labor
workers, capital workers, or in both capacities, but should adopt all reasonable means to
assure each consumer unit's right to be economically self-supporting;

NOW, THEREFORE, Be it enacted by the Senate and House of
Representatives of the United States of America in Congress assembled:

AMENDED DECLARATION OF POLICY

"Section I. The Congress hereby declares that it is the continuing policy and
responsibility of the Federal Government to use all practicable means consistent with its
needs and obligations and other essential considerations of national policy, with the
assistance and cooperation of industry, agriculture banking, finance, labor, and State and
local governments, to coordinate and utilize all its plans, functions, and resources for the
purpose of creating and maintaining, in a manner calculated to foster and promote free
competitive enterprise and the general welfare, conditions under which there will be
afforded useful employment opportunities, including self-employment, as labor workers
and as capital workers, for all consumers desiring economic autonomy and self-
sufficiency, and to promote maximum employment as labor workers, or as capital
workers, or in both capacities, and maximum production and purchasing power."
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STATEMENT OF JOHN HOUSTON, LEGISLATIVE DIRECTOR, FREE
THE EAGLE CITIZEN'S LOBBY, WASHINGTON, DC

Mr. HOUSTON. Thank you very much. My name is John Charles
Houston. I am an attorney and the legislative director of Free the
Eagle. Free the Eagle is a grassroots citizens' lobby which has
265,000 Members across the country. Free the Eagle was created in
1980, and it is concerned with working with all Members of Con-
gress so that they can represent their constituents more effectively
on matters dealing with free markets, stable currencies, sound do-
mestic and foreign policies. Under the current Tax Code, individ-
uals have the option of listing all their deductions on the 1040
form, or using the 1040A or 1040EZ forms.

Our proposal would allow all taxpayers the option of using the
1040 with its deductions or the 1040A or its equivalent by using the
maximum tax rate of up to 20 percent. This will eliminate the
enormous expense and waste of recordkeeping, time loss, nonpro-
ductive shelters, deductions and exemptions needed to file an
honest tax return, for those who choose to use this option. Today,
Americans are spending billions of dollars on tax lawyers, account-
ants, and tax preparers in a manner that is nonproductive. It is
fair to say that filing one's income taxes is one of the greatest
sources of irritation to the American public. There is evidence that
many people would gladly pay a higher rate of taxes by giving up
their deductions, just to be free from the hassles of the present
system.

In the course of observing the debate on tax reform, we have
come to the conclusion that there is general agreement that the
Tax Code is too complicated, has become the playground of special
interests, and discourages productive economic activity. We have
observed that there is a surprising degree of unanimity on this,
after discussing these problems with the Tax Code with members of
the House Ways and Means Committee and the Senate Finance
Committee. Virtually everyone agrees that an understandable code
with fewer deductions and fewer rates is an improvement that
could and should be made. Taxpayers pay a fortune for our present
system. Individual taxpayers face more regulations and unfair
guidelines than any special interest group in America today. And
they are so intimidated from hassles and audits that they are be-
coming ever more discouraged and even afraid to do tax prepara-
tion by themselves. As an example of the waste in the present
system, the dollar cost of complying with the present code is con-
servatively estimated at $17 billion a year. The cost in intimida-
tion, recordkeeping, and IRS audits is a much higher figure. The
value of escaping the costs of accountants, lawyers, and other pre-
parers would allow the Government to raise even more-revenue
than the present code does. Those with higher incomes who devote
substantial time and money to recordkeeping and legal and ac-
counting services would find it easier to simply earn and report
more income.

A majority of those in Congress who have endorsed some type of
tax reform bill have sponsored some type of flat tax legislation.
-Fiat taxes have become a buzzword for reform, yet it seems that
once again the debate is leaving its primary objective for the sake
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of special interest groups, and it is occurring at the expense of the
individual taxpayers. The original Federal income tax was a flat
tax. With a few fixed rates and no deductions, it was possible for
taxpayers to easily predict their tax bill a year in advance. This
tax structure was fair, understandable, and simple. Both the Amer-
ican people and Congress appreciated its obvious merits. Today, the
issue has gone full circle, and the American people once again
want a tax that is fair, understandable, and simple. But how can
Congress make that which is politically desirable politically feasi-
ble? Free the Eagle proposes an alternative tax proposal that the
administration and congressional tax proposals have not addressed.
We propose to give taxpayers a choice between using the current
tax system, with its high rates, many deductions, and complicated
tax forms, or a flat tax with no deductions, much lower rates, and
simple tax forms. We propose an optional flat tax on gross income
with no deductions for those who want to get off the deduction
treadmill. We believe everyone has overlooked the obvious. We al-
ready have a simplified tax plan in the Tax Code. It is not neces-
sary to scrap the current law or close all the loopholes to institute
a simplified flat tax. All Congress need do is provide an incentive
for all taxpayers to use the simple Federal tax forms that already
exist. The forms are the 1040A, known as the short form; and for
those who are single and have no dependents, the 1040EZ. The
short form is so simple and understandable that millions of Ameri-
cans fill it out every year without the help of a taxpreparer. Last
year more than 60 percent of all taxpayers used it.

We propose that Congress add the following sentence to the Tax
Code: "Taxpayers who file a 1040A or 1040EZ or its equivalent
would be required to pay a maximum of 20 percent of their gross
income." This is based on statistics which we have received from
Polyeconomics and other authorities on the economics of taxation.
The average effective rate now paid by those earning $50,000 to
$75,000 a year in gross income is 18.2 percent. Lower tax rates for
lower income groups under current law would still apply. The op-
tional flat tax is a maximum tax and not a minimum tax, so it
would not cause any harm to the poor. By way of comparison, this
would allow some taxpayers-to opt for an equal or higher rate of
taxes for the privilege of simplicity and doing away with the whole
recordkeeping/audit function. I can see that we are running short
of time. If I could just point out a couple of examples that other
countries have adopted this sort of optional tax. They have a mar-
ginal tax rate and then they have a maximum tax rate. They in-
clude Hong Kong, which has a marginal rate of 25 percent and a
maximum rate of 17 percent; Switzerland, which has a marginal
rate of 13 percent and a maximum rate of 11.5 percent; and the
State of New Jersey has adopted this or a similar concept for their
State tax. Thank you.

Senator SYMMS. Thank you very much, Mr. Houston.
[The prepared written statement of Mr. Houston follows:]
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TESTIMONY OF JOHN CHARLES HOUSTON, ESQUIRE, LEGISLATIVE DIRECTOR
OF FREE THE EAGLE CITIZENS LOBBY BEFORE THE SENATE FINANCE
COMMITTEE, OCTOBER 10, 1985.

MY NAME IS JOHN CHARLES HOUSTON. I AM AN ATTORNEY AND THE

LEGISLATIVE DIRECTOR OF FREE THE EAGLE. FREE THE EAGLE IS A

GRASS ROOTS CITIZENS' LOBBY WHICH HAS 265,000 MEMBERS ACROSS THE

COUNTRY.

FREE THE EAGLE WAS CREATED IN 1980. IT IS CONCERNED WITH

WORKING WITH ALL MEMBERS OF CONGRESS SO THAT THEY WILL REPRESENT

THEIR CONSTITUENTS MORE EFFECTIVELY ON MATTERS DEALING WITH FREE

MARKETS, STABLE CURRENCIES, AND SOUND DOMESTIC AND FOREIGN

POLICIES.

UNDER THE CURRENT TAX CODE INDIVIDUALS HAVE THE OPTION OF

LISTING ALL THEIR DEDUCTIONS ON THE 1040 FORM OR USING THE SHORT

1040A AND 1040EZ FORMS. OUR PROPOSAL ALLOWS ALL TAXPAYERS

THE OPTION OF USING THE 1040 WITH ITS DEDUCTIONS OR THE 1040A OR

ITS EQUIVALENT BY USING A MAXIMUM TAX RATE OF UP TO 20 PERCENT.

THIS WILL ELIMINATE THE ENORMOUS EXPENSE AND WASTE OF RECORD

KEEPING, TIME LOSS, NON-PRODUCTIVE SHELTERS, DEDUCTIONS, AND

EXEMPTIONS NEEDED TO FILE AN HONEST TAX RETURN FOR THOSE WHO

CHOOSE TO USE THIS OPTION, TODAY AMERICANS ARE SPENDING BILLIONS

OF DOLLARS ON TAX LAWYERS, ACCOUNTANTS, AND TAX PREPARERS IN A

MANNER THAT IS NON-PRODUCTIVE. IT IS FAIR TO SAY THAT FILING

ONE'S INCOME TAXES IS ONE OF THE GREATEST SOURCES OF IRRITATION
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TO THE AMERICAN PUBLIC. THERE IS EVIDENCE THAT MANY PEOPLE

WOULD GLADLY PAY A GREATER RATE OF TAXES BY GIVING UP THEIR

DEDUCTIONS JUST TO BE FREE FROM THE HASSLES OF THE PRESENT

SYSTEM.

IN THE COURSE OF OBSERVING THE DEBATE ON TAX REFORM, WE

HAVE COME TO THE CONCLUSION THAT THERE IS CENERAL AGREEMENT THAT

THE TAX CODE IS TOO COMPLICATED, HAS BECOME THE PLAYGROUND OF

SPECIAL INTERESTS, AND DISCOURAGES PRODUCTIVE ECONOMIC ACTIVITY.

WE HAVE OBSERVED THAT THERE IS A SURPRISING DEGREE OF

UNANIMITY ON THIS, AFTER DISCUSSING THESE PROBLEMS WITH THE TAX

CODE WITH MEMBERS OF THE HOUSE WAYS AND MEANS COMMITTEE AND THE

SENATE FINANCE COMMITTEE. VIRTUALLY EVERYONE AGREES THAT AN

UNDERSTANDABLE CODE WITH FEWER DEDUCTIONS AND FEWER RATES IS AN

IMPROVEMENT THAT COULD AND SHOULD BE MADE.

DEREGULATE TAXPAYERS

TAXPAYERS PAY A FORTUNE FOR OUR PRESENT SYSTEM. THE INDIVI-

DUAL TAXPAYERS FACE MORE REGULATIONS AND UNFAIR GUIDELINES THAN

ANY SPECIAL INTEREST GROUP IN AMERICA TODAY. THEY ARE SO

INTIMIDATED FROM HASSLES AND AUDITS THAT THEY ARE BECOMING EVER

MORE DISCOURAGED AND EVEN AFRAID TO DO TAX PREPARATION BY

THEMSELVES.

2
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AS AN EXAMPLE OF THE WASTE IN THE PRESENT SYSTEM, THE DOLLAR

COST OF COMPLYING WITH THE PRESENT CODE IS CONSERVATIVELY

ESTIMATED AT $17 BILLION A YEAR.- THE COST IN INTIMIDATION,

RECORD KEEPING, AND I.R.S. AUDITS IS A MUCH HIGHER FIGURE. THE

VALUE OF ESCAPING THE COSTS OF ACCOUNTANTS, LAWYERS, AND OTHER

PREPARERS WOULD ALLOW THE GOVERNMENT TO RAISE EVEN MORE REVENUE

THAN THE PRESENT CODE DOES. THOSE WITH HIGHER INCOMES WHO DEVOTE

SUBSTANTIAL TIME AND MONEY TO RECORD-KEEPING, AND LEGAL AND

ACCOUNTING SERVICES WOULD FIND IT EASIER TO SIMPLY EARN AND

REPORT MORE INCOME.

A MAJORITY OF THOSE IN THE CONGRESS WHO HAVE ENDORSED SOME

TYPE OF TAX REFORM BILL HAVE SPONSORED SOME TYPE OF FLAT TAX

LEGISLATION. "FLAT TAXES' HAVE BECOME BUZZ WORDS FOR REFORM, YET

IT SEEMS THAT ONCE AGAIN THE DEBATE IS LEAVING ITS PRIMARY

OBJECTIVE FOR THE SAKE OF SPECIAL INTEREST GROUPS, AND IT IS

OCCURRING AT THE EXPENSE OF THE INDIVIDUAL TAXPAYERS.

THE ORIGINAL FEDERAL INCOME TAX WAS A FLAT TAX. WITH A FEW

FIXED RATES AND NO DEDUCTIONS, IT WAS POSSIBLE FOR TAXPAYERS TO

EASILY PREDICT THEIR TAX BILL A YEAR IN ADVANCE. THIS TAX

STRUCTURE WAS FAIR, UNDERSTANDABLE, AND SIMPLE. BOTH THE

AMERICAN PEOPLE AND CONGRESS APPRECIATED ITS OBVIOUS MERITS.

3
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TODAY THE ISSUE HAS GONE FULL CIRCLE, AND THE AMERICAN

PEOPLE ONCE AGAIN WANT A TAX THAT IS FAIR, UNDERSTANDABLE, AND

SIMPLE. BUT HOW CAN CONGRESS AGAIN MAKE THAT WHICH IS POLITICAL-

LY DESIRABLE POLITICALLY FEASIBLE?

AN OPTIONAL FLAT TAX

FREE THE EAGLE PROPOSES AN ALTERNATIVE TAX PROPOSAL THAT THE

ADMINISTRATION AND CONGRESSIONAL TAX PROPOSALS HAVE NOT AD-

DRESSED. WE PROPOSE TO GIVE TAXPAYERS A CHOICE BETWEEN USING

THE CURRENT TAX SYSTEM, WITH ITS HIGH RATES, MANY DEDUCTIONS, AND

COMPLICATED TAX FORMS; OR A FIAT TAX, WITH NO DEDUCTIONS, MUCH

LOWER RATES, AND SIMPLE TAX FORMS. WE PROPOSE AN OPTIONAL FLAT

TAX ON GROSS INCOME WITH NO DEDUCTIONS, FOR THOSE WHO WANT TO GET

OFF THE DEDUCTION TREADMILL.

WE BELIEVE EVERYONE HAS OVERLOOKED THE OBVIOUS: WE ALREADY

HAVE A SIMPLIFIED TAX PLAN IN THE TAX CODE. IT IS NOT NECESSARY

TO SCRAP THE CURRENT LAW OR CLO;3E ALL THE "LOOPHOLES" TO INSTIT-

UTE A SIMPLIFIED FLAT TAX. ALL CONGRESS NEED DO IS PROVIDE AN

INCENTIVE FOR ALL TAXPAYERS TO USE THE SIMPLE FEDERAL TAX FORMS

THAT ALREADY EXIST.

THE FORMS ARE THE 1040A, KNOWN AS THE "SHORT FORM," AND, FOR

THOSE WHO ARE SINGLE AND HAVE NO DEPENDENTS, THE 1040EZ. THE
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SHORT FORM IS SO SIMPLE AND UNDERSTANDABLE THAT MILLIONS OF

AMERICANS FILL IT OUT EVERY YEAR WITHOUT THE HELP OF AN ACCOUN-

TANT OR TAX PREPARER. LAST YEAR, MORE THAN 60 PERCENT OF ALL

TAXPAYERS USED IT.

WE PROPOSE THAT CONGRESS ADD THE FOLLOWING SENTENCE TO THE

TAX CODE: "TAXPAYERS WHO FILE A 1040A OR 1040EZ OR ITS EQUIVA-

LENT WOULD BE REQUIRED TO PAY A MAXIMUM OF 20 PERCENT OF THEIR

GROSS INCOME." THIS IS BASED ON THE STATISTICS WE HAVE RECEIVED

FROM POLYCONOMICS AND OTHER AUTHORITIES ON THE ECONOMICS OF

TAXATION. 1

THE AVERAGE EFFECTIVE RATE NOW PAID BY THOSE EARNING

$50-75,000 A YEAR IN GROSS INCOME IS 18.2 PERCENT. LOWER TAX

RATES FOR LOWER INCOME GROUPS UNDER CURRENT LAW WOULD STILL

APPLY. THE OPTIONAL FLAT TAX IS A MAXIMUM TAX AND NOT A MINIMUM

TAX, SO IT WOULD NOT CAUSE ANY HARM TO THE POOR. BX WAQY O

COMPARISON. THIS WOULD ALLOW SOME TAXPAYERS TO OPT FOR AN

EQUAL OR HIGHER RATE OF TAXES FOR THE PRIVILEGE OF SIMPLICITY AN

DOING AWAY WITH THE WHOLE RECORD KEEPING/AUDIT FUNCTION,

1 POLYCONOMICS, INC. Politcal and Economic Communications
Morristown, N.J. 07960

SHEA AND GARDNER Washington, D.C.

5
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A VOLUNTARY TAX INCREASE

HOWARD J. RUFF, FREE THE EAGLE'S CHAIRMAN, NOTED PUBLISHER,

AND FINANCIAL ADVISOR POINTED OUT THAT "THROUGH COMPLEX (AND

EXPENSIVE) LEGAL AND FINANCIAL STRATEGIES, THE PURCHASE OF SOME

COCKAMAMIE TAX SHELTERS, EXEMPTIONS, DEDUCTIONS, TAX PREFERENCES,

TAX CREDITS, AND REAL ESTATE DEPRECIATION, I HAVE MY TAX BILL

DOWN BELOW 10 PERCENT. BUT I'D GIVE THAT UP AND PAY 20 PERCENT

IF I DIDN'T HAVE TO EXPEND SO MUCH ENERGY AND CAPITAL. I WOULD

RUSH TO VOLUNTEER FOR A PERSONAL TAX INCREASE AND I WOULD BE

WILLING TO BET THE BUDGET THAT MILLIONS OF HIGH-INCOME AMERICANS

WOULD DO EXACTLY THE SAME."

SPECIAL INTERESTS DERAIL FLAT TAXES

UNFORTUNATELY, THE PRESENT TAX CODE AND MOST OF THE CURRENT

TAX PROPOSALS SUFFER FROM AN ACHILLES' HEEL THAT DOOMS THEM.

THEY REQUIRE A COMPLETE OVERHAUL OF THE TAX CODE, ELIMINATING

MOST OF THE POPULAR TAX BENEFITS, SUCH AS FAVORABLE CAPITAL GAINS

TREATMENT AND DEDUCTIONS FOR STATE AND LOCAL TAXES AND CHARITABLE

CONTRIBUTIONS. WHENEVER CONGRESS TRIES TO CLOSE A POPULAR

LOOPHOLE OR TAX BENEFIT, SPECIAL INTEREST GROUPS FIGHT BACK AND

KEEP IT FROM HAPPENING. I THINK YOU KNOW WHAT I AM TALKING

ABOUT. AND BECAUSE THESE PROPOSALS WOULD DO AWAY WITH MUCH OF

THE EXISTING CODE, THE "ALL OR NOTHING" RESULTS HAVE LEFT US WITH

6
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NO REAL FLAT TAX, WHILE THE SPECIAL INTERESTS GROUPS HAVE

SUCCESSFULLY STALLED PROGRESS ON THIS FRONT.

THE OPTIONAL FLAT TAX WOULD FORCE THE PRESENT TAX DEDUCTIONS

TO COMPETE WITH A CLEAR AND UNDERSTANDABLE RATE OF TAXATION. IT

WOULD PROVIDE A PILOT PROGRAM FOR BROADER USE OF MANDATORY FLAT

TAXES LATER. IN THE MEANTIME, WE ARE NOT THROWING OUT THE REST

OF THE CODE. THIS IS A MODEST STEP WHICH WILL HELP RESTORE

CREDIBILITY TO THE TAX CODE.

THIS PLAN IS ALSO POLITICALLY FEASIBLE. BY BEING OPTIONAL,

IT WOULD MERELY SIT ALONGSIDE THE REST OF THE EXISTING CODE. IF

INDIVIDUALS FEEL THIS OPTION IS NOT TO THEIR BENEFIT, THEY DO

NOT HAVE TO USE IT. THE OPTIONAL FLAT TAX GIVES TAXPAYERS AN

OPPORTUNITY TO ABANDON A TAX CODE THAT IS OVERSIZED AND INTIMI-

DATING.

I.R.S. STATISTICS INDICATE THAT SOME 44 PERCENT OF ALL TAX-

PAYERS ARE USING PROFESSIONAL PREPARERS. THIS IS UP FROM 37

PERCENT JUST THREE YEARS AGO. ALMOST TWO-THIRDS OF THIS YEAR'S

1040 "LONG FORM" FILERS HIRED PREPARERS WHICH AMOUNTS TO NEARLY A

15 PERCENT INCREASE FROM LAST YEAR.

ABOUT IMPLEMENTING AN OPTIONAL MAXIMUM TAX AT 20 PERCENT ON

GROSS INCOME WITH NO DEDUCTIONS, POLYCONOMICS SAYS ". . . CON-

SIDERABLE ACADEMIC RESEARCH INDICATES THAT THE AMOUNT OF TAXABLE



154

INCOME WOULD QUICKLY EXPAND, PERMITTING FURTHER RATE REDUCTIONS.

WITH THE REDUCTION OF MARGINAL TAX RATES FROM 1981-1983, REVENUES

COLLECTED FROM THOSE REPORTING INCOMES ABOVE $150,000 ROSE BY

75.7 PERCENT.

ALTHOUGH A 20 PERCENT MAXIMUM TAX WOULD &REM TO REDUCE

STATIC REVENUES FROM THOSE REPORTING INCOMES ABOVE $75,000 BY AS

MUCH AS $5.76 BILLION (IN 1983)--OR 2.1 PERCENT OF TOTAL INDIV-

IDUAL TAX REVENUE--THE ACTUAL EFFECT WOULD INSTEAD BE A REPEAT OF

THE HUGE REVENUE GAINS OF 1982-83. IT WOULD ALLOW THE TREASURY

TO COLLECT SOME OF THE MONEY WHICH NOW GOES FOR COMPLIANCE

COSTS."

SEVERAL COUNTRIES OFFER AN ALTERNATIVE "MAXIMUM TAX" THAT

LIMITS THE TOTAL TAX AS PERCENTAGE OF GROSS INCOME. THIS ALSO

LIMITS A MARGINAL TAX RATE, SINCE THE AVERAGE AND MARGINAL RATES

BECOME THE SAME ONCE THE LIMIT IS REACHED. IN HONG KONG, THE TOP

MARGINAL TAX RATE IS 25 PERCENT BUT THE MAXIMUM TAX RATE IS 17

PERCENT. IN SWITZERLAND, THE TOP NATIONAL TAX BRACKET IS 13.2

PERCENT, BUT THE MAXIMUM TAX IS 11.5 PERCENT. A SIMILAR CONCEPT

IS BEING UTILIZED IN THIS COUNTRY BY THE STATE OF NEW JERSEY.
2

AN ADDITIONAL ADVANTAGE OF THIS PROVISION IS THAT IT CAN BE

ADDED TO ANY TAX BILL NOW BEING CONSIDERED BY THIS COMMITTEE, OR

2POLYCONOMI CS

8
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PASSED AS PART OF OTHER LEGISLATION. IF TAX REFORM BOGS DOWN, IT

COULD STILL BE ADDED AS A WIDELY POPULAR IMPROVEMENT IN THE

CURRENT TAX LAW. EVEN IF THERE IS NO ACTION ON CORPORATE AND

BUSINESS TAXES, THIS PROVISION CAN STILL GIVE MILLIONS OF

AMERICANS RELIEv FROM A SYSTEM WHICH IS BECOMING SO OVERGROWN AS

TO BE IMPASSABLE.

THE OPTIONAL FLAT TAX IS TAILORED FOR INDIVIDUAL TAX RETURN

FILERS. MOST TAX REVENUES COLLECTED COME FROM INDIVIDUALS AND

NOT CORPORATIONS. ALAN REYNOLDS, VICE-PRESIDENT OF POLYCON-

OMICS, INC. SAID: "BY FAR THE LARGEST TAX ON CAPITAL, BOTH IN

TERMS OF DOLLARS AND MARGINAL RATES, IS THE INDIVIDUAL INCOME

TAX. . . "

CORPORATE INCOME TAXES ACCOUNT FOR ONLY 8 PERCENT OF TOTAL

REVENUE, AND EFFECTIVE MARGINAL RATES ARE TYPICALLY LOW -- ABOUT

15 PERCENT -- PARTICULARLY ON LEVERAGE INVESTMENTS. IT SEEMS

WHILE CORPORATIONS AND SIMILAR INTEREST GROUPS HAVE BEEN MAKING

MOST OF THE NOISE, THE INDIVIDUAL TAXPAYER HAS BEEN BEARING MOST

OF THE TAX BURDEN. IT MAKES SENSE TO RAISE THE GREATEST PART OF

REVENUES IN AS EASY AND EFFICIENT MANNER AS POSSIBLE.

TAXES HAVE DYNAMIC EFFECTS ON THE EFFICIENCY OF OUR ECO-

NOMY. WE DO NOT KNOW OF ANY STATISTICS THAT INDICATE THERE WILL

EVER BE A PERFECTLY REVENUE NEUTRAL TAX PROPOSAL AS LONG AS A

9
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MAJORITY OF CONGRESS GIVES IN TO "TAX TAX--SPEND SPEND" POLI-

CIES. MOREOVER, WE BELIEVE THAT BY CUTTING THE MARGINAL RATE TO

A MAXIMUM OF 20 PERCENT THE TREASURY WILL ACTUALLY INCREASE TAX

REVENUES. IT IS ESTIMATED THAT ON THE COMPARATIVELY SMALL 1981

REDUCTIONS IN MARGINAL TAX RATES CAUSED FEDERAL REVENUES TO RISE

BY AN EXTRA 1-4 PERCENT MERELY BECAUSE OF DESIRED SUBSTITUTION OF

TAXABLE SALARIES FOR TAX-FREE PERKS.

FREE THE EAGLE BEGAN MENTIONING THIS IDEA IN OUR NEWSLETTER

SEVERAL MONTHS AGO. WE RECEIVED A GREATER RESPONSE ON THIS ISSUE

THAN ANY OTHER IN SEVERAL YEARS. WE BELIEVE THAT THE TIME HAS

COME FOR THIS REFORM. NOT ONLY WILL IT SERVE AS A TRANSITION, IT

WILL FINESSE THE OBJECTIONS OF SPECIAL INTERESTS WHO FEED ON THE

TAX CODE. NO LOOPHOLE HAS TO BE CLOSED, BECAUSE IT WILL ALLOW

THE PUBLIC A CHOICE AS TO HOW THEY WILL PAY THEIR FAIR TAX.

DR. ARTHUR B. LAFFER, A NOTED ECONOMIST BASED IN SOUTHERN

CALIFORNIA, SAID THE FOLLOWING IN AN ARTICLE HE WROTE ABOUT THE

OPTIONAL FLAT TAX: "THE MOVEMENT TOWARD A SIMPLER TAX SYSTEM

WITH LOWER TAX RATES SHOULD NOT BE ALLOWED TO GET BOGGED DOWN IN

INTERMINABLE DEBATES OVER THIS DEDUCTION VERSUS THAT SPECIAL

INTEREST GROUP. THE DESIRE OF THE AMERICAN PUBLIC FOR A SIMPLER,

FAIRER TAX COULDN'T BE CLEARER. IF OUR ELECTED REPRESENTATIVES

CAN'T MAKE THE DECISION ABOUT WHETHER OR NOT THE BENEFITS OF A

SIMPLER TAX WITH LOWER TAX RATES ARE GREATER THAN THE LOSS OF

10
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THOSE TREASURED DEDUCTIONS, THEN THEY SHOULD LET THE AMERICAN

TAXPAYER DECIDE. THOSE WHO INSIST ON KEEPING THE DEDUCTIONS AND

COMPLEXITY CAN FACE THE HIGHER TAX RATES. WHILE THOSE WHO PREFER

A SIMPLE TAX SYSTEM WITH A LOW TAX RATE CAN ELECT TO FORGO THE

DEDUCTIONS."

FREE THE EAGLE IS WORKING ON HAVING THIS LEGISLATION

INTRODUCED. WE BELIEVE THAT IT WILL BE AN IDEA WHICH WILL BE

POPULAR WITH YOUR CONSTITUENTS FOR THE REASONS WE HAVE MENTIONED.

MILLIONS OF AMERICANS ARE YEARNING TO BREATH THE FREE AIR OF

LITTLE OR NO HASSLES FROM THEIR FEDERAL INCOME TAX. FREE THE

EAGLE BELIEVES THIS OPTIONAL FLAT TAX WOULD BE A MAJOR STRIDE

IN THAT DIRECTION.

THANK YOU.

1i

55-633 0 - 86 - 6
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Senator SYMMS. Senator Long.
Senator LONG. Mr. Kelso, I discussed the aspects of the Treasury

recommendation concerning employee stock ownership with Presi-
dent Reagan; and President Reagan assured me, and the Secretary
of the Treasury was there, and he assured Mr. Pearlman, and the
Vice President was also there at the time, that he is for employee
stock ownership. He doesn't want to do anything to hurt it. Now, I
have heard all sorts of expressions of concern that various provi-
sions in this so-called tax reform bill on the House side could be
very harmful to employee stock ownership. Would you be willing to
tell us which, if any, of those recommendations that are being con-
sidered would be the most devastating and most harmful to the em-
ployee stock ownership efforts?

Mr. KELSO. I think, Senator, the one that requires the rollout
every 84 months is an absolute disaster. It misconceives--

Senator LONG. What do you mean-rollout very 84 months?
Mr. KELSO. That the employee must be able to take down his

stock within 84 months. The ESOP is one of the tools designed to
bring about full employment American style in the U.S. economy.
That means that people who go into the labor market, into the eco-
nomic order, as labor workers must immediately begin to pick up
power as capital workers sufficient so that, by the time they reach
retirement age, they can retire from the labor market but stay as
capital workers the rest of their lives, being self-supporting. This
device is based on the assumption that the object of ESOP legisla-
tion is to simply get stock certificates in the hands of the employ-
ees so that they can play the stock market game. And every stock-
broker in the world will be after them to swap it for some of those
low-yield, second-hand securities that are sold on Wall Street.

Senator LONG. Wouldn't that be about the same as if you re-
quired a pension plan that after 7 years' accumulation, even among
the young workers, you pay the money out so they can spend it if
they want to?

Mr. KELso. Yes, it would. It is even worse because, of course, the
ESOP is more powerful than pensions are.

Senator LONG. But basically, as I understand the philosophy of
this employee stock ownership movement, we all want the employ-
ee to go spend the money and wind up poor-we want him to keep
it and get rich.

Mr. KEiSo. That is exactly the point to the story. What Congress
did in 1984 by making the wages of capital deductible to the corpo-
ration like the wages of labor is a wonderful advance. I mean, it
was a tremendous thing, but it begins to enable people who have
ESOP's-and it would do this for the other seven tools-to first pay
for their capital and then get its income. This takes the pressure
off the economy from employees' demanding more and more pay
for less and less work, which is what happens under our stone age
economic policy that says it doesn't make any difference who owns
the capital as long as there is plenty of it around. Well, that is
what brought us to the disaster we are in. But every one of those
provisions in the pending legislation that affect ESOP's is a bad
provision. They are as good as they can be at this point; and inas-
much as they are such a teeny bit of the American economy. If you
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add up mergers, acquisitions and leverage buyouts, 49 out of every
50 of those is a non-ESOP transaction. Now, that is--

Senator LONG. I would like to ask you some other things. And I
will ask you to expand on that and put it in writing so we can put
it in the record.

Mr. KE SO. I shall do that. Thank you.
[The prepared information of Mr. Kelso follows:]
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PRESS RELEASE

LOUIS KELSO WILL TESTIFY BEFORE THE
SENATE FINANCE COMMITTEE ON THURSDAY,
OCTOBER 10TH, ON "ALTERNATIVE TAX
PROPOSALS."

IN ESSENCE, HE WILL SAY THAT THE ONLY
WAY IN WHICH FEDERAL TAXES CAN BE
REDUCED WHILE BRINGING ABOUT BOTH A
BALANCED FEDERAL BUDGET AND THE FULL
DEGREE OF PROSPERITY THAT THE ECONOMY
CAN EASILY PRODUCE, AND THAT PEOPLE BOTH
DESIRE AND DESERVE, IS TO CORRECT THE
STRATEGIC FACTUAL ERROR IN THE NATIONAL
ECONOMIC POLICY.

THAT POLICY, BELATEDLY FORMALIZED IN
THE (FULL) EMPLOYMENT ACT OF 1946, IMPOSES
ON THE POPULATION THE DUTY TO USE ITS BEST
EFFORTS TO ENABLE EVERY FAMILY TO EARN
THE INCOME IT WANTS TO SUPPORT ITS LIVING
STYLE THROUGH CONVENTIONAL EMPLOYMENT
- THE RENDERING OF LABOR OR PERFORMING
SERVICES FOR PAY - BY ONE OR MORE OF ITS
MEMBERS. TO THE EXTENT THAT DOES NOT
SUFFICE, AND ITS ADEQUACY DIMINISHES YEAR
BY YEAR, GOVERNMENT MUST PROVIDE
WELFARE.

TODAY OVER ONE-HALF OF ALL TAXES,
FEDERAL AND STATE, ARE LEVIED ON PEOPLE
WHO EARN INCOME, IN ORDER TO TRANSFER
THAT INCOME TO PEOPLE WHO NEED MORE
INCOME! FURTHERMORE, GOVERNMENTAL
REDISTRIBUTION MUST INCREASE FROM YEAR TO
YEAR FOR THE SIMPLE REASON THAT THE PACE
OF THE TWO-CENTURIES OLD INDUSTRIAL
REVOLUTION ACCELERATES AND CHANGES THE
WAY THAT GOODS AND SERVICES ARE
PRODUCED, BUT IN ONLY ONE DIRECTION: FROM
LABOR INTENSIVE TO CAPITAL INTENSIVE.

KELSO USES THIS DIAGRAM TO DRIVE HOME
THE POINT:



161

CHANGING PARTICIPATION of LABOR WORKERS
and CAPITAL WORKERS in PRODUCTION of

GOODS and SERVICES
ECONOMIC DEMOCRACY
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Economic Powerl
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*Estimated on the assumption that the value of productive Inputs
is measured in reasonably competitive markets.
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HE CONCEDES THAT THE INFORMATION
CONVEYED BY HIS DIAGRAMS ARE ONLY
APPROXIMATIONS, FOR THE SIMPLE REASON
THAT STATISTICS ARE NOT DESIGNED TO SHOW
THE TWO-FACTOR REALITY, BUT ONLY TO
REFLECT THE FACTUALLY ERRONEOUS
ECONOMIC POLICY: THAT THE ONLY LEGITIMATE
WAY TO PARTICIPATE IN PRODUCTION AND EARN
INCOME IS TO WORK-; TO EMPLOY THE POWERS OF
YOUR MIND AND BODY.

KELSO BELIEVES HIS ESTIMATES ARE
CONSERVATIVE WHEN HE SAYS THAT WHILE
LABOR WORKERS IN COLONIAL TIMES PROVIDED
95% OF THE PRODUCTIVE INPUT, AND CAPITAL
WORKERS (PEOPLE WHO ENGAGE IN PRODUCTION
AND EARN INCOME THROUGH THEIR PRIVATELY
OWNED CAPITAl*) ONLY 5% OF PRODUCTIVE
INPUT, TODAY THE RELATIVE INPUTS OF LABOR
WORKERS AND CAPITAL WORKERS ARE ALMOST
REVERSED: 90% CAPITAL WORKER INPUT AND
10% LABOR WORKER INPUT.

100%

80%

60%

40%

20%

0%

* Normally represented today by Common Stock.
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BUT THE TAX AND SOCIAL CATASTROPHIES
EMBEDDED IN THIS FACTUAL EVOLUTION OVER
THE PERIOD OF THE INDUSTRIAL REVOLUTION
APPEAR FROM THE FOLLOWING DIAGRAM:

THE CONCENTRATION of the OWNERSHIP of
CAPITAL OVER the PERIOD of the

INDUSTRIAL REVOLUTION
Proportion of

Labor Workers
and Capital Workers

100% Estimated Temporary A "Labor Worker"
individual or fam.Capital-Broadening Impact ily is a consumer

80%/ of the Homestead Acts of 1862 unit earning no
income or negli-
gible Income

60% through owner-
Labor ship of capital.

Workers
A "Capital

40% Worker" Indivi-
dual or family is a
consumer unit

20% earning substan.
tial or all income
through owner.

Capital 5% ship of capital.
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Acts the

American
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NOT ONLY ARE CAPITAL WORKERS TODAY
A MERE 5% OF THE FAMILIES IN THE U.S., JUST AS
THEY WERE IN COLONIAL TIMES, BUT CAPITAL,
AS ONE OF THE TWO ALTERNATIVE WAYS FOR
PEOPLE TO ENGAGE IN PRODUCTION, IS
THOUSANDS OF TIMES MORE POWERFUL THAN IN
THE EARLY YEARS OF AMERICAN HISTORY, AND
LABOR, IF IT WERE COMPETITIVELY EVALUATED
AS OUR COMMITMENT TO THE FREE MARKET
ECONOMICS CALLS FOR, IS SUBSTANTIALLY LESS
VALUABLE, ADJUSTING FOR INFLATION.

THUS, THE ECONOMY OPERATES, HOWEVER
INADEQUATELY FOR MOST PEOPLE, ON
REDISTRIBUTION - MOSTLY BY GOVERNMENT
TAXATION, AND WHEN THAT IS NOT ENOUGH, BY
GOVERNMENT DEBT, PRIVATE DEBT AND
BOONDOGGLE-EMPLOY MENT SUBSIDIZED TO GIVE
CREDIBILITY TO AN ERRONEOUS ECONOMIC
POLICY.
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SINCE 1932, MOST OF THE ENERGIES OF
CONGRESS AND THE GOVERNMENT'S
BUREAUCRACIES HAVE BEEN DEVOTED TO THESE
REDISTRIBUTIVE ACTIVITIES.

. "AMERICA HAS A RENDEZVOUS WITH
DESTINY..." INTONED FRANKLIN D. ROOSEVELT IN
1933. AND SO IT HAS, AGREES KELSO. BUT NOT
WITH THE SOCIALIST DESTINY OF
REDISTRIBUTING INCOME THROUGH TAXATION
AND BOONDOGGLE FROM THOSE WHO EARN IT TO
THOSE WHO NEED IT, BUT WITH THE DESTINY OF
FULFILLING THE COMMITMENTS OF THE
AMERICAN CONSTITUTION TO ENABLE EVERY
FAMILY TO EARN ITS OWN LIVING AS THEY DID,
BY DESIGN OF NATURE, IN THE PREINDUSTRIAL
WORLD.

KELSO, BY READING THE CONSTITUTION IN
THE LIGHT OF THERE BEING TWO WAYS FOR
PEOPLE TO PARTICIPATE IN PRODUCTION AND
EARN INCOME IN AN INDUSTRIAL AGE - EITHER
AS LABOR (OR SERVICE) WORKERS, OR AS
CAPITAL WORKERS, INTERPRETS THAT WISE
DOCUMENT TO MEAN THAT THE FIRST DUTY OF
GOVERNMENT TOWARDS CITIZENS, AFTER GIVING
THEM PEACE AND PHYSICAL PROTECTION, IS TO
ENABLE THEM TO BE ECONOMICALLY
AUTONOMOUS, AS GOD MADE THEM IN THE FIRST
PLACE. WITHOUT THAT, SAYS KELSO, THERE IS
NO RIGHT TO LIFE, OR LIBERTY, OR ECONOMIC
HAPPINESS.

- IF INSTITUTIONS CREATED BY
GOVERNMENT DESTROY THE VALUE OF A
MAN'S LABOR POWER BY ENCOURAGING
TECHNOLOGICAL - INNOVATION, "DUE
PROCESS" DEMANDS INSTITUTIONAL
ARRANGMENTS, LIKE THE ESOP AND THE
SEVEN OTHER TWO-FACTOR FINANCING
STRATEGIES, THAT ENABLE PEOPLE
LEGITIMATELY TO BECOME CAPITAL
WORKERS.

- IF LEGITIMATE ACCESS TO CAPITAL
CREDIT IS THE BEST - PERHAPS THE
ONLY - WAY FOR THE 95% OF PEOPLE
WITHOUT SIGNIFICANT NON-
RESIDENTIAL SAVINGS TO BECOME
CAPITAL WORKERS, AND ACCESS TO
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CAPITAL CREDIT IS A MATTER OF LAWS,
THEN EQUAL PROTECTION OF THE LAWS
CONDEMNS PRESENT CONVENTIONAL
CAPITAL FINANCING TECHNIQUES AS
UNCONSTITUTIONAL; THEY MAKE
CAPITAL CREDIT ACCESSIBLE TO THE
ALREADY WELL CAPITALIZED RICH, WHO
RELATIVELY, AND OFTEN ABSOLUTELY,
DO NOT NEED IT, AND DENY IT TO THE
UNCAPITALIZED MANY WHO ARE BEING
FORCED TO BECOME WARDS OF PUBLIC
CHARITY - WELFARE - WITHOUT IT.

KELSO INSISTS THAT HIS OBSERVATIONS
ARE NOT IDLE SPECULATION. THIRTY YEARS
AGO, HE INVENTED THE EMPLOYEE STOCK
OWNERSHIP PLAN OR ESOP, NOT TO RESCUE SICK
CORPORATIONS - FOR WHICH MANY "EXPERTS"
HAVE USED IT - BUT TO KEEP THE ENTIRE
ECONOMY FROM GETTING SICK, AS HE SEES IT TO
BE TODAY; TO ENABLE IT TO ENJOY IN PRACTICE
THE HIGH PROSPERITY AND PEACE THAT ITS
TECHNOLOGICAL ACCOMPLISHMENTS (AND THOSE
OF OTHER NATIONS) MAKE PHYSICALLY
POSSIBLE.

CONGRESS HAS ALREADY ENACTED SOME
20 LAWS TO IMPROVE THE EFFECTIVENESS AND
ATTRACTIVENESS OF THE ESOP. BUT IT STILL
MAINTAINS THE NATION'S STONE AGE ECONOMIC
POLICY THAT CONDEMNS 95% OF THE FAMILIES
TO EARN (OR PRETEND TO EARN) THEIR LIVINGS
AS LABOR WORKERS. THAT ECONOMIC POLICY -
THE EMPLOYMENT ACT OF 1946 - PROCLAIMS
FROM THE SUMMIT OF OUR GOVERNMENT A
TERRIBLY MISLEADING FALSEHOOD: THAT THE
ONLY WAY LEGITIMATELY TO PARTICIPATE IN
PRODUCTION AND TO EARN INCOME IS TO WORK;
AND THAT CAPITAL IS A MERE CATALYTIC
AGENT: IT MAKES NO DIFFERENCE WHO OWNS IT,
SO LONG AS THERE IS PLENTY OF IT AVAILABLE.
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TIE TRUTH, ril SIMPLE, U QUESTIONABLE
TRUTH, IS 'lAT, WIlLE TIIE'RE ARE MANY SAD
EFFECTS OF POVER'TY, THERE IS BUT ONE SIMPLE
CAUSE.

POEPLE ARE POOR BECAUSE THEY
DO NOT OWN SUFFICIENT
CAPITAL.

KELSO HAS DEVELOPED SEVEN OTHER
CAPITAL FINANCING STRATEGIES BESIDES THE
ESOP. EACH INCORPORATES THE LOGIC OF THE
ESOP.

THAT LOGIC IS TO ENABLE THE CAPITAL
BUYER, NO MATTER WHAT HIS STATION IN LIFE,
WHETHER A VIGOROUS AND SKILLED WORKER,
OR AN AGED OR INFIRM PERSON, TO BUY
PRODUCTIVE, INCOME-EARNING CAPITAL, AND
TO PAY FOR THAT CAPITAL OUT OF ITS OWN
INCOME, WITH THE FEASIBILITY RISK, THE RISK
THAT IT MIGHT NOT MAKE TIMELY AND FULL
REPAYMENT, BEING COMMERICALY AND
COMPETITIVELY INSURED, LIKE OTHER BUSINESS
RISKS.

SINCE THE ONLY ECONOMICALLY
LEGITIMATE WAY To GAIN INCOME IN A FREE
MARKET, PRIVATE PROPERTY, DEMOCRATIZED
CAPITALISIT ECONOMY, IS TO EARN IT, THE
AMERICAN ECONOMIC POLICY SHOULD CALL FOR
"LIFETIME EMPLOYMENT - AMERICAN STYLE."
MOST PEOPLE WOULD BEGIN THIER LIVES AS
LABOR WORKERS; GO THROUGH THEIR MIDDLE
YEARS GAINING EARNING POWER AS CAPITAL
WORKERS, AND THEN, AT A TIME THAT MAKES
SENSE TO THOSE CONCERNED, RETIRE FROM THE
LABOR-WORKING WORLD TO LIFETIME CAPITAL
WORK.

ARRANGEMENTS LIKE SOCIAL SECURITY
AND PENSIONS, AND LIFE INSURANCE (AS
DISTINGUISHED FROM PORTFOLIO INSURANCE)
MIGHT BE RETAINED AS SAFETY NETS, ONLY TO
BE USED IF AND WHEN SOME STRANGE
COMBINATION OF FACTS IMPAIRS THE ADEQUACY
OF "LIFETIME EMPLOYMENT - AMERICAN STYLE."



166

Senator LONG. What do you think about the voting rights prob-
lem in this matter?

Mr. KELSO. I think that the voting rights are part of stockhold-
ers' rights and that employees should have voting rights as soon as
it is feasible under the financing concepts that our economy has.
Lenders who loan great amounts to enable employees to step up
and buy companies without taking anything out of their pockets or
paychecks are concerned about the stability and experience of man-
agement. Now, stockholders can change the management-a major-
ity can-if they want to. So, normally, lenders simply say there
aren't going to be voting rights passed through on that until the
loan is paid off; but after that employees should have full voting
rights. No question about it.

Senator LONG. Now, you negotiate many of these plans where
you borrow the money and use that to buy the stock, and the trust-
ee is holding the stock for the benefit of the workers.

Mr. KELSO. Yes, sir.
Senator LONG. Now, in that situation, as long as the loan is out-

standing-let's say 100 percent of it is outstanding-who ought to
be voting that stock?

Mr. KELSO. Until the loan is paid, the stock is in effect voted by
the committee that is appointed by the board of directors; and that
is because the bankers or insurance companies or whomever have
faith in that board of directors, and they also want to see that they
personally have put in some of their own money. Bankers feel
better about that.

Senator LONG. Generally speaking, doesn't it work out that if a
bank is going to make a loan to somebody to buy a lot of equip-
ment and build a plant, they want to keep their hand on that
money long enough to see that they get their loan paid back?

Mr. KELSO. Absolutely. Elementary.
Senator LONer. And so, that being the case, they usually want

that voting power by either stock or the voting power pledged to
them long enough to get their loan paid off. Now, if those employ-
ees don't know how to vote for things later on, that is their prob-
lem after the lo~m is paid off. But until the loan is paid off, any
smart lender is going to want to have enough say to see to it that
they don't squander his money away.

Mr. KELSO. Absolutely. And of course it gives us, management
and their advisers, 5 or 6 or 7 years to educate employees to under-
stand what it is to be a capital worker. You havb to take care of
your capital.

Senator LONG. Thank you very much.
Senator SYMMs. Thank you very much, Senator Long. Mr. Kelso,

that is an excellent statement and I want to compliment you on
the material that you presented to the committee, in addition to
what you said. I thank all of you, as a matter of fact, because I find
a great deal of sympathy with all three of the witnesses; but I do
want to direct a question to you, Mr. Houston. Have you done any
estimates? If I understand your proposal correctly, what you are
saying is that you would use the current tax law, allow taxpayers
to elect to use the short form with a maximum tax rate of 20 per-
cent, and it will be revenue neutral?
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Mr. HOUSTON. We hope that it is revenue neutral, but we are not
taking any revenue away. We think that the Tax Code is dynamic,
though, and the economy would respond to it positively. And so, it
would actually raise more revenue.

Senator SYMMS. So, what you are saying is that you can see that
after a few years, that you would have down to where maybe only
10 percent of the people are filing the long form, so it would be
easier to phase it out?

Mr. HOUSTON. We think people would figure it both ways to
begin with.

Senator SYMMS. Man is a rational being, so I would assume that
they would pay the lowest number.

Mr. HOUSTON. To begin with, but the thing about tax shelters-
take the value of a home as a tax deduction. It wears out as a tax
deduction over time. It becomes increasingly unuseful for that pur-
pose. And so, people start to make new tax decisions, and one of
them would be to ask: Should I go to the short form? Avoid the
audit and the recordkeeping function-or should I buy a bigger
house and get a bigger writeoff? We think there is a substantial
body of the public which really doesn't want to be in the wheeler-
dealer business of tax shelters. Very few people really are very
comfortable with that. And this would allow people to opt out of
that.

Senator SYMMs. The truth- of the matter is that with most tax
shelters where people get a bona fide tax deduction out of it, they
usually lose the money. That is the part that is always missing. I
mean, in most cases, you get involved in one of these things where
you get 150 percent tax loss, you usually end up losing the original
capital investment.

Mr. HOUSTON. They are very poor investments. That is right.
Senator SYMMs. In other words, your suggestion is to us the cur-

rent Tax Code and just start allowing a volunteer system to get
more people to file the short form and just phase into it without all
this big disruption?

Mr. HOUSTON. That is right.
Senator SYMMS. Now, Mr. Warren, you would probably approve

of that, wouldn't you? Then you would still have investment tax
credits for your plant expansions and so forth.

Mr. WARREN. I would indeed.
Senator SYMMs. In other words, it wouldn't disrupt what you are

trying to do?
Mr. WARREN. No.
Senator SYMMS. What is that?
Mr. WARREN. What I am trying to say is only a part of an overall

tax program.
Senator SYMMs. What you are really in here saying is that there

is a bias in the present Tax Code against savings and that, in order
to mitigate the bias against your capital investment, you need in-
vestment tax credits. And did you say depreciation?

Mr. WARREN. I am saying a little more than that. I think that
the investment tax credit and the ACRS as it has been used has
really subverted the intent of the law because so much of that has
been used to purchase foreign equipment. It has not created jobs in
this country.
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Senator SYMMS. All right. I think I get your point. I want to
thank all three witnesses. I apologize for recessing the committee
now, but if you noticed that everybody left, it wasn t because of the
quality of the witnesses. It was because there is a vote on the floor
of the Senate right now, and I have just 21/2 minutes to get over
there and cast mine. Did you want to make one more comment,
Mr. Kelso?

Mr. KELSO. Yes, I did. I would like to say that the savings impact
of the ESOP and the other seven yet-unused tools on savings is
very, very crucial. It creates current savings for people who do not
today have savings. Ninety-five percent of all the nonresidential
savings in the United States are in the top 5 percent of wealth
holders. If you really want to open up the savings valve, do it by
changing the economic policy, which can be done by just reinter-
preting the words-I don't think it even takes a law-and begin-
ning to implement a two-factor policy in which we say that the use
of capital to earn income shouldn't be limited to an elite. It should
be available to everyone. Then, you make everyone a saver.

Senator SYMMs. In other words, expand the acceptance of capital-
ism to more and more people.

Mr. KELSO. That is exactly right.
Senator SYMMS. It would make for a much more rational Govern-

ment.
Mr. KELSO. Democratize it. Democratize economic power. Social

power is composed of political power and economic power. Our
Founding Fathers introduced political democracy into a preexisting
economic democracy, but the industrial revolution just changed the
way goods and services are produced. So, we are no longer an eco-
nomic democracy and that is dangerous.

Senator SYMMs. All right. I thank all the witnesses very much.
This panel is dismissed; and I would ask Dr. David Bradford, Dr.
John Makin, and Dr. Norman Ornstein to get prepared to get up to
the table. And as soon as Senator Grassley returns, we will com-
mence the hearing. I apologize, but I have to go.

[Whereupon, at 11:30 a.m., the hearing was recessed.]

AFTER RECESS

Senator GRASSLEY. If I could have the attention of everybody, it
is the desire of Senator Symms that I proceed with the nexi, panel,
panel IV, consisting of Dr. David Bradford, professor of economics
and public affairs and associate dean, Woodrow Wilson School,
Princeton University; Dr. John Makin, director of fiscal policy
studies, the AEI; and Dr. Normal Ornstein, resident scholar of the
AEI here in Washington, DC. I would ask that you proceed in the
manner in which you are on the agenda. So, it would be Dr. Brad-
ford, if you are prepared to go ahead.

STATEMENT OF DR. DAVID F. BRADFORD, PROFESSOR OF ECO-
NOMICS AND PUBLIC AFFAIRS, AND ASSOCIATE DEAN, WOOD-
ROW WILSON SCHOOL, PRINCETON UNIVERSITY, PRINCETON,
NJ
Dr. BRADFORD. Mr. Chairman, thank you very much for the invi-

tation to discuss with you today an alternative approach to income
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tax reform. There are two ways to fix the income tax, individual
and corporate. One is to pursue a painstaking provision-by-provi-
sion reform. This is the approach taken in the President's May
1985 proposal, which is now undergoing testing in the Ways and
Means Committee. The outcome may be a substantial change in
the income tax; but at best, it will leave a system with many seri-
ous problems. What are some of the problems? I would mention
four. First, the system will not be simple. Second, the real effects of
the system will continue to be sensitive to the rate of inflation.
Third, the system will continue to tax very differently the returns
received by savers and investors on different forms of saving and
investment. And fourth, the system will continue to impose sepa-
rate taxes on corporations and individuals.

The alternative approach I have in mind is directed at the fol-
lowing objectives. It should have the simplification advantages of a
VAT. It should be implementable as an add-on to the existing tax,
and in that sense, not be a new tax. It should be implementable on
a small scale, that is, like a VAT it should be possible to institute
the plan at a low rate. And unlike a VAT, it should have the po-
tential to replace the existing income tax entirely on a phased-in
basis.

I call my proposed answer to these four objectives the x tax. The
x tax is based on a scheme developed by Robert Hall and Alvin Ra-
bushka of Stanford University, which has been introduced as a bill
by Senator DeConcini. The proposal differs from theirs in its
system of rates and in the suggested transition. I describe the ap-
proach-I shall describe it now-as though it were going to be a
total replacement for the income tax; and then I will come back
and explain how one might use the same idea instead, either as a
way simply to supplement the tax or as a way that one could use it
as a phased reform which would ultimately replace the income tax.

So, let me start by describing how it would work if we just
scrapped the income tax and used the x tax. It consists of an inte-
grated two-component system. One component is the compensation
tax, and the other is the business tax. The compensation tax is paid
by individuals and families on the basis of wages, salaries, and pen-
sions received. The amount of compensation in excess of personal
allowances, is subject to tax at graduated rates. For example, the
rates of 15, 15, and 35 percent at higher and higher brackets found
in the President's proposal might be used. In essence, the business
tax is the same as the BTT. It would be filed by all businesses,
whether corporations, partnerships, or proprietorships. The base of
the business tax would consist of the proceeds of sales less the sum
of purchases from other firms and amounts paid to employees as
wages, salaries, or pensions. The business tax would ignore finan-
cisl transactions such as borrowing, payment of dividends or inter-
est. The rate applied to the business tax would be the same as the
top rate on the compensation tax.

The x tax is economically similar to a value-added tax combined
with a graduated wage subsidy The economics of it is much the
same. It offers, however, signiicant advantages over a value-added
tax. First, it deals directly and simply with the regressivity prob-
lem that plagues a value-added tax by providing the graduation in
the compensation tax component. Second, because its quality of
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being an income tax is quite appropriately stressed, it is less vul-
nerable to the tendency to erode the base for exemption of favored
commodities. Third, by splitting off the compensation portion of the
base to be taxed at the employee level, the tax system remains visi-
ble to everyone, which I regard as an advantage.

The x tax really is simple. The system also solves other problems
that have proven intractable under the existing income tax. In par-
ticular, tax burdens under the x tax are not influenced by infla-
tion. The system automatically integrates individual and business,
including corporate, taxes. The x tax is uniform across assets and
industries and therefore causes much less distortion of business de-
cisions of all kinds than does the present system. The x tax pro-
vides a convenient mechanism for taxing employee fringe benefits,
assuming one wants to do so. A fairly simple way is even available
under the x tax to allow retention of the mortgage interest deduc-
tion, even though normally interest is neither deducted nor includ-
ed under the x tax.

That is a rough outline of the tax as a replacement of the income
tax, but it is such a simple tax and on such a broad base that it
could also be employed easily as an add-on to either the existing or
to a reformed income tax to raise additional revenue. For example,
if an x tax with a structure of rates and exemptions running from
15 to 35 percent is determined to be sufficient to cover existing
income tax revenues, then the equivalent of a 10-percent increase
in income tax receipts would be obtainable by an add-on x tax with
the same exemptions and with rates of 1.5, 2.5, and 3.5 percent-in
other words, quite low rates. The information required for the x
tax is already needed to calculate the existing income tax base. It
would require an additional line or two on form 1065 and on sched-
ule C or F of form 1040, but it would be very, very simple.

Now, let me just briefly summarize how one could use the same
technique as a phased replacement entirely of the income tax. The
basic technique would be to start with an add-on tax, for example
at 20 percent of the level that is determined to be sufficient to re-
place the income tax. In my illustrative case, the rates would be 3,
5, and 7 percent on the higher and higher brackets. That could
then be combined with an instruction to taxpayers to pay only 80
percent of the bottom line on their income tax, return. You pay the
x tax at graduated rates of 3, 5, and 7 percent; then go to the last
line of your income tax return and pay only 80 percent of that. If it
is a rebate, you only get 80 percent of the rebate.

The immediate result of this would be a small tax reduction for
many people and lower marginal rates of income tax and x tax
combined on key activities. As for complete tax reform, in the
future one could simply do more of the same. In stage II, take 40
percent of the x tax and pay only 60 percent of the existing income
tax. In stage III, 69 percent of the x tax and 40 percent of the exist-
ing income tax, and so on. One could also stop at an intermediate
phase and thereby obtain some advantage of reducing the impor-
tance of the income tax with all of its defects. There would still be
a gain, I believe, if one did that. But the ultimate objective of re-
placing it completely would certainly be what I would argue for.

Senator GRsLsY. Thank you, Dr. Bradford.
Dr. Makin.
[The prepared written statement of Dr. Bradford follows:]
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Statement of David F. Bradford

Professor of Economics and Public Affairs ano Associate Dean of the
Woodrow Wilson School, Princeton University

Tax Program Director, National Bureau of Economic Research

Mr Chairman and members of this distinguished committee, thank you

for the Invitation to discuss with you today an alternative approach to

Income tax reform. It would obviously be easy to write a book on a

subject so vast, and I have. However, In the few minutes at my

disposal I shall try to explain briefly why an alternative approach Is

needed and to provide a sketch of a system that seems to me to have

considerable merit.

Income tax reform Is on the agenda because of the widespread

belief that the system has become too complicated, that the rates are

too nign, and that the various provisions give rise to an unfair

distribution of the tax burden. The tax system is seen as Interfering

too mucn with day-to-day economic decisions, and permitting too many

Untangling the Income Tax, to be published by Harvard University Press

as a Committee for Economic Development supplementary paper. The views

expressed In this statement are entirely my own and do not represent the

position of Princeton University, the National Bureau of Economic

Research, or the Committee for Economic Development,



173

taxpayers to send too few dollars to the Treasury. Each of these points

may be arguable, out I propose today to accept as given that the Income

tax system, In both Its Individual and corporate parts, needs to be

repaired.

The Traditional Reform Approaches

There are, broadly speaking, two ways to fix the Income tax. One

Is to pursue a painstaking provislon-by-provislon reform. This can be

undertaken either as a long-term, Incremental enterprise or as a once-

and-for-all fix. Many observers would say the long-term, Incremental

strategy Is what got us Into the present situation. (I would argue many

of the shortcomings of the existing system derive from pursuit of the

wrcng target.) The once-and-for-all fix Is the approach suggested by

the Treasury In Its proposal of last Novemer, ai well as tne approach

taken In the President's May 1985 proposal which Is now undergoing

testing In the Ways ana Means Committee. The outcome may be a

substantial change In the Income tax, but I think at best It will leave

a system with many serious problems.

What are some of the problems? I would mention four. First, the

system will not be simple. One can quarrel about what simplicity means,

out It Is clear that for many taxpayers, Including most business

taxpayers, the Income tax system that will emerge as a result of the

Administration's Initiative will be at least as complicated as the one

we nave now. Many people believe that there Is an unavoidable trade-off
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between simplicity ana fairness. They tnink that tax complexity, booh

In terms of the rules themselves (who can read them now?) and In terms

of the tax planning problems confronting taxpayers, is a necessary price

for progressIvIty. I do not agree.

Second, the real effects of the system will continue to be

sensitive to the rate of Inflation. Even If the Indexing provisions

foreseen for depreciation and capital gains are retained In the

legislation (and It seems unlikely that they will), there will be

serious distortions due to failure to correct the measurement of

Interest payments and receipts for the Inflation element they contain.

This phenomenon has a corrosive effect on the Income tax system that Is

all too little appreclated.

(hird, the system will continue to tax very differently the

returns received Oy savers and Investors on different forms of saving

and investment. A well-known Instance Is the difference between the tax

treatments of Interest received and capital gains, but there are many

others. Whatever one may think about the capital gains provisions,

there is no denying the mischief that Is created when economically

similar transactions are taxed very differently. The formulation of

special rules In an attempt to make legal distinctions where economic

distinctions are virtually nonexistent (as In the difference between a

capital gain and other types of yield from Investing) Is a major reason

that the tax law Is so complicated. Inconsistencies In the taxation of

saving and Investment transactions also deserve much of the blame for
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the regrettable presence In the current law, and In the President's

reform proposal, of ad hoc patches such as the minimum tax provisions

(the function of which is largely cosmetic), limits on the deductibility

of Interest, and the surtax on distributions from tax-favored retirement

plans that are In excess of "reasonable levels."

Fourth, notwithstanding a possible gesture toward Integration

represented by the partial deoductlllity of dividends paid from the base

of the corporation Income tax, the system will continue to embody an

uneasy amalgam of taxes on corporations and Individuals. It Js not that

taxes levied on corporations are necessarily a bad Idea, out that the

existing system Is so unpredictable In Its Incidence and so distorting

In its economic effects.

An Alternative Approach

I observed there are two ways to fix the Income tax. The first

way, which I have just reviewed, Involves a painful, head-on

confrontation with the many peculiar features of the existing system,

Involving wrenching Political and economic dislocations. A second

approach Is to turn to another system, one which could be used In the

short run to reduce the Importance of the existing Income tax and could

In the long run replace the existing system altogether.

It Is common to assume that the new revenue Instrument will have

to be a VAT. The VAT, however, suffers from regressivity, which would

Inevitably be countered oy extremely complex provisions exempting
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necessities from the Oase, and from a host Of other administrative

problems. The VAT certainly could not be used to replace the Income tax

entirely, In the short or the long run.

The alternative approach I have In mind is directed at the

following objectives:

o It Should have the simplification advantages of a VAT.

o It should be Implementable as an ado-on to tne existing tax (and

In that sense not be a new tax).

o It Should be Implementable on a small scale -- that Is, like a VAT

it should be possible to institute the plan at a low level as a

permanent feature of the tax system, using the revenues to finance

either deficit reduction or reduced reliance on the the existing

income tax rules.

o Unlike a VAT, It should have the potential to replace the existing

income tax entirely, on a phased-in basis.

Hoping to have picked a neutral name, I call the proposed system

the X-Tax. The X-tax Is based on the scheme developed vy Robert Hall

and Alvin Rabusnka of Stanford University, which nas been Introduced as

a 111 by Senator DeConcini. The proposal differs from theirs In the

system of rates and In the suggested transition. I shall describe the

approach first as a total replacement for the existing Income tax on

Individuals and corporations (which is now I think of It), then explain

how It could be used as an add-on to Provide additional revenue, or
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phased In to replace the existing income tax In Wnole or In part.

OOviously, I can provide only the barest sketch, which will leave many

questions unanswered.

The X-Tax as a Replacement for the Income Tax

The X-tax consists of an Integrated two-component system. One

component 15 the compensation tax, and the other is the business tax.

The compensation tax Is paid by Individuals and families on the basis of

wages, salaries and pensions received. The amount of compensation In

excess of personal allowances is subject to tax at graduated rates. For

example, the rates of 15, 25 and 35 percent found In the President's

proposal might apply. (I have not attempted to work out specific rates

or brackets, which would depend in part on the extent of spending

programs adopted to replace existing tax provisions.)

A business tax return would be filed by all ous'nesses, whether

corporations, partnersnios or proprietorshios. The business tax would

be a convenient mechanism for collecting at source Income that would

otherwise be taxable to Individuals. The base of the business tax would

consist of the proceeds of sales less the sum of purchases and amounts

Pald employees as wages, salaries or pensions (or deposited In pension

plans for future payment to employees). The business tax would Ignore

financial transactions, such as borrowing, payment of dividends, etc.

The rate applied would be the top Individual rate.

The X tax Is economically similar to a value-added tax of the

consumption type ("consumption type" because business outlays for
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capital purposes are expenseO Immediately, rather than capitalized and

aepreclated), combined with a graduated wage subsidy. It offers,

however, significant advantages over a value-added tax. First, It deals

directly and simply with the regressivity problem, by providing the

graduation In the compensation tax component. Second; because Its

quality of being an Income tax Is, quite appropriately, stressed, It Is

less vulnerable to erosion through exemption of favored commodities --

no one ever seems to advocate that grocers be allowed to omit their

receipts from sales of food from the calculation of Income subject to

tax, or that roofing companies not Include payments from universities or

local governments. (Such transactions are often excluded from value-

added or retail-sales taxes.) Third, by splitting off the compensation

portion of the base to be taxed at the employee level the tax system

remains visible to everyone, whereas a value-added tax Is normally paid

(not, of course, borne) by businesses alone. At the same time, such

complexity as remains Is only at the firm level.

The X-tax really Is simple. Two main features account for the

simpicity. First, all the calculations are made on a cash flow baols.

Allowable deductions occur when money Is paid to a supplier; required

inclusion In the tax base occurs only when money Is received from an

employer (in the case of the compensation tax) or customer (in the case

of the business tax). Outlays for business equipment are simply

deducted when made; conversely, the proceeds of sale of an asset are

simply Included Immediately In the tax base. Complicated provisions for
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calculating depreciation, special rules for Installment sales, Intricate

rules for keeping track of Inventories -- these and many other difficult

problems In the existing tax system fall away. Second, most financial

transactions removed from the tax base altogether. Of particular

importance Is the fact that Interest Is neither deductible by the person

or business that pays it, nor Includable by the person or business

receiving It. In a sense, the Interest Is pre-taxed. In a similar way,

dividends and caoital gains arising from earnings at the business level

need not be taxed to the Individual, because they have been, In effect,

already taxed.

Together these two features of the tax calculation result in a

very simple system. The system also solves other problems that have

proven Intractable under the existing tax. in Particular, tax burdens

under the X-tax are not Influenced by Inflation (basically because

Interest is neither deducted nor Included and because all outlays and

receipts are taxed In the same year they occur). The system

automatically Integrates Individual and business (including corporate)

taxes. The X-tax Is uniform across assets and Industries, and therefore

causes much less distortion of business decisions of all kinds than the

present Income tax does. The X-tax provides a convenient mechanism for

taxing employee fringe benefits (assuming one wants to do so; the key

operating principle Is "no Inclusion, no deduction;" whatever Is

deducted by a business must be on the Inclusion side of either another

business or of an employee). A fairly simple way Is even available to
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allow retention of the mortgage Interest deduction. (In essence, keep

the current treatment: Make the recipient of Interest that nas been

deducted Include the amount In his tax base. Normally, under the X-tax

interest Is neither deducted nor Included.)

Because capital outlays by businesses are I mmediateiy deducted,

rather than depreciated over a period of years, the economic effect of

tne X-tax is to base tax burdens on the consumption levels of

Individuals. I find tnis a positive characteristic of the tax, but many

tax experts feel differently. Rather than nave the best be the enemy of

the good, It seems sensible to have available a way to perriit compromise

on the income vs. consumption dimension. In the existing tax this IS

very difficult to do without making a mess, basically because of the

treatment of interest. But the X-tax structure could be readily

converted to an Income base, or anything between an Income and a

consumption base to a degree to be determined by the outcome of the

policy argument. To be sure, there would be some cost in Increased

complexity. But It could be done without sacrificing most of the

simplification advantages of th6X--tax. All that would be required

would be to replace expensing of outlays for equipment, structures,

Inventory, etc., by a system of capital recovery allowances. It would

be desirable and possible to make those allowances Insensitive to

Inflation (by, for example, Indexing them).

Tne flat rate of business taxation together with the noninciusion-

nondeductlon of Interest gives this system the great advantage that It



181

would oe easy to make the degree to wnicn it is on dn income versus a

consumption basis a simple matter of policy. The trick would be to

permit Immediate expensing of whatever fraction of investment Is

desired, with depreciation of the remaining asis. By making the

exoensed fraction I, the tax can be Put on a consumption basis. By

making it 0, the tax Is put on the traditional Income basis. (Because

interest is neither deducted nor Included, problems of portfolio bias

would not arise.) People will differ in their views about what would be

oesirable values for the various parameters of Plan X. Some will want a

more or a less progressive compensation tax. Some will want the

expensed fraction equal to 0; others will want It equal to I. It Is

probable that, If the basic approach began to be taken seriously, most

policy makers would come to favor the consumption approach (for the same

reason the consumption-type VAT seems more common than the Income-type).

Use of the X-Tax for Additional Revenue

The X-tax Is so simple, and on such a broad base, that It could

easily be employed as an add-on to either the existing or a reformed

Income tax to raise additional revenue. For example, if an X-tax with a

structure of rates and exemptions running from 15 to 35 percent Is

determined to be sufficient to cover existing Income tax revenues, the

equivalent of a 10,percent increase In Income tax receipts would be

obtainable by an add-on X-tax with the same exemptions and rates of 1.5,

2.5, and 3.5 percent.
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The Infoirsation required for the X-tax Is already needed to

calculate the existing Income tax base. It would not be entirely free,

as It would require an additional line or two on Form 1065 and on

Schedule C or F of Form 1040. But these small additions would be

Insignificant when compared with, say, calculating Indexed depreciation

under CCRS, let alone with the existing minimum tax. The Importaft

principle Is that the tax calculation for the X-tax would be entirely

separate from the regular tax.

Phased Replacement of the Income Tax

in my view, a phased Introduction of the X-tax would provide an

attractive alternative to the present path of Income tax reform. It

would Involve exactly the same basic Implementation steps as described

above for additional revenue, but It would be combined with reduction In

the existing Income tax, not through changes In the rates or narrowing

the base, but through a simple proportional change In the bottom line.

For example, the add-on Introduction of the X-tax at 20 Percent of the

level determined to be sufficient to replace the Income tax -- on my

Illustrative assumptions at rates of 3, 5, and 7 percent -- could be

combined with an Instruction to taxpayers to Pay the sum of the add-on

tax and 80 percent of the existing Income tax, warts and all. The

Immediate result would be small tax reductions for many people, and

lower marginal rates (of Income tax and X-tax combined) on key

activities (ordinary employment, ordinary business Investment, ordinary

saving at Interest, etc.)
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As for complete tax reform, In the future one could sImply do more

of the same. In stage 2, take 40 percent of the X-tax result and pay

only 60 Percent of the existing income tax; In stage 3, 60 percent of

the X-tax and 40 percent of the existing Income tax, and so on. One

could also stop at an Intermediate phase. Even though It would mean

forgoing the significant advantage of scrapping the whole complicated

present system, there would still be a gain from reducing Its

Importance.

Conclusion

The proposed direction of change now under way may produce an

Improvement over the existing system. But It Is far from the real

simplification and rationalization that Is within reach. We may be

about to miss an opportunity for a genuine transformation of the tax

system. Tne approach I have suggested presents an alternative Path we

could follow now toward a system that everyone could understand and

trust, and that would hold to a minimum the distorting effects of taxes

In our economic lives.
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STATEMENT OF DR. JOHN H. MAKIN, DIRECTOR OF FISCAL
POLICY STUDIES, AMERICAN ENTERPRISE INSTITUTE, WASH-
INGTON, DC
Dr. MAKIN. Thank you, Mr. Chairman. We are pleased to testify

before this distinguished committee on our alternative tax plan.
We believe that the American tax system does need overhaul. We
also believe that collaboration between an economist and a political
scientist might help to shape a sound alternative to the current
system that Congress can realistically consider adopting. The core
of our plan is balanced base broadening, that during its initial 5-
year phase-in permits a reduction of the top tax rate for house-
holds and corporations to 30 percent.

While we support the thrust of the President's plan, -it is in our
view hampered by selective base broadening. The burden of base
broadening necessary to provide the revenue to enable a lowering
of tax rates in any tax reform plan is unevenly distributed under
the President's plan. Total rescission of deductibility of State and
local taxes for households, together with rescission of investment
tax credits and recapture provisions for corporations result in an
uneven distribution of the inevitable costs of transition to a new
system. The President's plan has, in our view, two other serious
flaws. First, indexing for inflation to assure that the level and dis-
tribution of tax burdens is not capriciously altered by inflation is
inadequate and applied unevenly. I might add that, as the bill has
progressed, its inflation indexing features have deteriorated. There
seems to be a built-in problem where you try to treat capital
income properly with indexing provisions. As those provisions
move through the various committees, they tend to be eliminated.
The second problem with the President's plan is that the phase-in
rules are uneven. Some new provisions would be effective almost
immediately, while others such as the desirable indexing of basis
for capital gains would not take effect until 1991. No plan is per-
fect, and we do not claim perfection for ours; neither do we claim
great originality. We have tried to combine the best features of the
President's plan with the best features of plans offered by Members
of Congress. Elements of the Bradley-Gephardt, Chafee-Stark,
Kemp-Kasten plans are clearly evident in our plan. So, too, is Sen-
ator Packwood's call for the lowest possible top rate in a system
that is fair, while providing ample incentive for growth.

Let me begin to sketch some of the features of the plan briefly,
and then Norm Ornstein will carry on. tax rates: A triad of rates,
15, 23, 30 for individuals, and 30 percent for corporations. Base
broadening: cut in half the value of all tax expenditures. All deduc-
tions, exemptions, and exclusions currently identified as tax ex-
penditures by the Joint Committee on Taxation would be converted
to tax credits equal to their current value to those in the 15-per-
cent tax bracket. For example, a $2,000 exemption would become a
$300 tax credit; $10 million of accelerated depreciation would
become a $1.5 million tax credit, with straight line depreciation
and other normal costs of doing business remaining fully deducti-
ble. ITC goes from 10.6 to 5.3; no recapture is required. And Profes-
sor Bradford has eluded to this as well: Our plan would be fully
indexed for inflation. All provisions expressed as dollar amounts,
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such as the personal exemption for households or cost basis for cap-
ital gains or depreciation in inventory calculations for business,
would- be indexed. This is essential. If you are going to stick with
an income tax system, you have got to treat income from capital in
a predictable way. Otherwise, you essentially run into the kinds of
problems that we were trying to address in 1981 with ITC and
ACRS. I think another thing that I want to emphasize is that this
would encourage a stable and predictable Tax Code. First of all,
lower tax rates, which are part of our plan, sharply cut incentives
to seek tax breaks, thereby reducing the pressure on Congress for
-constant tinkering with the Tax Code. You are talking 30 cents on
the dollar instead of 50 cents on the dollar; the pressure for tax
breaks is less; tax expenditures are less; but the base broadening is
easier. Inflation indexing protects the level and distribution of tax
incentives from the capricious and unpredictable effects of infla-
tion.

Indexing provisions such as indexing basis for calculating capital
gains or the depreciation allowance, together with the corporate
tax rate of 30 percent and a top individual rate of 30 percent,
would eliminate the need for special treatment of capital gains.
And of course, the special tax treatment of capital gains creates at
least the problem of perceived unfairness. And again, when we are
building in exclusions on capital gains, essentially we are trying to
avoid the taxation of illusory capital gains. So, if you index basis
and have a low rate, you essentially solve the problem in advance.
International competitiveness: A major difference between the
United States and Japanese Tax Codes, notwithstanding a good
deal of comment about the major differences, is really the stability
and predictability of major provisions and the level of tax expendi-
tures, not the level of tax burdens.

The Japanese Tax Code essentially doesn't change. It changes
very little; and as I have mentioned in testimony to this committee
previously, the level of tax expenditures is tiny-$1.5 billion for
corporations-relative to the $95 billion that is in our code. Our
plan by indexing for inflation and lowering rates provides for a
stable Tax Code with revenue gain from phasing down on even un-
predictable tax expenditures. And I will just point out that there
are some tables appended to our testimony which show that if you
look at tax expenditures as a whole in their major categories, their
ratio to GNP, that is their real value, is highly volatile, highly sen-
sitive to inflation. So, we essentially have designed a Tax Code that
is prospectively very uncertain. This is one of the things we are
trying to get at. Let me stop here and let Norman Ornstein contin-
ue.

Senator GRAssLEY. Dr. Ornstein.
[The prepared written statements of Dr. Makin and Dr. Norman

L. Ornstein follow:]
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Testimony

John H. Makin and Norman Ornstein

Mr. Chairman, we are pleased to testify before this Committee on

our alternative tax plan. We believe that the American tax system

needs overhaul. We also believe that collaboration between an

economist and a political scientist can help to shape a sound

alternative to the current system that Congress can realistically

consider adopting.

The core of our plan is balanced base broadening that during its

initial 5 year phase-in permits a reduction of the top tax rate for

households and corporations to 30 percent. While we support the

thrust of the President's plan, it is, in our view, hampered by

selective base broadening. The burden of base broadening necessary

to provide the revenue to enable a lowering of tax rates is unevenly

distributed. Total rescission of deductibility of state and local

taxes for households, together with rescission of investment tax

credits and recapture provisions for corporations, result in an

uneven distribution of inevitable costs of transition to a new

system.

The President's plan has two other serious flaws. First,

indexing for inflation to assure that the level and distribution of

tax burdens is not capriciously altered by inflation is inadequate

and applied unevenly. Second, phase-in rules are uneven: some new

provisions would be effective almost immediately while others, such

as desirable indexing of basis for capital gains, would not take

effect until 1991.
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No plan is perfect and we da not claim perfection for ours.

Neither do we claim great originality. We have tried to combine the

best features of the President's plan with the best features of plans

offered by members of Congress. Elements of the Bradley-Gephardt,

Chafee-Stark and Kemp-Kasten plans are clearly evident in our plan.

So, too, is Senator Packwood's call for the lowest possible top rate

in a system that is fair while providing ample incentive for growth.

The similarity among key elements of major tax reform plans is

not surprising. Tax reform aims at enabling taxpayers to keep more

of every dollar they earn irrespective of how they earn it. To do so

requires sharply lowering tax rates, which means that in order to

preserve revenue neutrality more things must be taxed. Taxing more

things, base broadening, entails phasing back the $365 billion in

revenue lost during 1985 on tax expenditures.

This process is not intended to suggest that many such tax

expenditures are not aimed at worthwhile objectives. Rather, it

recognizes that since 1974 tax expenditures have nearly doubled as a

share of GNP. (See Table 1.) Further, it advances the more

controversial notion that many of those objectives would be better

achieved by leaving more of additional earnings in taxpayers' hands

after they pay their taxes without regard to whether the additional

dollars were earned by investing in high tech instead of real estate

or by spending more hours at work in one's chosen profession instead

of spending more hours at work with one's accountant.

By moving in steps over five years to a stage where a dollar of

tax incentives is worth the same to all taxpayers, we remedy a

fundamental problem of fairness in the current system. Tax
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expenditures, and by this term we mean everything from deductibility

of state and local taxes to the standard exemption and the ITC, are

regressive. They place more of the burden of taxation on those of

low and moderate income. Perhaps the clearest example Is the $2000

exemption proposed by the President as "fairness to the poor." That

exemption cuts taxable income for everyone by $2000. For those in

the top tax bracket it's worth 50 cents on the dollar or $1000. For

those in the lowest bracket it's worth 14 cents on the dollar or

$280, just 20 percent as much. Would anyone intentionally announce

"a tax -break for the poor" that benefits the rich nearly 4 times as

much as it does the poor?

We propose a simple remedy to this and other cases of regressive

tax breaks. Convert the tax break into a credit at the lowest tax

rate and give everyone the same credit. If the lowest rate is 15

percent, as in the President's plan, a $2000 exemption becomes a tax

credit of $300. Every taxpayer gets $300 off his tax bill. The high-

income taxpayer, instead of saving $1000 in taxes as under the

current plan, gets $300 off his tax bill just as the lower-income tax-

payer does. Converting the $2000 exemption in the President's plan

to a tax credit of $300 would raise at least $20 billion annually

and, by raising the most from top-bracket taxpayers, would distribute

more fairly the benefits of rate reductions. This change, together

with indexation of basis for calculating capital gains taxed as

ordinary income at a rate close to 30 percent, would eliminate the

need for a fourth bracket.

Much of this is already in the Bradley-Gephardt proposal. We

would go further in two ways. First, all provisions would be indexed.

55-633 0 - 86 -- 7
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This provision is important 2or both fairness and investment

incentives. It makes no sense to give a $300 tax credit if its value

depreciates at a capricious rate governed by the path of inflation.

Likewise, it makes ao sense to tax investors even at a 30 or 35

percent rate on illusory inflation gains. How many investors have

sold stocks after a holding period which saw their dollar value

double, only to realize that prices of everything else doubled as

well and that taxes are due on a zero or negative real gain? The

capital gains exclusion, like the investment tax credit and

accelerated cost recovery system, is a crude ex post attempt to deal

with the inflation problem. These methods are economically and

politically inferior to indexing. Economically their value is

uncertain since they depend on inflation and the inclination of a

fickle Congress to alter them. Politically they seem unfair since

they single out for special treatment a form of income concentrated

among the rich and corporations.

Our proposal differs from Bradley-Gephardt especially in the

area of investment. Besides indexing basis for capital gains, we

would adhere to a balanced phase-down of all tax preferences to about

half current levels in exchange for a 15-23-30 triad of rates. The

investment tax credit would be phased down from 6/10 levels to 3/5.

ACRS benefits would, like all others, be converted to tax credits at

a 15 percent rate. For example, if a corporation had depreciation in

excess of straight line depreciation, which along with costs of labor

and material would remain fully deductible along with all normal

costs of doing business, worth $10 million, it would receive a tax

credit of $1.5 million. The basis for calculating depreciation and

FIFO inventory changes would be indexed for inflation.
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Another important eftect on investment and growth of indexing

and phase-down of existing incentives to finance a cut to 30 percent

in the corporate rate would be a leveling of tax burdens across

alternative forms of investment. Under current law some investments

enjoy negative tax rates while others are taxed at close to statutory

rates. This is evident from a look at the distribution of tax

burdens across industries and alternative forms of investment.

Studies by AEL economists and others suggest that gains in the

vicinity of a permanent I percent increase i*-,,NP are rualizable from

a leveling of tax burdens across alternative forms of investment.

Part of the problem arises trom constant tinkering with

unindexed tax breaks designed to help compensate for inflation which

along with changing political attitudes make ACRS, LTC, capital

gains, and other provisions subject to huge swings. (See Tabiso 4-7,)

The same is true for major household provisions. (See Tables 2 and

3.) By scaling down and indexing those provisions, our plan makes

their impact more even and more predictable while at the same time

enabling lower tax rates that serve as the strongest incentive for

capital formation and growth. The knowledge that more effort will

bring in additional income, at least 70 cents on the dollar of which

will be kept after taxes irrespective of inflation or how it is

earned, allows households and corporations to make financial

decisions based on their economic merit instead of their tax

consequences.

As with any fundamental change, this system would impose burdens

on heavy users of tax preferences. The costs of a transition to a

new system could be reduced by gradually phasing in the system over a

perioa of years. One route would be to begin by capping deductibility
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at 35 cents on the dollar tn 198h and moving down in increments of 5

percentage point, per year to 15 cents on the dollar in 1990.

Marginal rates over that period could also be continually adjusted to

maintain revenue neutrality. This is not an "all or nothing" plan.

Congress can select the degree and pace of reform. The President's

insistence that tax reform be "revenue neutral" and Congress's

nervousness about deficits can he accommodated by phasing in lower

rates gradually while accelerating base broadening. Thus, the plan

could raise revenues in the first couple of years to reduce deficits

but give more tax breaks later to make the plan revenue neutral over

five years.

This pilan is obviously not a pure as the total elimination of

tlll exemptions and prefer'nces. Such a step is simply politically

impossible during the initial phase of tax relotm. In the real

world, the concept of base broadening that touches everyone equally

seems the bebt way to achieve the goal of lower tax rates and, in

broader terms, a tax system consistent with fairness, growth, and

simplicity.

Hakin-Ornkieten
Attachments

(1) Netw York Times description of the plan.

(2) Tables 1-7: the growth and instabiliLty of tax expenditures.
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Tax Expenditures to Gross National Product
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Ratio of Deductions for Mortgage Interest on

Owner-Occupied Housing to Gross National Product
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TALLE 3

TAX EXPEND I TURES/GNP:

DEDUCTIBILITY OF NONBUSINESS

STATE AND LOCAL GOVERNMENT TAXES
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TABLE 4

TAX EXPENDITURES/GNP:

CAPITAL GAINS
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TAX EXPENDITURES/GNP:
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TAX EXPENDITURES/GNP:

INVESTMENT TAX CREDIT
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TAX EXPENDLTURES/GNP:

ACCELERATED DEPRECIATION
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Sources:

1. Tax Expenditures

Year
1974 Estimates of Federal Tax Expenditures, July 8, 1975
1975 Estimates of Federal Tax Expenditures, March 15, 1976
1976 Fstimates of Federal Tax Expenditures, March 15, 1976
1977 Estimates of Federal Tax Expenditures, March 15, 1977
1978 Estimates of Federal Tax Expenditures, March 14, 1978
1979 Estimates of Federal Tax Expenditures for Fiscal Years

1979-1984, March 15, 1979
1980 Estimates of Federal Tax Expenditures for Fiscal Years

1980-1985, March 6, 1980
1981 Estimates of Federal Tax Expenditures for Fiscal Years

1981-1986, March 16, 1981
1982 Estimates of Federal Tax Expenditures for Fiscal Years

1982-1987, March 8, 1982
1983 Estimates of Federal Tax Expenditures for Fiscal Years

1983-1988, March 7, 1983
1984 Estimates of Federal Tax Expenditures for Fiscal Years

1984-1989, November 9, 1984
1985 Estimates of Federal Tax Expenditures for Fiscal Years

1984-1989, November 9, 1984
1986 Estimates of Federal Tax Expenditures for Fiscal Years

1986-1990, April 12, 1985
1987 Estimates of Federal Tax Expenditures for Fiscal Years

1986-1990, April 12, 1985
1988 Estimates of Federal Tax Expenditures for Fiscal Years

1986-1990, April 12, 1985
1989 Estimates of Federal Tax Expenditures for Fiscal Years

1986-1990, April 12, 1985
1990 Estimates of Federal Tax Expenditures for Fiscal Years

1986-1990, April 12, 1985

2. Federal Budget Receipts, Federal Budget Outlays

Years

1974-1984 Economic Report of the President, February, 1985
1985-1990 Congressional Budget Office, Baseline Estimates,

February, 1985

3. Gross National Product

Years

1974-1984 National Income and product Accounts
1985-1990 Congressional Budget Office, Baseline Estimates,

August, 1985

!



202

Footnotes:

1. Investment Tax Credit:
a. 1979-1980: other than for TRASOPs and rehabilitated

structures
b. 1981: other than for ESOP's, rehabilitation of

structures, and energy
c. 1982-1983: other than for ESOP's, rehabilitation of

structures, reforestation, and leasing
d. 1984-1990: other than for ESOP's, rehabilitation of

structures, reforestation, leasing and
energy property

2. Accelerated Depreciation: on equipment other than leased property

3. Deductibility of Nonbusiness State and Local Government Taxes:
other than on owner-occupied homes

4. Capital Cains:
a. 1974-1976:
b. 1977-1990:

other than on agriculture and timber
other than on agriculture, timbur, iron ore, and
coal
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Dr. ORNSTEIN. Thanks, Mr. Chairman. I am going to move on
beyond what John said, to talk a little bit about some of the broad-
er problems that I think this committee faces and why John and I
began to move in the direction that we did, sensitive both to the
need for change in the tax system and certain goals that all of us
would share and to the elements of the political process that make
some kinds of change particularly difficult; others easier to bring
about but with less positive effects. It seems to me that, as you go
about the process of changin the Tax Code, you have got to start
first with something that is fair in its implementation and fair in
the distribution of burdens.

When we start to get into a process where interests can suggest,
as many are now, that this is not going to be implemented fairly,
that in the process of changing the Tax Code some are going to get
away with murder while others will bear a heavier burden, you
run into an immediate and enormous difficulty. And in a similar
fashion, when you begin to make these changes, there are already
charges that the burden will not be distributed fairly, as the Ways
and Means Committee is going about this process now, already
trying to jigger around the rates so that they can make sure that
the wealthy a significantly higher share. Having a system that is
fair in the implementation so that nobody in the process of change
feels that they are being singled out is, I think, necessary to bring-
ing about significant change, as well as a system that distributes
the burdens fairly.

Second and obviously, if we are not just going to go through the
exercise of changing the Tax Code so we can change the Tax Code,
or changing the Tax Code because the President wants to change
the Tax Code, we want to bring about a change that really does
have positive effects, that we would all share from tax reform. And
those are, it would seem to us, very clearly you want a Tax Code
that distorts economic investment less-little if possible-but cer-
tainly less than what we have got now. Something that encourages
greater work and productivity, and as John suggested, something
that brings more stability to the system, that has built into it less
incentive for interests on the outside to keep pushing for change,
pushing for more things. Now, the current process of bringing
about change, and particularly what we see going on now on the
House side, moving from the revised package that the President
sent down, I believe it is deeply flawed.

Already we are seeing some of the basic goals of tax reform slip-
ping away as some in the Ways and Means Committee are moving
and will probably succeed at increasing tax rates by adding a
fourth bracket, pushing it up to 40 percent. We believe that prob-
ably the primary goal that you want to achieve out of tax reform is
to lower those marginal rates. There is an inherent drive in the
legislative process, as we all know. Once a plan comes down, to
dilute it. The pressure is there to give people back something that
they perceive as being done to penalize them unfairly. And in the
end,I suspect we are going to get a bill, but it may well be very
little. It might be positive in a marginal way, but it will probably
end up being so twisted and torn and diluted that it is simply going
to bring the pressure right back again to go through this exercise

- U.
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the next year and the year thereafter and there will be no stability
provided to the process.

Now, one other problem that we have tried to address. As we all
know, putting together tax reform with revenue neutrality is ex-
ceedingly difficult. And it is exceedingly difficult particularly as we
begin to talk about some of the other pressures that face the econo-
my, including the deficit, but it is difficult simply to work through
politically. We believe that moving to a concept of revenue neutral-
ity over a longer period of time-5 years or more-phasing in dif-
ferentially the provisions that would cut back on the percentage of
deductions and that would phase in the tax rates in a differential
way would give Congress great flexibility at bringing about funda-
mental tax reform without having to go through the enormous dif-
ficulty and perhaps impossibility of trying to, in 1 year, implement
totally tax reform and revenue neutrality at the same time.

You might be able to solve a considerable number of problems at
once if you do that. All of those things, I think, are behind the rea-
soning for the option that we have presented. It is as simple as
could be in its implementation without getting so simple that it
simply doesn't make sense in a complex international economy. It
is fairly administered. It cuts across everybody in an even fashion,
and it enables us to tax those who are taking advantage of the
system much more fairly than they are now, while also providing
lower rates and a real incentive for people to save and invest.

Senator GRASSLEY. Because the hour of 12 is coming closely, I am
going to have to dismiss this hearing. I want to apologize because
obviously where you folks come from and your expertise in this
area, we ought to be taking advantage of you more than we are
able to at this particular time; but I do have an appointment at 12.
So, let me adjourn the hearing, and thank you very much.

[Whereupon, at 11:55 a.m., the hearing was adjourned.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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Hearing on Alternative Tax Reform Proposals-Oct.1O,1985

TAXATION WITHOUT DISCRIMINATION (TWD)

SRI, Box 23-A, Now Castle, Va. 24127, 703-864-5949
Statement of Fortescue W. Hopkins, Director

Committee on Ways & Means
Hearings on Comprehensive Tax Reform

RE: Discriminatory Tax Laws

Mr. Chairman:

Today, ours is not a Government of, by and for the people.

Instead, it is a Government of, by and for "ORGANIZED MINORITIES",

who, with Millions of dollars in tax-free PAC contributions to or for

the principal benefit of the members of the Tax Writing Committees of

Congress, attempt to persuade these members to enact or to maintain

discriminatory tax laws for their benefit. See Tax Notes, 8/19/85,

P.922, Appendix "A", herein.

In many, if not most, instances, "Discriminatory Tax Laws"

result in Congress doing "indirectly" what it would not have the power

under the U.S. Constitution to do "directly". In the mean time, since

the "Switch in Time to Save Nine"(1937) and having inundated themselves

and all Federal Courts with extensive litigation resulting from a con-

fused and expansive interpretation of the application of the 14th

Amendment, the Justices of the Supreme Court (the "SUPREMES") are now

and have been unwilling to accept their clear responsibility to curb

an ever accelerating degree of discriminatory tax laws &"tax subsidies"

intended to achieve non-revenue related objectives not authorized under

any provision of the Constitution.

TWD hopes to have (or to be) the PAC that truly represents the

"total point of view of all Americans", whether organized or not. It

will, however, not contribute one thin dime to or for the benefit of any

member of Congress or any candidate for national office. TWD will use

its funds, primarily, for the following purposes:
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1. With the hi._ p of PATRICK HENRY*, WALTER K. TULLER**(see

Appendx B, heicin) ind the brightest independent minds available

(legal or otherwise), to convince the American people that the SUPREMES

havereiousl erred in their failure to protect the individual

citizen's Constitutional Right not to be subject to discriminatory tax

laws intended to achieve non-revenue related objectives where such dis-

crimination or objective is not authorized under any provision of the

U.S. Constitution with the sincere hope that the SUPREMES (or, at least,

five of them) will take cognizance of the resulting adverse public

opinion to the extent that they will, then, recognize their duty and

rule, accordingly.

*PATRfI CK l-ENpyS-- noy1-o-e the -V-r-g-inia Cons ttutT Wal Convention
of 1738 See Elliotts Debates, The Michie Company, Charlottesville,Va.

*-*WALTER K. TULL-E-RrS, persuas T-ve-T-ah-i's-o--tWe--ons t t F in-ai aspects
of discriminatory taxation contained in his book, THE TAXING POWER/
STATE INCOME TAXES, Callaghan and Company(1937), the last 13 pages
of which are attached hereto asAppendix B.

2. To contribute to the campaigns of state legislators who will

vote for and support a call for an "OPEN CONSTITUTIONAL CONVENTION"

under Article V ot the U.S. Constitution'to -consider needed amendments

to the U.S. Constitution, including:

THE TAX MAGNA CARTA

"CONGRESS SHALL MAKE NO TAX LAW THAT IS, IN THE SLIGHTEST

DEGREE, DISCRIMINATORY OR INTENDED TO ACHIEVE A NON-REVENUE RELATED

OBJECTIVE, WHETHER OR NOT SUCH DISCRIMINATION OR OBJECTIVE IS

AUTHORIZED UNDER ANY PROVISION OF ANY CONSTITUTION."

(The foregoing proposed Amendment is considered a "basp line

definition. Of course, such other exceptions as may be desirable

(religious, corporate-individual intergration, foreign, etc) can be
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added by a Constitutional Convention (or proposed as Constitutional

An endments by Conqress) . This way you have "Ta . Reform" from the

"bottom up" and not from the "top down", the only way any meaningful

Tax Reform can possibly be accomplished.]

3. To defuse the political power of "ORGANIZED MINORITIES" and

to make our Representative Democracy truly "Rcpresentative", State

Legislators will also be asked to consider a number of needed Constit-

utional Amendments including one concerning PACS:

"NO CONTRIBUTION OR EXPENDITURE TO OR FOR THE BENEFIT OF THE

CAMPAIGN OF ANY CANDIDATE FOR PUBLIC OFFICE WILL BE ALLOWED EXCEPT BY

THE INDIVIDUAL REGISTERED VOTER OF THAT CANDIDATES DISTRICT AND, THEN,

IN ONLY SUCH AMOUNTS AS PERMITTED BY THE STATE LEGISLATURE AND, FURTHER,

THAT ALL SUCH AMOUNTS WHEN RECEIVED OR EXPENDED WILL BE TAXABLE AS

INCOME TO THE CANDIDATE AND NO DEDUCTION OR TAX CREDIT WILL BE ALLOWED

FOR 'TIIE CONTRIBUTION OR EXPENDITURE."

(If TWD attains the foregoing objective, it will truly be the

"PAC TO END ALL PACS".]

CONCLUS ION

PATRICK, TWD promises you that, despite the incalculable damage

inflicted on America by your refusal (or inability) to accept George

Washington's appointment of you as Chief Justice of the Supreme Court,

your great dream of INDIVIDUAL POLITICAL RESPONSIBILITY, INDIVIDUAL

ECONOMIC OPPORTUNITY, INDIVIDUAL RELIGIOUS FREEDOM AND INDIVIDUAL

PERSONAL LIBERTY will not be allowed to die. TWD will re-acquaint the

American people with your testimony before the Virginia Constitutional

Convention of 1788, and when they test your common sense observations

and predictions against current events and the events of the past two

hundred years, they will believe, and you will assume your rightful

place in Americas' History as our GREATEST PATRIOT. Recently, at
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Wi lliamsburg, President Reagan referred to you as the "Father of the

First American 'TVx Revolution". It may well be that you and dALTER K.

TULLER will be t:e Fathers of THE SECOND AMERICAN TAX REVOLUTION.

WALTER, nearly 50 years ago, you stated at the end of your classic

book,THE TAXING POWER:

"If the courts permit those in control of the legislative
and executive branches of the Government to tax without due
regard to constitutional limitation.;, particularlLto impose
discriminatory taxes, Constitutional Ierty 1--ce-- W7. -WFhat--
ever -Jr~ may suirvve, the Government will be, in fact,
Absolute. Here lies our greatest and most immediate danger.
The tide today is setting toward that shore. The only hope
i-[" i-n re-vtaliig th"oath, solemn taen by every judge
of every court, to maintain and defend the Constitution of
the United States." (emphasis supplied)

WALTER, in the past 50 years this "tide" of discriminatory tax-

ation has resulted in a "tcwer of babel" (the Internal Revenue Code)

that is about to collapse of its own weight and has become a "tidal

wave" far beyond your worst expectations. TWD promises you, Walter,

that it will find millions of Americans to support your cause and that

this "tide" will recede, gradually, at first, and then it will qo out

with a roar, never to return.

Respectfully submitted,

TAXATION WITHOUT DISCRIMINATION*

Fortescue W. Hopkins, directorr
* A Virginia non profit,
non-stock corporation
incorporated July 2, 1984
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taX REFORM HELPS MEMBERS OF TAX WRITING COMMIT.
ItCE RiAKE IN THE PAC MONEY F'om murl rIce rom-

t -, N int,rij to preier,e the tax-free aiprecaton of
-I Su'3iCe aarninig', the money comes from hurse

br-ye ;ers Nho want to keep rapid depreciation of thor-
.i r orv,.2v, t.r norey vamps. from mitla,y contractors

) %irt to etai la.oralIe tax treatlernt of earnings
fr'tm .nuiti ar contracts, the money vomes All of it
flowwj to Hr,,se and Senate members. and thanks to tax
reform fevar, a hefty chunk of the money s going to
me liners .if !t, tax Nriting committees The ,vhitic'ans'
hur'gnr tar motley is So groat Te Wal Street Journal
lepr-, that if S beginningg to draw groans trom !Otyists,
wro say that they have never seen such appetites for
ct~nfrictions itt a tion elhitin fear and that the politi-
c,ans are nOtdng ti,' many fund-raising events too early,
at It,, nigh a price

Tr., JOurnal &rifeb that members of the Finance and
Wa v' and 1.f-rans Comrnittees have nearly tripled their
tae 'ram political a( von committees PACs) during the
first x months of 19c5 to SJ 6 million compared to a
Similar period in the pest two-year election cycle Accord-
tig lo the Journal the ta, writers, who account for about
10 5 percent of all Hou e and Senate members, received
23 5 percent of all PAC rn,,ney raised by incumbents The
leading PAC bene.c:arv on Capitol Hill ;s Finance Com-
mittee Chairman Boo Packwood, R-Ore. who raked in
$691,01S from PACa from January I to June 30 of this
year (A spokeswoman for Packwood discounted any
notions that he may be unduly influenced by the money,
saving, "In Packwood's mind a PAC represents the sum
total point of tiew of American workers ') Senate Majority
Leadv-r Rotrert Dole R-Kans, and Sen Steven Symms, P-
Idaho both Finance members were, resoectively, the
second and fourth highest PAC beneficiaries in the
Senate In the House, Ways and Means members Sam
Gibbons D-Pla , Henson Moore, R-La . and Pete Stark,
D-Caif , were first third arrd sixth, respectively

Pobert McIntyre of Citizens for Tax Justice says a
"bright side' of the PAC boodle is that Congress members
n.]nqt De trying to get the money now because after they

do whal they are going to do nobody wili want to give
them money anymore," but he adds tK'St the money may
'lhd them away from reai tax reform, Others speculate
trat the flood of early money will give incumbents an
even greater edge than in the past

Meanwhile, Senate Finance Committee member Russell
8 Long, D-La the Committee's ranking minority member
who is retiring next year, says he wilt be returning
$36L 54t in campaign contributions to individuals and
PACs Tne Wall Street Journal Brooks Jackson, 8-9-85.
p 36 The Wasmington Post CAP wire), 8-10-85. p, A2

TAX NOTES, August 19, 1985

APPENDIX "A"

BEST AVAILABLE COPY
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417

The taxing power is admittedly broad. So long as the
burden is uniform, it may be that the citizen has no re-
dress in the courts. But uniform taxation and dis-
criminatory taxation are different things. They are dif-
ferent in concept and essentially different in effect. The
very purpose of a discriminatory tax is to burden differ-
ent citizens or different classes of citizens unequally.
Its effect is or well may be to destroy one citizen and
build up another. We have after all a Constitutional
Government-not an Absolutism. One of the reasons
why we have a Constitutional Government is because
of the abuses which are possible under an Absolutism.
One of the most potent of those abuses is the power
to impose discriminatory taxes. Due process of law
and equal protection of the laws are not idle terms.
They were placed in the Constitution for a purpose.
That purpose was to guarantee practical equality before
the law to all citizens and to prohibit this Government
from engaging in those practices common to despotic
governments, among others, discriminatory taxation.
Granting that the Government has some power to levy
discriminatory taxes, still that power must be limited
by constitutional principles else we do not have a Con-
stitutional Government. It may be difficult to lay down
any.hard andfast rule as to just where those limits are.

APPENDIX "B"
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But it is not possible that the Legislature is limited only
by its own ideas of "Social Justice." This, we repeat,
would mean that it is not limited at all. As nearly as the
rule can be expressed in words, it is suggested that it
should be substantially this: That the Legislature may
discriminate in taxation in those cases, and only in those
cases, where it might similarly discriminate by direct,
substantive legislation. Where the Constitution prohibits
that, it is believed it necessarily prohibits the accomplish-
ment of the same end by the means of discriminatory
taxation.

The Author makes no claim that this is the law today.
There are many cases which are contrary to these views.
There are also a number of cases that are entirely
consistent with them. As stated at the beginning of this
Chapter, it is believed fair to state that the law on this
subject is far from settled. The method of treating each
case by itself, with very little regard to fundamental con-
cepts, has failed. Its result has been a multitude of incon-
sistent and irreconcilable decisions, frequently rendered
by a bare majority of the court. It has brought the law on
this subject into the utmost confusion. Yet it is a sub-
ject of the utmost importance. If wrong principles are
allowed to prevail, it may result in disaster to our en-
tire constitutional system. We have not attempted in
this Chapter to try to bring order out of the chaos of
decided cases. We have endeavored to analyze, as a
matter of sound principle, what limitations the Con-
stitution itself imposes and necessarily imposes upon
the power of the Legislature to lay discriminatory taxes
upon the citizen. We have sought to point the truth,
which must be clear to any one who will consider and
fairly face the facts, that the present tendency to permit
to the Legislature ever-widening powers to impose dis-
criminatory taxes on the citizen must be checked-that
unless it is checked Constitutional Liberty will inevitably
be destroyed.
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CHAPTER XX

CAN CONSTITUTIONAL LIBERTY BE PRESERVED

The answer will probably be given by the courts. At
first impression this may seem a strange statement.
Upon reflection, it is believed the truth of it will be evi-
dent. The great danger of the loss of our liberties lies
within, not without, this country. The danger of con-
quest by a foreign foe can fairly be said to be remote.
The danger that some day there may be a revolution at-
tempting to set up the dictatorship of the Proletariat is
more real. But the success of such a movement seems
unlikely. The danger that we, ourselves, may, more or
less blindly, destroy our own liberties, is a very real
danger. Two means, either of which may accomplish
thij end, are constantly with us. One is Bureaucracy,
exercising well-nigh despotic powers incompatible with
Liberty. The other is unjust and particularly dis-
criminatory taxation under which the Legislature may
exercise practically despotic powers equally incompati-
ble with Liberty. Whether the Courts have the vision
and the courage to restrain these within the limitations
of the Constitution will probably determine whether Con-
stitutional Liberty shall survive or perish.

Of what does Constitutional Liberty consist? We
Americans have taken it so much for granted that we
have seldom taken the time to consider what it is. In
essence it consists of this: That the Constitution for-
bids the Government to infringe certain rights of every
citizen, and provides a means whereby any attempt by the
Government to infringe those rights of any citizen can
be and will be nullified. Both the prohibitions upon the

419
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power of the Government and the means by which, as a
practical matter, any attempted exercise of a prohibited
power can be and will be nullified, are essential to Con-
stitutional Liberty. Thus, constitutional limitations upon
the power of the Government and the willingness of the
Courts to strike down any attempt on the part of the
Government to exercise a prohibited power, are indis-
pensable to the preservation of Liberty. If either fails
Constitutional Government and Constitutional Liberty
dies. Whatever outward forms may be preserved, the
Government becomes an Absolutism. There will follow
the rule of the Monarch, the Dictator, or the Mob.

Except for constitutional limitations, and except there
be tribunals having the power, and willing to exercise
the power, to strike down unconstitutional acts by any
department of the Government, the Government may do
anything. Under a Government that may do anything,
the citizen has no rights and no liberties. The Govern-
ment may allow him some privileges. If it does, it is
simply as a matter of grace. It may deprive him of
them at the pleasure or caprice of those in control of
the Government. A people living under the heel of such
a Government is not and cannot be a free people. We
repeat, Liberty exists only where each citizen has rights
which the Government has no power to infringe and
where, if it does attempt to infringe them, the citizen
has a practicable remedy by which that attempt will be
nullified and his rights protected. This is just as essen-
tial as the right itself. Of what value is a right unless it
can be enforced and protected? Obviously a citizen can-
not defend himself by force against the Government.
Hence, if the constitutional rights and liberties of citi-
zens are to have any validity, the courts must have the
power to enforce and protect them against action by the
Government itself. Otherwise whatever the Constitu-
tion may say, the fact is that the Government is absolute
and there is no Liberty.
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But it is not enough that the courts have the power to
nullify the. action of the Government when it violates con-
stitutional rights. They must also be willing to do so.
This involves two essential elements: 1st: A state of
mind wherein the preservation of the constitutional sys-
tem and the liberties of the people guaranteed by the
Constitution transcends any supposed expediency-
whether it be called general welfare, social justice or
what-you-will; 2nd: The moral courage to uphold and
preserve the liberties of the people even against them-
selves. Time and again the popular mind is carried
away by movements which would result in breaking
down constitutional limitations and in destroying the
liberties of the very people who most loudly advocate the
movement. It cannot too often be repeated that Liberty
can exist only in a state where limitations upon the power
of the Government not only exist on paper but are fear-
lessly enforced in fact.

In a simple civilization the task is relatively easy. In
a civilization as complex as ours has become it is probably
the most difficult task to which Mankind has ever set his
hand. The pressure to whittle away the constitutional
limitations on the power of the Government and so
gradually to destroy the constitutional liberties of the
citizen is unceasing and well-nigh irresistible. Only if
the courts vigorously and courageously resist all en-
croachments by legislative or executive power-only as
they fearlessly apply the principle obsta principiis---can
the destruction of these constitutional principles be
averted. (Compare ante, pages 8, 10.)

Our Government has become-and inescapably so--a
Government of organized minorities. Organized minori-
ties want something. It is for that purpose that they
are organized. Usually they want something for them-
selves. Usually it is at the expense of the rest of the
people. The rest of the people are unorganized. The
country is too vast, the problems of economics, of social
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policy, of finance, and of all the various inter-relations
of present-day life are too complex, for the general public
to be organized for effective political action. Hence, they
are at the mercy of the Government, which means, in
fact, at the mercy of the organized minorities who can
gain control of the Government. What protection have
they for their rights and liberties? None, except as the
courts resist and strike down every act of the legislative
and executive departments which infringes upon them.

Time and again in human history great civilizations
have broken down and peoples have perished. Why?
Historians suggest various reasons. The Author begs
leave to suggest one reason that seems common to all
and that probably has its foundations in some basic prin-
ciple of mass psychology. It is this: The civilization
became too complex for the understanding of the average
man. Hence, it fell of its own weight. A simple civiliza-
tion seldom falls. The average man can understand its
problems. Understanding them he can find an answer
for them and can meet them. But our civilization today
is the most complex that the world has ever seen. It is
trite to say that the average man cannot understand it.
The plain fact is that no one understands it. The com-
plicated inter-relations of present-day life, social,
economic, financial, industrial, international, are beyond
the grasp of the wisest.

But there is one thing which we can all understand.
That is our American constitutional system. It consists
of a Government created by the Constitution-a Govern-
ment whose powers are not absolute, but are limited by
the Constitution-and whose citizens have rights and
liberties that are above and beyond destruction or in-
fringement by any act of the Government. This is funda-
mental and should be unchangeable. Citizens have cer-
tain basic rights whether the civilization is simple or
complex. These rights must be preserved against any
action of the Government-otherwise they are not rights.



216

CAN CONSTITUTIONAL LIBERTY BE PRESERVED 423

There is a constant effort on the part of the Government,
sometimes conscious, sometimes unconscious, to break
down those rights. This is true no matter what the form
of Government. It is just as true in our so-called popular
Government, that is, our Government of and by organ-
ized minorities, as in any other form. Perhaps it is more
true under our form, for the control of the Government
and hence, the things which those in control- want for
themselves, is subject to constant change.

It is only humau nature that those who have won con-
trol of the Govermnent, usually after bitter political
strife, should be intolerant of any limitations on their
freedom of action. They have fought and won. They
fought to accomplish some purpose. Shall a mere Con-
stitution thwart them? If the Constitution is in the way,
so much the worse for the Constitution. They imme-
diately set themselves to find some way to circumvent it.
This is natural and inevitable. Those in control of the
Government solemnly resolve by legislative enactment
that the measures they advocate will advance the general
welfare and promote social justice. Under our system, if
there is any reasonable basis for the conclusion, legisla-
tive determination of what will advance the general wel-
fare or promote social justice is final.

Hence, if the courts accept the argument that the Gov-
ernment may do anything that will advance social justice,
that acceptance writes the death warrant of constitutional
limitations and of Liberty. If the legislative and execu-
tive departments may do anything that they believe will
advance social justice, then the Constitution is no longer
the supreme law of the land. The will of the group in
control of the legislative and executive departments
at the moment is the supreme law of the land. Both
cannot be supreme. If they come in conflict, one or
the other must yield. The people who created the
Government have declared that the Constitution is the
supreme law of the land. If it is, the action of the legis-
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lative or executive ,:anches which conflicts with the
limitations in tie Constitution is void, e'en though it is
ac/ju lii u/i a ,,u ad'ancc social justice. Otherwise the
limitations in the (Con.-titution upon the powers of the
Government are nere idle words, without force or mean-
ing.

Herein, the Author submits with all deference, lies the
fundamental tallacy in the idea, so prevalent today, that
if legislative or executive action will advance social jus-
tice, it must be slustained by the courts, even though it
violates constitutional limitations or infringes upon the
constitutional liberties of the citizen. The concept of the
Constitution is that the supreme and transcendent con-
sideration of general welfare and of social justice, to
which all transitory ideas must yield, is the preserva-
tion of a Government of limited powers and of the
constitutional rights and liberties of citizens of the
United States. The rule of the Constitution, it is sub-
mitted, is this: That oven Ihough the executive and legis-
lative branches believe that certain action is necessary to
promote social justice, still that action cannot be taken un-
less it is action within the constitutional powers of the
Government and unless it is action which will not infringe
upon the constitutional liberties of the citizen. This must
be so or the Government is not a Constitutional Govern-
ment. A Government whose powers are limited only by
its own views of social justice is not limited at all.

Many of us are prone to jump to the conclusion, with-
out any adequate reflection, that if the forms of popular
government are preserved, Liberty is safe. There can be
no greater delusion. Forms of popular government are
of little, if any, value in insuring Liberty. Indeed, popu-
lar government not restrained by constitutional limita-
tions may be as destructive of Liberty as any other
form of Despotism. Athens had an almost complete
Democracy. It was so small that every citizen could
know and understand its governmental problems. Yet
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its citizens never had Liberty. The citizen of Athens
held his property and even his life at the whim and
caprice of any temporary majority that might gain con-
trol of the Goveriunent. Witness Aristides, to cite but
a single example. The Athenians never learned the
fundamental lesson that Liberty can exist only where
there are effective limitations upon the power of the
Government and upon the power of any temporary
majority of the people. Hence, magnificent as were their
achievements in many other lines of thought and action,
and though they had popular government in its most
complete form, they never had Liberty.

The fact that mere forms of Government, even the
form of popular government, is no protection to Liberty
was again demonstrated in Rome. Without now going
into detail, it is a fact that the forms of popular govern-
ment were carefully observed and preserved for the bet-
ter part of a century after Liberty was dead and almost
forgotten.

Thus, we cannot rely upon the fact that we have elec-
tions and have other forms of popular government, as
any real safeguard for the preservation of our liberties.
We have one hope and only one. That is in keeping alive
and in full vigor of enforcement the limitations which
the Constitution imposes upon the power of the Govern-
ment and all its departments. We must realize that the
inevitable tendency of Government, no matter who may
be in control of it, is to be intolerant of restraints upon
its power and to endeavor to whittle away or evade those
restraints. As above noted, two of the most potent means
of accomplishing this are Bureaucracy and Taxation,
particularly graduated or other discriminatory taxation.
Either, if unchecked, can destroy Constitutional Liberty.
Of late there has been a strong tendency to give to
political officials and political bodies having no judicial
responsibility, the power to determine most important
questions affecting the liberty. of the citizen and even to
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make findings of fact binding on the courts. This alone,
if permitted, might well mean the end of Constitutional
Liberty. It is a striking example of how little the aver-
age citizen understands the complicated forces which
govern our complex civilization, that this movement has
grown almost unnoticed by the public. Fortunately it
seems likely that it has been or will be checked by the
courts. The opinion of the.court delivered by Mr. Chief
Justice lhughes in St. Joseph Stockyards Co. v. U. S.,
298 U. S. 38, ,0 L. Ed. 1033, 56 S. Ct. 720, is, in the
Author's opinion, one of the most significant and im-
portant opinions on behalf of Constitutional Liberty in
this generation. It should serve to settle permanently
the principal that the constitutional rights and liberties
of the citizen ainot be made to depend upon findings of
fact made, or other action taken by legislative, adminis-
trative, or other non-judicial bodies. It was held that
when the Legislature acts within its proper sphere of
legislative action, either by itself or by an agent, it may
make conclusive findings, provided the requirements of
due process of law are met. But it was further held that
when there is presented a question whether the constitu-
tional rights or liberties of the citizen have been in-
fringed, the courts have the right and the duty to con-
sider the facts independently, and determine for them-
selves whether such rights have been infringed. Among
other things the court said (page 685):

"The legislature cannot preclude that scrutiny
or determination by any declaration or legisla-
tive finding. Legislative declaration or finding
is necessarily subject to independent judicial
review upon the facts and the law by courts of
competent jurisdiction to the end that the Con-
stitilion as the supreme law of the land may be
maintained. Nor can the legislature escape the
constitutional limitation by authorizing its agent
to make findings that the agent has kept within
that limitation. Legislative agencies, with vary-
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ing qualifications, work in a field peculiarly ex-
posed to political demands. Some may be expert
and impartial, others subservient. It is n6t diffi-
cult for them to observe the requirements of law
in giving a hearing and receiving evidence. But
to say that their findings of fact may be made
conclusive where constitutional rights of liberty
and property are involved, although the evi-
dence clearly establishes that the findings are
wrong and constitutional rights have been in-
vaded, is to place those rights at the mercy of
administrative officials and seriously to impair
the security inherent in our judicial safeguards.
That prospect. with our multiplication of admin-
istrative agencies, is not one to be lightly re-
garded. It is said that we can retain judicial
authority to examine the weight of evidence
when the question concerns the right of personal
liberty. But if this be so, it is not because we
are privileged to perform our judicial duty in
that case and for reasons of convenience to dis-
regard it in others. The principle applies when
rights either of person or of property are pro-
tected by constitutional restrictions. Under our
system there is no warrant for the view that the
judicial power of a competent court can be cir-
cumscribed by any legislative arrangement de-
signed to give effect to administrative action
going beyond the limits of constitutional au-
thority."

Thus has the Supreme Court of the United States
magnificently performed (even if largely unappreciated)
its right and duty of preserving from one most dan-
gerous form of attack the constitutional rights and
liberties of the citizen. It is earnestly to be hoped that the
courts will similarly defend those rights and liberties from
the equally dangerous and destructive attacks now being
made and likely to be increasingly made in the future, in
the field of taxation, particularly discriminatory taxa-
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tion. By this statement there is not intended the slight-
est suggestion of lack of courage on the part of the
courts. What it is intended to suggest is how vitally im-
portart it is that the courts, as well as the public, be
made to realize the fact that present tendencies and poli-
cies in the field of taxation, particularly in graduated and
other discriminatory taxation, Will, if permitted by the
courts to be carried to their logical conclusion, inevitably
destroy Constitutional Liberty-probably our entire con-
stitutional system. If this can be made clear to the
courts, oneI may rest confident that they will do their
duty. But so complex is our economic and social system
that it is often difficult to understand and appreciate the
inevitable practical il'ects of particular taxation policies.
If justification be needed for a work like the present one,
it is hoped it will be found in the fact that the Author
has endeavored to analyze fundlamental principles and
show their application to some of the practical problems
of today. It is believed it is no exaggeration to state that
unless the courts understand and realize the inevitable
effect of present legislative tendencies in the field 6f taxa-
tion, and unless they fearlessly strike down taxing stat-
utes which infringe constitutional limitations and con-
stitutional rights, then our entire system is in grave dan-
ger of destruction.

Can our system, which consists on the one hand of
constitutional limitations upon the power of the Gov-
ernment, and on the other of correlative rights and liber-
ties of the citizen, long survive? We may hope but we
cannot know. Already it is showing the tremendous
strain and stress to which it is subjected. The old days
of a simple life and a simple social, economic, and finan-
cial system are gone, probably never to return. Will a
people like ours, great in number, non-homogeneous,
spread over a vast territory, with diverse and frequently
conflicting economic interests, long submit to those self-
imposed restraints which must be preserved and main-

55-633 0 - 86 - 8
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tained if our constitutional system is to survive? This
is the long-range view. The short-range and more
immediate question is this: Will the courts, even in the
face of popular clamor, firmly resist legislative encroach-
ments upon the limitations imposed by the Constitution
upon the powers of the Government particularly when
such encroachments are stealthy and are proclaimed
under the guise of promoting the General Welfare and
advancing Social Justice? This they must do if Con-
stitutional Liberty is to survive. Most immediate and
most pressing of all, will the courts stand firm in striking
down taxing statutes which infringe constitutional rights?
Will they do this, even in the face of the claim that the
Government needs the money which such statutes will
raise? This is the real crux of the question. If the
courts permit those in control of the legislative and
executive branches of the Government to tax without due
regard to constitutional limitations, particularly to im-
pose discriminatory taxes, Constitutional Liberty is dead.
Whatever forms may survive, the Government will be, in
fact, Absolute. Here lies our greatest and most imme-
diate danger. The tide today is setting toward that
shore. The only hope lies in revitalizing the oath,
solemnly taken by every judge of every court, to main-
tain and defend the Constitution of the United States.
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MAKING A BBTTHR FBDBRAL TAX SYSTEM

A Statement by
John C. Davidson

Founder, The Middle Income Lobby
Submitted to Members of

Committee on Finance, United States Senate

The Lobby has been founded to develop rational and responsible policy thinking from

a middle income perspective. The middle Incomes are the major taxpayers of America.

Por many years it has been evident that the Federal tax base Is too narrow. Mistakenly

some have believed this was due to personal tax deductions and exclusions so important

to the middle incomes. Reflecting this mistake, the dialog leading up to the release of

Treasury I was interlaced with expectations that the program would entail a substantial

broadening of the base of the personal income tax. It didn't and neither does Treasury

II,

It is the Federal tax base as a whole which is too narrow. There is excessive dependence

on the income taxes, corporate as well as personal. One result is too much potential new

capital sacrificed to government spending. Our new dependence on foreign capital accen-

tuates the urgency for enactment of the top tax rates of 35 percent on personal Income

and 33 percent on corporate income proposed by the President. The legislation should

provide for a real broadening of the Federal tax base. There is no reshuffling of income

tax burdens which could do this.

Despite all the protestations about no tax Increases, one-half of the Adminictration's

program Is composed of tax increases and the other half of tax reductions. It thus opens

wide the question of the nature of a tax increase package which would permit achievement

of the 35/33 percent top rates and related objectives while strengthening the Federal

tax system. To make this statement easier to digest, sections are numbered and entitled

from here on.
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I. The flat rate concept. Unless the base of the personal tax were to be drastically

narrowed, a single, flat rate of tax would crucify the lower and middle ranges of the middle

incomes. The proposed 15/25/35 rate schedule, a spinoff from the flat rate concept, is

neither the fairest nor the most rational way for achieving the 35 percent top rate.

Increasing the beginning rate of II to 15 percent, followed by two 10-percent rate jumps,

would aggravate the "hurdle" problem inherent in any progressive rate system. Adding

a fourth rate higher than 35 percent would shortchange the economic benefit from rate

re-structuring without resolving the hurdle problem.

2. A good tax system. A venerable axiom of tax policy thinkers is that there is no

such thing as a good tax but there can be a good tax system if immoderate rates of tax

are avoided by using all available tax methods.

3. A tax on net income. The point avoided by those who describe the personal income

tax as being full of loopholes, breaks and preferences is that from its beginning the tax

was Intended to be just what it is -- a tax levied on net income. Major deductions such

as but not limited to state and local taxes, interest, religious and charitable contributions,

medical expenses and casualty losses, and exclusions such as employee benefits and life

insurance buildup, are just as inherent in the system as are personal exemptions, Through

the years there have been advocates of transforming the tax Into one levied on gross income

but this has never caught on. By further substantial narrowing of the base of the tax at

the bottom, the program before you would limit the erosion of the "net income" concept

to provisions of the greatest importance to the middle incomes.

4. xcessive depeadence on income taxation. The Federal tax system Is not a good

tax system because of excessive dependence on the income taxes. Use of immoderate

rates, not just at the top but through the broad range of the middle Incomes, has character-

ized the personal tax through most years of Its existence. The rates of tax on corporate

Income have been beyond the realm of economic reason since World War U. These problems

can not be resolved by reshuffling tax burdens either within the separate income tax systems
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or between the two. Corporate income (profits) is the most uncertain, unpredictable and

variable as between companies and business groups of all economic factors and, hence,

Is the most unreliable source of tax revenues. Enacting top rates of 35/33 percent should

not be dependent on getting more revenue from this source.

The emphasis on corporations as taxpayers has inhibited Federal policy recognition

of the role in tax collecting which can only be performed by corporations and unincorporated

businesses. There is no more reliable source of revenue.

5. Base broadening. For more than three decades tax scholars have faced the problems

of excessive dependence on income taxation and the unreliability of the corporate tax

and have consistently come up with the conclusion that a value added tax, or VAr, is the

only solution. A frustrating reality, however, has been that a VAT probably would not

be enacted until Federal policy leadership becomes committed to results which could

not otherwise be brought about.

There seems little doubt that, perhaps given a little more time, a VAT will be enacted

as an add-on to spending reductions to reinforce the bi-partisen commitment for getting

the deficit under control, The Presidential commitment to bringing the top tax rates

down to 35 and 33 percent seems equally strong. The combination of top rate moderation

and deficit control could herald an era of strong economic growth which otherwise may

be unattainable. The base broadening reform of a VAT is the turnkey to it all.

6. What kind of a VAT? Here is the challenge. Maximum base means a minimum

rate. Without base-eroding provisions, a flat rate VAT will raise from $25 billion upward

for each percent of tax. It may be hoped that all of those who have advocated or have

been drawn Into support of the idea of broadening the base of the personal income tax

will transfer their interests and energies to enacting a maximum base VAT. The income

tax started out on the wrong foot insofar as a broad base is concerned. If we do not get

off on the right foot with a VAT, who knows what new base-eroding provisions and related

complications would be added through the years.
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7. The regressivity bugaboo. Scholars who so clearly have seen the national need

for a VAT too often have become little more than apologists for the concept when the

charge of regressive Is made. Instead of confronting the charge, they pull the rug on the

main purpose of a VAT by proposing all sorts of base-eroding provisions designed to alle-

viate the Impact on the lower Incomes.

Once upon a time taxes were thought of as being either progressive or proportional;

a tax with increasing rates on a common base was progressive and one with a single rate

on a common base was proportional. A century or so ago, the Scottish economist, Mc-

Culloch, commented that when the priciple of proportional taxation Is abandoned In favor

of progression, you are at ;ea without rudder or compass. Sometime, somewhere through

the years someone came up with the notion that the base for determining the incidence

of any and all taxes should be personal income. Thus, ipso facto, a proportional tax, on

Income or on any other base, became a regressive tax.

Applied to an entire tax system, such a creed would fulfill the Socialist dream of taking

in proportion to ability and giving In proportion to need. Universally applied at all levels

of government in a nation like ours, there would develop an ever-growing underclass of

people with no responsibility for their own welfare. Imagine, for example, providing credits

below given income levels for taxes on specific goods and services such as soft drinks,

not-so-hard and hard drinks, tobacco products, horse racing, lotteries and for the pass-

through Incidence of taxes on business property, business income and services such as

rentals. There would be no more reason to exempt specific items, such as food and drugs,

from a VAT than there would be to exempt the producers and distributors of such items

from the income tax.

The high beginning rates of the personal income tax make it necessary to forego extra-

tion of this tax from a great many of out citizens. By raising the bottom rate from II

to 15 percent, this situation would be aggravated under the Administration's program.
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As a general policy, however, It must be agreed that tax absolution Is an inefficient welfare

instrument.

We are morally obligated to help those who find it impossible to help themselves either

permanently or temporarily. In doing this through the expenditure route, we can exercise

control in distinguishing between the Indigent and the indolent. The great continuing

difference between many people in the lower and in the middle income levels is making

the effort. It would be much, much better to make adjustments In welfare payments

to reflect the higher incidence of indirect taxation than it would be to fail to realize the

full potential of a VAT free of any base-eroding provisions. The burden would be diffused

throughout all income levels instead of being disproportionately concentrated on middle

Incomes which happen when traditional deductions and exclusions are repealed or modified.

8. Tax rates and the middle income. Two factors aggravate the inevitable heavy

burden of income tax borne by the middle incomes. One Is the top rate. The other is

the point In the income scale at which the top rate cuts in.

The higher the top rate, the higher will be the rates through the middle incomes build-

ing up to the top rate. Other things being equal, therefore, the lower the top rate the

lower will be the rates through the middle Incomes. But, as is so evident In the Kemp

proposal for a flat rate tax, this can be carried too far. There is no way to narrow the

base of the tax at the bottom and consolidate all other rates into a single rate which will

not result in a very substantial relative increase of burden In the lower to middle ranges

of the middle incomes. The 35 percent top rate proposed by the Administration lessens

the problem but does not entirely resolve It. This is where the other factor comes into

play.

Speaking illustratively, if the top rate did not cut in below a million dollars, both the

average and the buildup of rates through the middle brackets could be very modest. We
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do not live in such a happy time. We can be concerned only with moderation. I urge

your consideration of a principle that the top rate of income tax should not cut in until

the threshold of the high income level Is reached. Considering that before the great Infla-

tion of the contemporary era a $50,000 income for a family was not thought of as high,

the threshold for the family today would be at least $200,000. For singles, It would be

half of that.

9. Tax fairness for the married. There was only one rate schedule until 1948. That

year, on the initiative of this Committee, the split income provision for married couples

was enacted. Each spouse paid tax on one-half of family income, using the existing sche-

dule. A new schedule was added for heads-of-households.

The split income provision recognized that marriage is a partnership and that the

contribution to the partnership is not determined by whether one or both spouses earn

income or how much each earns. This was the ultimate recognition of the homemaking

wife's contribution to a marriage.

In 1969, the split Income provision was emasculated. The question is how could it

have happened? I suspect that there are not too many around today who know the Rnswer.

As long as the law was administered as enacted, there was little or no public criticism

or complaints about it. Who would have dared! However, on what authority I have never

known, the Revenue Service in the 1950s began using a separate rate schedule for marrieds

incorporating therein the results of income splitting. The rate schedule formerly used

by all taxpayers except heads-of households was redesigned as applying only to singles.

This created a "perception" of discrimination against singles.

Resentments began to surface and flourish. A businesswoman, who through the years

had waged a vigorous fight against income tax withholding, became the most outspoken

and conspicuous of the claimants of discrimination against single taxpayers. Whatever

the weight of her influence compared with that of others, the Ways and Means Committee
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in 1969 initiated a substantial reduction in the rates paid by single taxpayers.

In 1969, openly living together without benefit of marriage was not vet conventional.

In a few years, however, the fact that two singles living together aired much better tax-

wise than two-earner marriages resulted in some married couples divorcing at the end

of one tax year and remarrying at the beginning of the next. To thwart an initiative in

the Congress to cope with the situation, the Reagan Adminsitration in 1981 proposed the

partial relief for two-earner marriages which was enacted into law.

The 1981 action was and Is a blatant discrimination against marriages In which one

partner is a homemaker. Only a return to income splitting will provide tax equality between

all married couples and between two-earner marriages and two singles living together.

Income splitting Is the ultimate "pro-family" provision.

10. Capital Gains. This Committee provided the leadership in 1978 for increasing the

exclusion for longterm capital gains from 50 to 60 percent. As evidenced by Treasury

I and other developments, perennial tax reformers persist in the view born in the doom-and

gloom of the great depression that capital gains are Income. They are aided and abetted

by the continued Inclusion of capital gains in the list of preferences under the minimum

Income tax. Their rhetoric centers on the gains realized by the rich and, by Implication,

dismisses the importance of gains to many people through all ranges of the middle incomes

and sometimes to people in the lower Incomes. Worst of all, In their obsession with the

view that gains are income, they blind themselves to the economic harm done by transform-

ing capital into government spending.

In a statement presented In the Ways and Means Committee's hearing on July 31st,

I explore the source of the tax reformer's addiction to taxing gains as income and, I believe,

successfully discredit it. Entitled "Perspective on Taxing Capital Gains", with some revision

the statement is attached as Appendix A. The conclusion is that the economic benefits

from enacting top tax rates of 35 percent on personal Income and 33 percent on corporate

income would be substantially enhanced by Increasing the exclusion from 60 to at least

70 percent and by removing gains from the minimum Income tax.
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II. Ending a grossly wrong tax. For reaf.ons set forth in my writing under this title,

attached as Appendix B, the tax on Social Security benefits enacted in 1983 under conditions

of extreme stress and without adequate exposure to public analysis and discussion should

be repealed without further delay. In some cases, taxpayers without taxable income are

liable for tax on one-half of their benefits.

12. Facing Social Security COLAs. Social Security Is an inter-generational program

but financing COLAs for whatever Federal programs is totally an Intra-generational matter.

No matter how unintended inflation may be, only the government through acts of

commission or omission causes it and only the government can end it. Like all other Federal

COLAs, therefore, those for Social Security benefits should be financed out of the general

revenue and not by charges against the Trust Fund.

The Middle Income Lobby
P.O. Box 150
Leonardtown, MD 20650
(301) 475-5213
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MAKING A BETTER FEDERAL TAX SYSTEM Appendix A

PERSPECTIVE ON TAXING CAPITAL GAINS

A Statement by
John C. Davidson

Founder, The Middle Income Lobby

It has been a long time coming, but finally there is a national consensus on our nation's
problem of under-saving. Undersaving and under-accumulation of capital are the same thing.
The nation's stock of capital is not growing fast enough to underwrite optimum conditions
of economic growth, productivity and job creation. In their deliberations, the tax writing
cummittees face the question of the economic nature of capital gains. I urge it be recognized
that gains are part of capital. This means that any taxation of gains is in fact a tax on capital.
The taxation converts capital into government spending.

Since 1969, tax law has labelled capital gains as being income. This labelling has not
been withdrawn despite the economic wisdom displayed by the Congress in 1978 when it
Increased the exclusion from 50 to 60 percent. The labelling is the designation of capital
gains as a preference under the minimum income tax. Intended or not, this amounts to legis-
lative validation of the claim that capital gains are income; a claim which lacks any substan-
tive support. One result is a license for high income bashing on the percent of income taken
in income taxation. Including gains as income significantly lowers the percent and misin-
forms the media and the public as to effective rates of tax on real Income up the income
scale.

Why did it happen in 1969 and why has not the dialogue on taxing capital gains broken
away from such inaccurate and unfair labelling? The answer does not seem to have been
openly discussed in legislative hearings and floor debates. It largely reflects long-ago thinking
of Just one professional as undated and energized by another.

The first, the late Henry Simon, distinguished Professor of Economics at the University
of Chicago, lectured in the 1930s that capital gains are part of income and should be taxed
as such. Perhaps not too consciously, the Professor like many if not most economists in
the doom-and-gloom of the Great Depression was caught up in the belief that the Depression
resulted and persisted from over-saving and under-spending-Just as Fabian Socialists had
prophesied in the 19th Century.

The over-saving complex 1,ung on in liberal economic thinking for decades after the 1930s.
But I t remained for the second professional, now deceased Stanley Surrey, Law Professor
and Assistant Secretary of the Treasury during the Kennedy and Johnson Administrations,
to install the Simon dictum as the linchpin of the tax reform movement. In his 1959 paper,
"Definitional Problems in Capital Gains Taxation," which became basic to the movement,
he simply accepted what Professor Simon had said as though it wes incontrovertible in any
period. The movement achieved the first step toward Its goal in the 1969 enactment of
the minimum income tax with capital gains listed as a preference.

I was well acquainted with Professor Surrey during his work in Washington. He would
not engage In in-depth discussion on the economic impact of tax proposals and policies, always
deferring to answers provided by economists in his orbit. And, on the nature of capital
gains, the economists always relied on what Professor Simon had said even then so long ago.

It would be harsh Judgement to believe that, if the distinguished economist had lived
into these times, he would still say that capital gains are a form of income and should be
taxed as such. Having no doubt that the esteem in which he was held by his colleagues and
students was warranted, I believe he would now reject the doctrine of over-saving. He surely
would be in the vanguard of those urging that greater saving and investing Is critical to realiz-
ing the optimum economic conditions we all want.
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There are some who will continue to resist seeing the connection between national under-
saving and the labelling and taxing of capital gains as income. The phrase "capital income,"
contrived to say something which just is not so, serves to encourage the resistance. The
connection is unavoidable, however, when we start with the buyer instead of the seller of
an asset.

If the accumulated capital of A, a prospective buyer, were subjected to a capital levy,
the amount taken obviously would be a subtraction from the nation's capital supply. While
we shudder at the thought of such a tax In America, we have one disguised as a tax on income.
When A uses his capital to buy an asset from B, it Is the same capital which then becomes
subject to the gains tax. The tax in reality is a capital levy measured by the gains. The
subtraction from the nation's capital supply Is the same whatever the name given the tax.

The tax writing committees are considering enactment of top tax rates of 35 percent
on personal income and of 33 percent on corporate income. Carefully crafted, such rates
Inevitably will enrich the spirit as well as the substance of economic go-power. Both would
be substantially enhanced by increasing the capital gains exclusion from 60 to at least 70
percent and by removing gains from the minimum Income tax. 3est of all but perhaps not
for now would be the end of anything more than nominal transfer taxation of capital gains.

July 31, 1985 THE MIDDLE INCOME LOBBY
Revised Oct. I, 1985 P.O. Box 150

Leoanrdtown MD 20650
(301) 475-5213
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MAKING A BBTTBR FEDERAL TAX SYSTEM Appendix B

ENDING A GROSSLY WRONG TAX

In the June 27 rh "Washington Post", House Speaker Thomas P. O'Neill was reported to have
suggested Increasing the base for taxing Social Security benefits from 50 percent to 85 percent
of the affected taxpayers' total benefits.

This report seems to confirm what sources have stated, namely, It was the Speaker's Insis-
tence which got the tax enacted in 1983. At the time experts were claiming that either bene-
fits had to be reduced or revenues increased to keep the system solvent. The innovative fea-
ture of the tax was that the proceeds would go directly Into the Social Security system instead
of into the general revenues of the government. Before the end of 1984, however, it had become
evident that the advice causing the enactmerc had been just plain wrong--the avetem was not
faced with insolvency. Presumeably in recognition of this fact, the Speaker's June concern
was In increasing the flow of the System's surplus Into financing the general budget deficit.

There could be no doubt that It was with the greatest reluctance even excruciating pain
that most members of the Congress voted to tax a segment of Social Security benefits. Even
so, there also could be no doubt that few If any of the members had any Inkling of how grossly
discriminatory and wrong the enactment was, The record discloses no objective analysis
of how the tax would work. If such an analysis had been available, it would be safe to say
that the tax never would have become law. Since the Social Security system does not in
fact need the revenue to ward off insolvency, there is no case whatsoever for continuing
the tax.

Most of the millions of taxpayers immediately and prospectively affected by the tax did
not realize what they were in for until this year when 1984 tax returns and 1985 estimates
of tax became due. The first political test of the tax therefore could not come until the 1986
Congressional elections. If the tax is to be repealed, the best time to do it is quickly so that
the affected can reduce their estimated tax payments and begin to wind down from their
smoldering rage.

The question was not and is not whether Social Security benefits should be taxed like other
pensions. That is not what was done In 1983. The pros and cons on this Issue do not seem to
have been examined in any depth. Even if such an examination should lead to agreement that
the benefits should be taxed, the 1983 enactment would serve only as an example of what to
avoid. The Speaker does not seem to understand that the tax was totally wrong and unaccept-
able even when perpetrated In confronting a perceived emergency. The tax was wrong not
just because the estimates of pressing need were wrong. Even if those estimates had been
right, the enactment was wrong without any redeeming feature.

Social Security Is an inter-generational transfer system. The principle of working people
earning rights to related future benefits makes it a pension system which Is under the dominion
of government, but not part of regular government operations. It is In contrast with other
national pension systems essentially based on state largesse.

The 1983 tax undermines the foundation of our system. It Is not a tax in the normal sense,
but is a device for benefit redistribution within the system abrogating earned and established
rights of the affected beneficiaries. Contrary to the principle on which Social Security was
founded, the exaction is an ntra-generational transfer of benefits rights-a taking from a
minority of beneficiaries to bolster the payment of benefits to the majority.

Seemingly to avoid Immediate public understanding and controversy, the tax was wrongly
and deceptively labelled as applying only to the "higher Incomes". Actually, the exaction takes
hold in the transitional zone between the lower and middle incomes. The great burden falls
on the lower range of middle income beneficiaries.

The tax is wrong because it introduces a "needs", "means" or "welfare" concept In redistribut-
ing benefits based on earned rights. It is absurbly wrong In casting beneficiaries In the upper
ranges of the lower Incomes In a "disadvantaged" role. It Is wrong to establish a double standard
for taxing different kinds of pensions. All but Social Security are taxed where taxable income
begins after prevailing exemptions and deductions.
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Other pensions and other forms of income are protected from tax by exemptions and deduc-
tions which reduce adjusted gross income to taxable income. The tax on benefits is wrong
because It denies this protection to the affected--a denial even more devastating In cases
than a hardcore tax reformer's fondest dream. Specifically, one-half of the benefits of marrieds
are taxed If and to the extent their adjusted gross incomes plus one-half of their benefits exceeds
$32,000. This means that, in some cases involving illness, business losses and casualties, the
affected will have zero taxable income, but will be liable for tax on one-half of their benefits.
A good guess would be that considerably more than half of the affected beneficiaries will have
taxable Incomes ranging from $18,000 down to $12,000 or less. This accentuates the deception
in labelling the tax as applying only to the higher Incomes.

The tax is wrong because it provides a substantial inducement for living together without
marriage and for tax-saving divorces. One-half of the benefits of singles are taxed if and
to the extent their adjusted gross incomes plus one-half of benefits exceed $25,000. This means
that with equal AGIs and taxable benefits of $4,000 each, two singles living together would
not be fully taxed on the benefits until the aggregate reaches $58,000. A married couple with
$8,000 in taxable benefits would be fully taxed on the benefits when their aggregate reaches
$40,000.

The tax is wrong because it results in double taxation when a Social Security beneficiary
on the threshold of Social Security tax liability receives additional income from another
source. As examples, the income could be earnings from part time work or Interest or
dividends from an Inheritance or gift. Until one or the other runs out, each dollar of tax
on the income is matched by a dollar of tax on the benefits.

The abrupt effectuation of the full burden of the tax was wrong because it departs from
the honored rule that any such change become effective only prospectively and gradually.
Imagine a similar dishonoring of the rule with respect to ending Federal pensions at 55 without
actuarial reduction.

It Is a tax without a single virtue or any Justification. Neither amendment nor revision
could rectify the inherent wrongness of the enactment. It should have been repealed
effective January 1, 1984. Its repeal should now take place effective January 1, 1985.

Revised October 1, 1985 John C. Davidson,
Founder, The Middle Income Lobby
P.O. Box 150
Leonardtown, MD 20650
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ASSOCIATION OF FLIGHT ATTENDANTS STATEMENT, ON
ADMINISTRATION'S TAX REFORM PROPOSALS

The Association of Flight Attendants, AFL-CIO, representing

21,000 middle income flight attendants in the airline industry,

endorses some of the Administration's proposals which promote

equity and progressivity in the tax structure for working people.

For example, raising the personal exemption and increasing the

zero bracket amount will rightly lift the tax burden from many in

poverty.

We strongly object to other proposals, however, which, by

the Administration's own calculations, will shift more of the tax

burden onto middle income workers -- such as flight attendants,

while reducing the tax burden for the most wealthy. Specifically

we oppose the following proposals:

- eliminating the second-earner deduction

- changing childcare credit to a deduction

- instituting a tax on employer-provided health insurance

- instituting a tax on worker compensation

- instituting a tax on unemployment benefits

- eliminating deduction for state and local taxes paid

- imposing an additional tax on early distributions from

retirement plans



236

repealing the 10-year averaging of lump-sum dis-

tributions from retirement plans

eliminating the special recovery rules for qualified

plan distributions

Each of these issues will be discussed in turn.

Second-Earner Deduction and Child Care Credit

Despite the President's description of his proposals as "the

strongest pro family initiative in postwar history", several of

the proposed reforms penalize working families and ignore the

fact that the number of "traditional" families with working

husband and non-working wife is now equalled by single parent

families, and is outnumbered by two-earner families two-to-one.

The predominately female flight attendant population

reflects this national trend: more than 60% of our flight

attendant members are married, and more than 40% have children.

Flight attendants are middle-income Americans who work hard

because of economic necessity to support themselves and their

families; they must make private arrangements for child care

since their airline employers do not provide it as a benefit.

The Administration's reforms penalize working families by

1) eliminating the second-earner (marital) deduction and

2) changing the current dependent care tax credit into a

deduction.

- 2 -
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The marital deduction was instituted only three years ago as

a step to ards tax equity for working couples who suffered a

"marriage penalty" for filing together, particularly those of

moderate income where both spouses earned about the same salary.

The marriage penalty resulted from a working couple's

greater share of nondeductible employment-related expenses than a

one-earner couple, and from the lower zero bracket amount for a

married couple than for two single taxpayers.

The Administration would reinstate this marriage penalty by

eliminating the second-earner deduction which currently reduces

the inequitable impact toward married couples of the proposed

zero bracket amounts.

Changing the tax treatment of child care expenses from a

credit to a deduction is particularly regressive. Current law

recognizes that the greatest benefit should be provided to

low-income people. Thus under current regulations, a sliding

scale allows a maximum credit of 30% of expenses up to $2400 for

one child (or $720) for an adjusted gross income of $10,000 or

less, declining to 20% (or $480) for those with an adjusted gross

income greater than $28,000.

By contrast, the proposed change from a credit to a

deduction would provide the greatest benefit to those in higher

income brackets. This would occur for two reasons: for

non-itemizers who tend to fall at the lowest income levels, it

will be more difficult to use the deduction, and the deduction

- 3 -
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will be worth more to those itemizers at higher income levels.

The Administration is proposing that married couples with taxable

incomes between $4,000 - $29,000 would receive a 15% deduction

while those above $70,000 would receive a 35% deduction.

In human terms, this means that a flight attendant head of

household earning a gross income of $20,000 who has one child in

day care, who rents her home and thus does not itemize her tax

return - will not benefit at all from the child care deduction.

She will lose the entire $600 credit now available to her.

On the other hand, a working couple with gross income of

$65,000, who has one child in day care, would receive a deduction

worth $600.

This proposal can hardly promote fairness when the low

income non-itemizer receives no benefit while the highest income

family receives the greatest benefit. The Administration admits

that the proposed deduction "is relatively less favorable to

low-income families than is the current credit." We are offended

by the Administration's rationale for the proposed change: that

dependent care expenses should be treated as any other business

expense. Child care costs borne by working parents are different

from business lunch expenses. Child care expenses are shouldered

by young dual-earner families and single parents who must

purchase private child care services in order to work because the

U.S. lacks a coordinated government-sponsored day care system.

- 4 -
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For lower-income working couples who would derive little or

no benefit from the child care deduction, loss of the current

child care credit would create a disincentive for the lower-

earning spouse to work.

The tax code should reflect a national social policy which

supports working families and their children. The dependent care

credit was a step in the right direction -- changing the credit

to a deduction would be a serious step backwards.

Employee Health Insurance

We strongly oppose the Administration's continuing attempt

to impose a tax on employee health insurance benefits. The

current proposal to tax the first $25/mo. employer-paid premiums

for family coverage or $10/mo. for individual coverage is just as

onerous as the earlier Treasury proposal to tax employer-provided

health premiums above a monthly cap.

This proposed tax on employee health benefits would be

regressive -- impacting most heavily on lower wage earners for

whom the additional $300 per family or $120 per individual com-

prises a larger portion of total annual income. By the

Administration's own estimates, employer contributions represent

19% of income for workers making less than $10,000 compared to

only 14% of income for those making $200,000 or more. In addi-

tion, 60% of the additional tax liability from this proposal

would be borne by families with incomes below $50,000, while only

- 5 -



240

6% would be shouldered by families with incomes of $100,000 or

above.

The Administration may view the $300/$120 annual floor to

pose a negligible tax burden. If the proposal were to become

law, however, it would sanction employee health insurance as a

tax target and would invite future tax reformers to raise the

floor or remove it altogether whenever more tax receipts were

needed.

In examining these benefits Congress is not dealing with

frivolous "perks" or gimmicks to shelter income, generate phony

losses or otherwise reduce the taxes of a privileged few. These

measures are for the most part long-standing economic buttresses

of the tax code, that affect millions of workers and are widely

distributed.

Taxing health insurance premiums would result in several

negative consequences.

First, families that cannot afford the new tax on health

insurance coverage may opt out of employer plans and be forced to

seek inferior coverage in an individual policy. This would

result in increased premiums for those who remain in the plan.

Over the past several years employers have, through

increased deductibles and co-payments, transferred increasing

health care costs to their employees. Compounding this burden

with more taxation will cause a significant portion of the

population to drop insurance coverage. Because insurance

- 6 -
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succeeds on economies of scale through large "group" plans,

employee benefit plans would "starve to death" within a few

years, and the cost to the remaining pool of those covered would

be driven sky high.

Of those remaining, many would be older workers who tend to

use the benefits more. The costs to them will be prohibitive.

The Administration fails to take into account that many of our

senior citizens have continued medical coverage provided by their

prior employer as a retirement benefit. The proposal would

unfairly shift the tax burden towards these older people.

Second, a tax on health benefits will have a dispropor-

tionate impact on certain urban areas and geographical regions

where medical costs are especially high. Workers in high cost

areas may reach their cap on the same level of benefits before

workers in low cost areas.

Taxing health insurance premiums is a poor mechanism to

generate tax revenue, and could actually result in increased

government spending to fill the gaps left by weakened private

benefit plans.

* Every time the government needed revenue, this floor

would be raised.

As employees opt out of employer programs to avoid

paying taxes, leus taxes will be collected.

- 7 -
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The level of health benefits will decrease as tax

preferences for health plans are eliminated or reduced.

Pressure will mount for government to expand existing

benefit programs or establish new programs to fill the

gap left by weakened private programs. The cost of new

or expanded government programs would ultimately

overshadow the revenue foregone under the current tax

rules for employee benefits.

Finally, this proposal ignores the fact that employers are

allowed a business deduction for providing these benefits.

Apparently the Administration rightly feels that to reduce the

incentive to provide these benefits by an action such as reducing

the corporate deduction, would have a negative impact on the

corporations as well as the health of the population as a whole.

But it does not consider the negative impact visited upon the

individual-taxpayer to be very significant. This is fairness?

Unemployment Compensation, Workers' Compensation

We strongly object to the Administration's proposals to make

unemployment compensation fully subject to taxation, and to

repeal the present tax exemption on worker's compensation.

Unemployment insurance benefits provide essential income to

workers who continue to suffer severe job and income loss. Above

certain thresholds, such benefits are already taxed, adding to

the hardship of being unemployed and diminishing the program's

intended use as an economic stabilizer. The suffering of

- 8 -
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unemployed workers should not be compounded by increased taxation

of their unemployment benefits.

Due to the lingering effects of deregulation of the airline

industry, many airline employees have been laid off over recent

years. Renewed fare wars, grounded aircraft, or another reces-

sion may quickly place many flight attendants and other airline

employees on the unemployment rolls again.

Workers' compensation benefits are already inadequate to

meet the needs of disabled workers and their families. In most

states the benefit level is only sixty-six and 2/3 percent

(66 2/3%) of the average weekly salary. Taxation of these

benefits would widen the gap between payment levels and income

levels required to maintain decent living standards. It would

not be fair to add to the burden of injured workers that need

these payments.

State/Local Tax Deduction

We oppose the proposed elimination of the long-established

deduction for state and local taxes. For homeowners, who tend to

itemize, this proposal would obviate the combined effects of the

increased zero bracket, higher personal exemption and flatter tax

brackets, and result in a higher - not lower - tax bill. For

example, under the proposals, married homeowners earning $55,000

gross income who pay average state and local taxes of 6% will pay

an additional $825 more in taxes because of the elimination of

- 9 -
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this deduction. A similar couple earning $45,000 would pay an

additional $675.

Their net tax bills will be higher than under current law by

$513 (9.1%) and $274 (6.6%) respectively, despite the mitigating

effect of some of the progressive proposals. For those living in

high-tax states, such as California and New York, the impact

would be even more severe.

Contrary to Administration arguments, the current deduction

for state and local taxes benefits a majority of married couples,

including more than 3 out of 4 median income families, according

to IRS figures.

The Administration argues that taxpayers who are burdened by

the elimination of this deduction can choose lower state and

local taxes through the electoral process or through relocating

to lower tax areas. The long term result would be weakening of

the state and local tax base. This translates into cutbacks in

public services: education, fire and police protection, aid to

dependent children, Medicaid, highway repair, etc. Consider the

cruel ironies of this proposal:

it would most hurt states which have higher-levels of

taxation and spending due to their higher level of

public responsibility, and/or their disadvantaged

populations which require more public services.

it would penalize state and local governments for

providing high levels of public services at the same

- 10 -
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time the Administration has been trying to shift

responsibility for public service from the Federal to

the state and local level.

it would erode state and local tax bases at a time when

state and local governments are facing growing fiscal

strains due to recent curtailment of many Federal aid

programs coupled with the increasing needs of a growing

elderly population and a mini-baby boom.

The impact of this proposal can hardly promote "fairness".

To suggest that the alternative to a higher Federal tax should be

cutbacks in essential state and community services reflects

callousness and inconsistency on the part of an Administration

which had appeared to foster federalism.

Pensions

In the area of pensions, the Administration proposes several

significant changes to which we object. We will treat each of

these issues separately.

First, the proposal would impose a 20% tax on the taxable

portion of most distributions made from a tax favored retirement

plan prior to the participant's death, disability, or attainment

of age 59 .

Many retirement plans offer early retirement before age

594 - often at age 55. These programs recognize both the

changing nature of the workforce zs well as the economic

- 11 -
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environment. In addition, many plans allow for early retirement

at age 50 with 10 years of service. Many companies also offer

special bonus programs, "$15,000 Early Out Benefit" for anyone

with five years of service for example. The advantage of such

bonus programs, to the companies is "reduced labor costs."

Due to economic realities in the airline industry, employers

have pressed for -- and we have sometimes agreed to -- "early

out" programs where more senior workers are encouraged to leave

the workforce. In some cases, the resulting cost savings may

have made the difference between an airline's bankruptcy and

continuing operations. Senior employees think long and hard

before choosing an "early out," or an early retirement. An

additional tax on the benefit might discourage employees from

using these programs.

The Administration clearly failed to consider the impact its

proposed tax would have upon benefits for the many employees who

are covered by such early retirement programs, and upon those who

choose early retirement thus allowing younger workers to remain

employed. They also failed to recognize that most early retire-

ment benefits have been subject to an actuarial reduction.

Second, the tax reform proposals would also repeal the 10

year averaging of lump sum distributions as well as eliminate the

special recovery rules for qualified plan distributions. The

-three-year recovery rules were originally designed so that any

portion of a pensioners' retirement benefit that is attributable

to his or her contribution would be received tax free. This is

- 12 -
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because her contribution, when made to the plan, was made with

after-tax dollars. To repeal these rules results in double

taxation.

The 10 year averaging rules were designed to spread taxable

income from a lump sum distribution over a period of time. This

softens the prohibitive tax burden which would otherwise be

impose upon many senior citizens who are on a fixed income. It

also protects many workers whose plans terminate and also those

whose retirement benefit is so small that it is more economical

to them to receive a lump sum.

These rules were designed to help the pensioner in the first

few years of retirement which traditionally are the most finan-

cially and emotionally unsettling. To eliminate these dis-

tribution rules only buries the pensioner in a deeper hole with

inflation being the ever constant shovel.

Another problem with the proposal is that it fails to

recognize that pension plans, as well as other employee benefit

plans, are already subject to stringent rules imposed by the IRS

and ERISA which must be met in order to qualify for tax favored

status. These rules are designed specifically to prevent dis-

crimination and promote equity in the retirement savings arena.

One final point must be raised. The Employee Benefit

Research Institute has concluded that pension funds now

constitute 29% of the publicly traded equities in America, affect

the financial security of 75 million Americans and thus fuel

- 13 -
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growth and job creation in all segments of the economy. To

impose more rules and administrative burdens may deter many

employers from continuing these programs altogether, would hurt

capital markets and hinder formation of capital, much to the

detriment of the nation as a whole.

The Administration's plan hardly promotes fairness for

working people when, by its own calculations, it shifts the -

individual tax burden onto middle income families while reducing

the tax burden for those earning $200,000 or more. The proposals

will, in fact, result in a higher tax bill for many middle-income

flight attendants, according to our estimates (See appendix).

This statement discusses specific proposals which are regressive

and which would in many cases, offset some of the plan's progres-

sive features such as the increased personal exemption and

increased zero bracket.

We urge Congress to fashion a truly progressive package

which will ensure that corporations and high income individuals

pay their fair share of revenues. Tax reform for the sake of

"simplicity" cannot promote "fairness" if it is achieved at the

expense of low and middle income workers.

- 14 -
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- Appendix -

Estimated Ilapact of Administration's Tax Reform
Proposals on Flight Attendant with Gross Income of $25,000

(;robs Income
flight _Attendant spouse

Filing
Status

$25,000 $ N/A Single No

" "" Yes

Head of N,.
Household

I I " Yes

20,000 Joint

30,000

Child in Net Change in Tax Due
izer Exemptions Day Care $

1 N/A $ -514 - 13%

1 - 44 - 2

1 1 -250 - 9

0 - 1 -0.1

2 1 +166 4- 11

2 N/A +274 + 7

3 0 +47 + 1

3 1 + 81 + 2

2 0 +513 + 9

3 0 +318 + f

3 1 +198 f 4

Assumptions:

Itemizer's First Mortgage Interest: 13% x 1.8 x gross income

IRA Contributions: $1000 (single), $500 (head of household,
$1000 ($25,O00/20,000 gross income couple),
$2000 ($25,000/30,000 gross income couple)

Charity Contribution: 2% x gross income except 1% gross income for single
Child Care: filer currently takes maximum allowable credit, and will take

maximum allowable deduction under proposals
State Tax Rate: 6%
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STATEMENT OF HON. BILL BONER (D-TN)

BEFORE THE SENATE FINANCE COMMITTEE

IN SUPPORT OF SECTION 190 OF THE INTERNAL REVENUE CODE

PROVIDING A DEDUCTION FOR THE REMOVAL OF ARCHITECTURAL BARRIERS

TO THE DISABLED AND ELDERLY

OCTOBER 1985
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Mr. Chairman and Members of the Committee:

I would like to thank Chairman Packwood and the Members of

the Finance Committee for giving me this opportunity to present a

statement in support of retaining the deduction for the removal

of architectural barriers to the disabled and elderly.

This deduction, known as Section 190 of the Internal Revenue

Code, allows businesses to receive up to a $35,000 deduction for

removing architectural barriers and making their places of

business accessible to the disabled and elderly. Under current

law, the deduction is scheduled to expire at the end of this year

and the President, in his tax reform package, has recommended

that it not be renewed.

While I share the view that the tax code should be fairer

and less complex, I also believe that the code can and should be

used to encourage activities that would not otherwise be

undertaken. I believe that one of these activities is improving

accessibility for the disabled and elderly to places of business,

commerce, and employment. This goal is consistent with the

policies toward citizens with disabilities enacted by Congress

over the past 20 years.

Between 1968 and the present, the Congress has passed

several laws aimed at enhancing the quality of life for elderly

and disabled Americans. The centerpiece of these efforts was the

enactment of the Rehabilitation Act of 1973, which in essence

afforded these individuals greater protections and opportunities.
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Underlying the Rehabilitation Act and other laws assisting

the disabled and elderly is the concept of access - access to

education, to employment, to public facilities and services, to

transportation, to housing, and to other resources needed by

disabled and elderly Americans to realize more fully their rights

as citizens and their potential as individuals. Architectural

barriers are obstacles that limit opportunity, restrict choice,

frustrate self-help and, in many ways, promote discrimination and

ignorance of the disabled and elderly.

The effort to remove barriers in the physical environment is

a relatively recent one. The focus at the national level can be

dated back to the 1958 President's Commission on Employment of

the Handicapped. In 1961, the American National Standards

Institute (ANSI) issued standards and minimum requirements for

structures such as walkways, parking spaces, ramps, floor

surfaces, stairs, mirrors, water fountains, public telephones,

control identifications, and warning signals.

These ANSI standards generated considerable interest in the

architectural barriers problem, although compliance with them was

completely voluntary. Not until 1968, with the passage of the

Architectural Barriers Act, did the federal government begin

efforts to ensure that certain public buildings be designed and

constructed so as to be accessible to the physically disabled.

Within the private business sector, market or economic

forces alone will not remove these barriers. Without incentives

such as the one provided by the Section 190 deduction, businesses
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are reluctant to incur the expenses necessary to make their

buildings accessible. Because the great majority of our nation's

population have little, if any, difficulty gaining access to

offices and other buildings, businesses have little incentive to

accommodate the disabled and elderly. This realization led

Senator Bob Dole and other Members of Congress to work to enact

as part of the Tax Reform Act of 1976 a deduction for the removal

of architectural barriers. Since that time, Senator Dole and

other Members, including myself, have worked to renew and extend

this deduction.

Members of this Committee are well aware that improvements

in medical science have increased the number of disabled and

elderly persons in our society. In the case of older

Americans, we have added years to life. But our nation has only

just begun to pursue policies to add life to those years. Thus,

when we deny access to places of employment and commerce, we deny

the disabled and elderly the opportunity to lead full and

independent lives. To achieve the goal of improved

accessibility, I believe that a joint federal-private partnership

is necessary and that Section 190 provides such a cost-effective

partnership.

At minimum, I respectfully request the Committee to consider

a longer extension of the Section 190 deduction than has been

previously provided. In addition, I request the Committee

include a reporting requirement so that Congress can evaluate the

extent to which the deduction is used. I discovered last year

55-633 0 - 86 - 9
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that the Internal Revenue Service does not have the ability to

tell Congress how many businesses have used the deduction.

in closing, I would like to repeat my view that the

assistance and incentives the federal government can encourage

through the tax code can make the difference as to whether the

disabled and elderly can find jobs suited to their talents and

opportunities suited to their needs. Because Section 190 is the

only fiscal inducement to private businesses to make their

facilities accessible, I encourage the Committee to incorporate

it into the tax reform measure that you soon will be drafting.

Thank you.
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OVER 60 YEARS OF SERVICE TO INDIVIDUALS WITH DISABIUTIES

Office of Governmental Affairs

October 23, 1985

Honorable Bob Packwood, Chairman
Senate Finance Committee
Room SD-219
Dirksen Senate Office Building
Washington, DC 20510

Attention: Ms. Betty Scott-Boom

Dear Mr. Chairman:

I am writing with regard to S. 887, to amend the Internal
Revenue Code of 1954 to extend the deduction for expenses in-
curred in connection with the elimination of architectural and
transportation barriers for the handicapped and elderly through
1989.

I respectfully request that this statement be included in
the hearing record with respect to hearings that the committee
has been holding on tax reform.

For over 65 years, the National Easter Seal Society has
provided health and social services to children and adults with
physical disabilities. Last year, Easter Seals served over a
million people nationwide. The Society has focused its programs
not only on the individual with a disability, but on the environ-
ment in which he or she must function. The National Easter Seal
Society recognizes that the benefits received by disabled persons
from our treatment centers are fully realized only when these
persons are able to participate in the mainstream of life.

The Easter Seal Society has a long history of involvement
with accessibility for people with disabilities. Many years ago,
a grant from the Easter Seal Research Foundation to the Universi-
ty of Illinois resulted in development of design specifications
for making buildings accessible. These specifications were ap-
proved by the American National Standards Institute in 1961 and
became known as the ANSI Standards. Today, these specifications
are referenced by building codes, laws and regulations at local,
state and federal levels. The Easter Seal Society responds to
questions from architects and designers on almost a daily basis.

1350 NEW YORK AVENUE, N.W. 0 SUITE 415 0 WASHINGTON, D.C. 20005 0 (202) 347-3066



256

In its continuing advocacy role on behalf of the disabled,
the National Easter Seal Society initiated a program, "Design for
Accessibility", to help the business community understand the
techniques for making buildings accessible to persons with disa-
bilities. The program was conducted at conventions of more than
fifty organizations during a two-year period. The program was
undertaken under the sponsorship of private corporations.

Our experience in the area has convinced us that accessible
designs are helpful not only to persons with disabilities. Ac-
cessible design is of benefit to all segments of the population,
including the elderly, pregnant women, the very voung in strol-
lers, and those with temporary disabilities. Accessible design
to accommodate everyone will allow persons with disabilities to
participate in the mainstream with all segments of the popula-
tion. The Easter Seal Society is being called upon more and more
frequently by agencies serving the elderly to assist in insuring
that older persons receive consideration in the field of accessi-
bility. Several corporations have indicated that accessible
accommodation could allow them to continue the employment of
older persons. As the U.S. population continues to grow older,
the need for providing accessibility in the workplace for the
elderly as well as the disabled becomes more of a priority. A
statement published by the Architectural and Transportation Bar-
riers Compliance Board indicated that "by the year 2000, when
World War II baby boom individuals become the senior boom, there
will be one physically disabled person for every able-bodied
one". While there are laws and regulations for accessibility,
there continues to be a need for other incentives to provide a
more humane environment, not just for persons with disabilities,
but for all of the population.

The National Easter Seal Society was an early supporter of
the tax deduction for the elimination of architectural and trans-
portation barriers to the disabled and elderly. The Society was
disappointed when the deduction failed to be extended and expired
on December 31, 1982. Both National Society and its affiliates
across the country actively supported reinstatement of the deduc-
tion and were pleased that the deduction was included in the Tax
Reform Act of 1984. We appreciate the efforts of this Committee
in that regard.

Tax considerations can often be an important factor in
business decisions. Obviously, businesses will have a greater
incentive to make their facilities accessible if they are permit-
ted to deduct the expenses incurred in doing so in the tax year
in which they are made. The deduction should be particularly
helpful to small businesses that have limited resources to make
this kind of capital expenditure. While the National Society
supports S. 887, we would urge that the bill be amended to re-
flect language included in H.R. 1458 introduced by Congressman
William H. Boner. Representative Boner has included a Reporting
Requirement whereby the Secretary of the Treasury shall report to
the Congress not later than January 1, 1991, the number of tax-
payers taking the deduction, and the average amount of the deduc-

2
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tion, provided by Section 190 of the Internal Revenue Code of
1954 for the most recent taxable year for which data are avdil-
able. To date, it has been impossible to determine the number of
businesses that have used the deduction. This new provision will
enable Congress to assess the value of the deduction. The lack
of such a reporting requirement has been a major weakness in the
present provision.

The federal government has an important role to play in
making our businesses and transportation facilities accessible.
Congress demonstrated a commitment to the disabled and elderly
when it adopted a Concurrent Resolution in 1975 that reads, in
part, "Therefore, it shall be national policy to recognize the
inherent right of all citizens to the full development of their
economic, social and personal potential regardless of their phys-
ical disability through the free use of the man-made environ-
ment." Passage of S. 887 will be in keeping with that Congres-
sional commitment.

Sincerely,

Roberta Van Beek
Assistant Director of

Governmental Affairs

RVB:cg

55-633 0 - 86 - 10
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Eastern Paralyved
Veterans Association.

*EPVA

OCTOBER 23, 1985

TESTIMONY TO THE U.S. SENATE FINANCE COMMITTEE

CONCERNING S.887

Submitted by:
Terence J. Moakley
Barrier-Free Design Director
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The Eastern Paralyzed Veterans Association is one of 33 chapters of the National

Paralyzed Veterans of America. EPVA numbers approximately 2,000 members, most

of whom reside in the four states of New York, New Jersey, Pennsylvania and

Connecticut. All of EPVA members are disabled persons, either wheelchair users,

or ambulatory with the assistance of canes or crutches.

The Eastern Paralyzed Veterans Association urges the Committee on Finance to

report favorably concerning S.887. This bill would extend the $35,000 IRS

Section 190 business tax deduction for barriers removal for a period of three

years, and require that the IRS report the usage of Section 190 to the Congress

at a future date. EPVA believes that many more businesses would use Section

190, if they knew about it. Further, we believe that given another extension of

Section 190, this provision will be marketed by disability groups such as ours

so that more businesses will use it.

In late 1984, EPVA began a campaign to market Section 190 to America's busi-

nesses. Attached to this testimony is a list of 41 periodicals which have cho-

sen to print information about the existence of Section 190. Most of these 41

articles have been short "filler-type" articles, but several periodicals have

chosen to print feature articles about Section 190.

As a result of this marketing effort, more than 2,000 of America's businesses

have contacted EPVA, requesting information about IRS Section 190. To document

this response, we are also attaching a list of the names and locations of busi-

nesses in our four primary states of New York, New Jersey, Pennsylvania and"

Connecticut which have contacted our association requesting Section 190 infor-

mation. EPVA believes strongly that this overwhelming response proves that

America's businesses are interested in Section 190, and would use it if it were

renewed.
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One of the very positive developments of EPVA's Section 190 marketing effort has

been our ability to co-author several feature articles on Section 190 with

Martin M. Shenkman, an accountant practicing with Townsend Rabinowitz Panta!eoni

& Valente, P.C. in New York City. Mr. Shenkman is concluding a book entitled

How to Do Tax Planning With Depreciation and the ITC, to be published in

January, 1986 by Matthew Bender & Co., Inc. This book will have an entire

chapter devoted to utilizing the Section 190 incentive. The book is part of the

"Accountants Workbook Series", which will become a common reference manual in

many accounting firms throughout the land. Reaching accountants with infor-

mation about IRS Section 190 has become an important aspect of our effort to

market Section 190. Mr. Shenkman's forthcoming book will be a tremendous help,

but only if Section 190 is renewed. Mr. Shenkman believes that Section 190 is

one of the few IRS provisions available to businesses which would not be abused

as a tax shelter, since its main aim is better access to business for a

deserving segment of our society. Because of the social good it leads to, it is

an item not conducive to abuse as a tax shelter.

Beginning on October 11, 1985, EPVA has attempted to contact some of the busi-

nesses which have received Section 190 information from us. Eleven (II) of

these responses are attached for the Committee's review. Six of the businesses

which responded will use the Section 190 deduction.

South Nassau Dental Associates of Rockville Centre, New York reports using.

the Section 190 deduction in both 1984 and 1985 to improve ramps, bathroom and

doors for handicapped persons at its place of business. National Underground

Storage Inc. of Boyers, Pennsylvania also reports using Section 190 in taxable
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years 1984 and 1985 for the installation of ramps and toilet partitions to

improve accessibility for the disabled. Dr. Marvin J. Sagor of Delmar, New York

will use the Section 190 deduction in 1985 for a ramp, widened doorway and an

accessible restroom. Oneida Ltd. of Oneida, New York documents a Section 190

deduction in 1985 for replacing entrance steps with a ramp. Christine A.

Browning of Milwaukee, Wisconsin is using the Section 190 deduction for the

installation of a wheelchair lift in 1985. And, the Waukesha Foundry Company of

Waukesha, Wisconsin informs us of using Section 190 in 1985 for improved

accessibility to their plants. None of the above companies knew about Section

190, until they read about the information EPVA provides about it.

Five (5) additional companies responded to the EPVA questionnaire that they

would use Section 190 if it is renewed for 1986. These businesses are Spectrum

Office Products of Rochester, New York, Atlas Motor Inn of Cape May, New jersey,

L.O.P.C. of Richmond, Virginia, Quon Yee Restaurant of Forest Lake, Minnesota,

and Penn Real Estate Company of Williamsport, Pennsylvania. EPVA believes that.

in the days and weeks ahead, we will receive more positive responses from busi-

nesses that have used Section 190, and would use it again if it were renewed.

The Eastern Paralyzed Veterans Association believes that more of America's busi-

nesses will use Section 190 if it is renewed by the passage of S.887.. We

believe that these written comments document both use of, and iontiriuing

interest in, Section 190. This provision of law is the only Federal incentive

which exists for businesses to voluntarily remove barriers to the -disabled.

This is an extremely cost-effective approach to gradually eliminating physical

barriers to disabled persons in America's businesses. For a change, it is the
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business community, and not government, which is paying for needed accessibility

changes for disabled Americans. EPVA believes strongly that Section 190 should

be renewed by the passage of S.887.

We sincerely thank the Senate Committee on Finance for this opportunity to pro-

vide written comments.
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CONCERNING
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AND

S. 887, WHICH PROVIDES FOR EXTENSION OF SECTION 190

OF THE INTERNAL REVENUE CODE OF 1954, AS AMENDED

OCTOBER 24, 1985

Mr. Chairman and Members of the Committee, on behalf of the members of

Paralyzed Veterans of America, a congressionally chartered veterans' service

organization, and all disabled and elderly Americans, I would like to thank

you for conducting this examination of S. 887 which would extend, and not

terminate, ways to improve accessibility by removing architectural barriers

that confront handicapped and elderly persons in privately-owned,

publicly-used places of commerce. I am R. Jack Powell, Executive Director of

PVA.



264

My purpose is to provide PVA's concerns, interests, and justifications to

seek the support of Congress to extend, and not terminate a valuable tax

incentive in Section 190 of the Internal Revenue Code of 1954, as amended.

PVA's position is in opposition to the "President's Tax Proposals to the

Congress for Fairness, Growth and Simplicity," which includes a provision to

terminate Section 190 when the present extension expires on December 31,

1985.

PVA and a wide variety of ocher disability rights organizations greatly

appreciate the tax reform hearings conducted by this Committee, but remain

concerned as no hearings are aimed in part at examining accessibility for the

handicapped and elderly. Therefore, we are very pleased to comment for the

record on S. 887, introduced by Senator Bob Dole, a legislative proposal

which would extend the provisions of Section 190 for three years and create a

reporting requirement whereby the efficacy of the Section can be evaluated.

Section 190 provides a $35,000 tax deduction for private businesses which

have incurred expenses in connection with the removal of architectural

barriers that confront handicapped and elderly persons. In 1983, the Joint

Committee on Taxation previously provided an estimate that costs would vary

from $7 million to $40 million, depending upon the maximum allowable

deduction that Congress should authorize. PVA believes that the current

$35,000 deduction would mean a minimal revenue loss of approximately $10

million annually to the government.
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More importantly, the income tax incentive constitutes a creative and cost-

effective way for businesses and the federal government to work together for

the voluntary removal of architectural barriers that prevent the elderly, and

over 36 million disabled persons, as consumers, and potential employees, from

gaining access to places of commerce, housing, recreation, and employment.

It cannot be overemphasized that Section 190 is the only tax provision that

provides both access and a meaningful private sector initiative that offers a

purposeful return on investment.

The purchasing power of the disabled population has been inadvertently

overlooked by the government and business by not providing reasonable access

to disabled and elderly people. It is imperative that businesses recognize

the value of the potential patronage of elderly and disabled persons.

Renovation of a business establishment is a one time expense that conse-

quently results in increased reasonable accommodation, patronage, sales, and

tangible income that is enjoyed for the lifetime of that business. Once the

access is provided, particularly in the small business sector, which is

larger than the corporate structure, the immense potential for employment of

disabled persons is increased.

The positive aspects of employment opportunities for the disabled have many

health related and other personal ramifications, but what also may be

overlooked by the government is that all sorts of good things happen when

disabled persons achieve employment status. First, they become state and

federal tax-payJng citizens. As this occurs, we must be mindful that this in

turn reduces the payment of support maintenance, programs and services
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rendered by state and federal Human Services Programs for disabled

individuals. It becomes evident that the reduction in services produces a

reduction in federal and state budget outlays. Let it not be forgotten,

that as disabled persons become employed, they will also be paying into the

Social Security program in lieu of receiving Social Security benefits.

Everyone benefits - now, the disabled person enjoys new-found purchasing

power, and joining the mainstream of society, the disabled person discovers a

new brand of self-esteem. He or she serves as an example to family, friends

and the community as a participating member of society. Yes, a simple tax

deduction as provided in Section 190 offers endless benefits to all! Those

businesses who have provided access to disabled people have, in effect,

offered something of value to all people - they should be congratulated!

Senator Robert Dole introduced S. 887 (13 cosponsors). This measure provides

a three-year extension of the $35,000 per year tax deduction and requires the

Department of the Treasury to report to Congress the monitary amount and the

number of taxpayers using the deduction. U.S. Representative Bill Boner (TN)

introduced a similar measure, H.R. 1458, (62 cosponsors). There is one

difference - H.R. 1458 provides for a six-year extension of Section 190.

Accessibility for elderly and handicapped persons in public buildings and

privately-owned places of commerce, recreation, housing, and employment has

long been one of PVA's highest priorities. Consequently, we have dedicated

considerable effort to examining ways to improve for the handicapped this

basic right of ingress and egress in public places.
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In 1959, through the pursuits of PVA and at the request of the President's

Committee on the Employment of the Handicapped, PVA became a committee member

of the American National Standards Institute, Inc., and remains an active

member today. The purpose of the committee has been accomplished - develop-

ment of the "American National Standard Specifications for Making Buildings

and Facilities Accessible to, and Usable by, the Physically Handicapped,"

ANSI A117.1-1980, as amended. The standard was ultimately recommended fcr

adoption and endorsement by administrative authorities active in the con-

struction, rehabilitation, and alterations of buildings, and facilities and

site development so that those individuals with physical impairments can

pursue their interests and aspirations, develop their talents, and exercise

their skills when and where there is building accessibility.

Subsequently, the ANSI standards evolved into the Congressional passage of

the "Architectural Barriers Act of 1968." PVA, highly involved in its

passage, supported what became Public Law 90-480, August 12, 1968. It

insures accessibility for the disabled in all public buildings financed with

federal funds. Activities of PVA, continuing as an advocate for access, is

reflected in our involvement in the efforts of the United States

Architectural and Transportation Barriers Comapliance Board (ATBCB) to develop

and provide, as required by law, "The Minimum Federal Guidelines and

Requirements for Accessible Design (January 6, 1981)." The introduction to

the guidelines says, "The Physically Handicapped are citizens of this country

- just as others of us are; they pay taxes and contribute to the economy of

the country - just as others of us do; they deserve access to their public

buildings on an equal basis with the rest of us."
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The problem remains that access is not being provided in privately-owned,

publicly used facilities. Extension of Section 190 will assist in

alleviating this problem. It is for these reasons that PVA has endorsed the

incentives created by Section 190 of the Internal Revenue Code to open

publicly used places to the handicapped. Section 190 has consumed

considerable efforts on the part of PVA in two ways: first, we have worked

to make this expiring section of the Code known to business persons. Second,

we have dedicated great effort in maintaining Congressional authorization as

part of the Tax Code.

Quite briefly, Section 190, which was created in 1976, allowed businesses to

make their facilities accessible and to elect to deduct accessibility-related

costs of renovation from taxable income. It was anticipated, therefore, that

whenever publicly-used facilities were routinely renovated, those having the

work done would make the changes necessary to accommodate the handicapped.

This effort has been hampered by the historic short-term authorizations of

Section 190 which have not provided businesses adequate lead time to respond,

upon learning of the existence of the tax deduction.

Tax laws combine with other social forces to affect the handicapped

opportunities, and this fact is revealed quite clearly in housing. Consider

an apartment complex where the owners desire to renovate it. The owners of

that expensive venture reflect on alternatives as ways of making their

apartments more attractive to the general population. Their goal is to make

their apartments appealing to more potential tenants, or to those capable of

paying higher rents.
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To the able-bodied renter, waste disposals, balconies, and improved land-

scaping are more likely to come to mind as being more desirable than are

ramps, bathroom grab bars, and widened doorways. It is easy to see, then,

what the apartment building owners will do to upgrade their facility and to

thereby appeal to the greatest number of people. It is also easy to see

which group must search longer to find suitable housing.

Employment of the handicapped, like accessible housing, is an area of utmost

concern to PVA. Perhaps the relationship between -n income tax deduction

such as that which exists under Section 190 and employment of the handicapped

can be illustrated by developments in the electronics industry. It is worth

stating at this point that electronics manufacturers have made considerable

strides in hiring the handicapped, and the industry should be acknowledged

for its accomplishments.

In the case of an electronics manufacturer who desires to hire handicapped

workers, the income tax deduction can have special value. For example, the

potential employer first must make his facility accessible for ingress and

egress; therefore, he would add close-in parking areas and ramps and would

make rest rooms accessible. Then, he would make the work site accessible,

which would include modifying workbenches or obtaining special drafting

tables.

Items used in these industries are quite expensive, and the specialized ones

required by some handicapped employees are even more costly. However, once

these basic alterations are made and the items are purchased, the qualified

handicapped person is ready to become a skilled employee.
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An industrial rehabilitation counseling service from Forest Park, Illinois,

which specializes in promoting the employment of industrially-injured

individuals, wrote to PVA, stating that the income tax deduction has helped

open many employment opportunities for its clients that otherwise would not

have been available.

Places of recreation and commerce also have been opened to the handicapped

and elderly through the existence of the income tax deduction that is

available under Section 190. For example, in Boca Raton, Florida, a town of

60,000 people, the Mayor's Committee for Disabled Persons, in mid-1982,

undertook making stores accessible to handicapped persons. Even though state

law requires that any public building constructed after October 1975, is to

be accessible, there of course remain many facilities that are exempt. This

situation is typical in most communities throughout the country.

The Boca Raton Mayor's Committee and the local Chamber of Commerce publicized

the tax deduction available under Section 190. Then, they and local

merchants worked together harmoniously to make two shopping centers

accessible to the handicapped,

A member of the Mayor's Committee informed PVA that Section 190 was instru-

mental in this effort in two ways. First, businesses utilized the income tax

deduction. Second, it was effective in a hidden way: the income tax

deduction was an effective inducement which led many of these businesses to

make their facilities accessible. Later, upon completion of the projects,

business persons learned that modifications had entailed far less expense

than was anticipated.
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In Suffolk County, New York, a similar project (aimed specifically at adding

handicapped parking, needed ramps, and curb cuts) was successfully undertaken

*in late 1982 by the County Office of Handicapped Services, a group of

disabled veterans, and local merchants. The result was that over 200

handicapped parking spaces were installed, along with appropriate curb cuts

and/or ramps. These ramps also are beneficial to the elderly and other

shoppers with carts.

The Director of this County Office wrote to PVA, stating that the available

income tax deduction helped them exceed the accessibility standards set by

local law: "Many owners of shopping facilities took advantage of this

federal tax incentive to add ramps and curb cuts at their shopping facilities

which were not required by law... Business persons were willing to cooperate

in this project because part of the cost would be offset by the federal tax

deduction."

In Nassau County, New York, successful projects were also conducted. The

Director of Services for the Physically Handicapped laments in one letter the

expiration of Section 190 because, in its absence, there is "little or no

'business' leverage for local government offices like ours to create

partnerships with the private sector in reducing these architectural and

other barriers."

Senator Dole has incorporated into S. 887 a provision for reporting by the

Department of the Treasury to Congress on the usage of the tax deduction.

PVA believes Senator Dole is correct, and that this is an important aspect of

the bill because so little information presently exists. However, the
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existing Information that is available stresses and points out the potential

value and use of the tax deduction. Previous efforts regarding the

effectiveness of Section 190, accessibility costs, and employment of the

handicapped contend that the above is factual. The following three

references point out certain facts by virtue of their differing, but related

activities.

The Department of Labor, "A Study of Accommodations Provided to

Handicapped Employees by Federal Contractors," June, 1982.

The Small Business Administration and Wright State University,

combined their efforts to study the "Regulation and Small Business

Participation in the Federal Contract Market," June, 1982.

An informative article Scientific American "Physical Disability

and Public Policy," June, 1983.

PVA has observed several points regarding accessibility, based on limited

responses by busineses. First, the vast majority of businesses did not know

of the existence of the income tax deduction available under Section 190 of

the Revenue Code.

Second, smaller businesses that are concerned enough-to modify existing

facilities in order to make them accessible to the handicapped are also

likely to employ disabled people.

-10-



273

Third, most businesses that have made expenditures expressly to enhance

accessibility for the handicapped and elderly have incurred expenses of less

than $30,000.

Fourth, most smaller businesses that have inaccessible tacilities and which

do not intend to make them accessible cited expense as the reason for their

inaction. Generally, these estimated costs exceeded $40,000.

Fifth, most larger businesses that have inaccessible facilities and which do

not intend to make them accessible cited the large number of facilities as

the reason for their inaction.

Sixth, both larger businesses and smaller ones that have more modern

facilities do not require the deduction because their facilities are built to

be accessible when constructed.

Based on these observations, it is apparent that smaller businesses will

continue to be the primary users of any available income tax deduction aimed

at removing architectural barriers. Furthermore, it is evident that those

small businesses which have used or will utilize the deduction for the

removal of architectural barriers are the ones that would expand and provide

employment opportunities to handicapped workers. Accessibility is the key to

employment; therefore, it becomes indicative that the income tax deduction

could increase the number of employers of the handicapped and can diversify

the types of employment available to the handicapped.
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In June 1982, the Department of Labor presented a two-volume study entitled

"A Study of Accommodations Provided to Handicapped Employees by Federal

Contractors." Volume I contains study findings, and Volume II contains ten

case studies. This study was prepared by surveying 2,000 federal

contractors.

Few reliable studies exist that examine the cost of accessibility in the

numerous places PVA aims for Section 190 to be effective, the diverse places

of commerce, recreation, housing, and employment that are found in all cities

and towns throughout the nation. Therefore, this study of government

contractors is, perhaps, the most reliable information that is available.

However, this study of government contractors deals, quite naturally, with

larger employers and does not examine what i& required in making the smaller

facilities operated by sole proprietors and partnerships accessible.

Furthermore, the employers studied in this examination have had considerable

economic encouragement to make their facilities accessible to the

handicapped, since hiring the handicapped is, in many cases, a prerequisite

for receiving government contracts.

It should be recognized that the small business entrepreneur does only very

limited (or no) business with the federal government and has virtually no

incentive or requirement to make its places of operation accessible to the

handicapped.

The Small Business Administration and Wright State University, in 1982,

studied the effects of regulations on small business and federal contractors'
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compliance with Section 503 of the Rehabilitation Act. This study, "Regula-

tion and Small Business Participation in the Federal Contract Market: The

Effect of Section 503," is a detailed, 209-page report that was released in

June 1982. Information for the report was gathered from questionnaires sent

to 2,916 small business federal contractors, of which there were 726 usable

responses. Like the DOL study, it addresses a wide variety of issues of

concern to those who deal in the specialized field of government contracts.

The SBA study not only identifies the types of handicaps found in the work

force, but it also attempts to ascertain the cost of accessibility among

smaller contractors. This Is a very difficult task, since only a small

percentage have come within the requirements of Section 503. However, where

there has been modification of facilities to make them accessible to the

handicapped, "the mean cost per contractor is slightly mure than $8000."

The June 1983, Scientific American (copy attached) contains a detailed study

entitled "Physical Disability and Public Policy." This fact-filled article

contains numerous statistics dealing with the incidence of disability, local

governmental units' responses to the requirements placed upon them, and a

discussion of the demands placed on our national systems of health and human

services. It also contains suggested future actions our society and

government must take, if they are to address the needs of the disabled.

The article concludes with a discussion of architectural barriers and the

limitations they place on handicapped and disabled persons who seek to enter

the work force. The article, at page 49, states:
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One of the most powerful tools of policy implementation is the
variety of economic incentives that government offers through the
tax system and through government expenditures. The economic-
incentives approach to policy implementation has not been widely
tried with respect to architectural barriers. Some states have
introduced modest tax deductions for the removal of such barriers.
Until recently the Federal income-tax code allowed businesses a
modest tax deduction of $25,000 in any given year. The statutory
authority for the Federal tax deduction, however, expired last
year. Although the size of the Federal tax write-off was far too
small to be noticed by most large businesses, such cost-sharing
schemes can help to foster compliance with governmentally sponsored
accessibility standards.

This article maintains that for many potential-employers of the handicapped

the cost of accessibility is prohibitively great.

It appears from PVA's experience that the income tax deduction has been more

attractive to smaller businesses than to larger ones, which is predictable,

considering the limited nature of the present maximum annual income tax

deduction for $35,000.

As has been pointed ouL, the income tax deduction for accessibility-related

expenses provided a useful tool for making publicly-used places accessible in

cases where businesses operated out of facilities that were not originally

built to be accessible. This deduction has been helpful in that it provided

business persons an alternative to adding accessibility costs to the base

value of their facilities and then depreciating those costs over a number of

years.

Neither the government or PVA has been able to provide this Committee with

precise statistics on the usage of Section 190 in the removal of

architectural barriers. Senator Dole recognized this need to provide
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Congress the necessary information to enable future authorization of Section

190. This is another reason to extend Section 190; otherwise the merits of

the deduction will never be fully known. Senator Dole's bill, S. 887, offers

the necessity of providing concrete- statistics showing the effectiveness of

Section 190 which is to be reported by the Department of the Treasury to the

Congress.

In 1983, the Joint Committee on Taxation made the following revenue estimates

for the extension and modification of Section 190:

Option Under Consideration Fiscal Years--Millions of Dollars

1983 i984 1985 1986 1987

Make permanent Section 190 - 7 -13 -13 -12 -11

Make permanent Section 190 and -13 -25 -23 -22 -22

increase limit to $50,000

Make permanent Section 190 and -40 -39 -38 -37 -37

increase to $100,000

As stated earlier, we believe the $35,000 deduction using the above estimates

will amount to an approximate $10 million annually. We also believe these

two-year old figures are still valid for reauthorization of Section 190.

This projection, we feel, is minimal for a program that can be developed

through private sector initiatives with businesses working together with the

government.

We do question, however, If these estimates include factoring in the amount

of revenues that would be generated by expanded employment of the

handicapped. Furthermore, it is not clear that this projection considered
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the savings that would result to the government when handicapped persons

found employment and were no longer beneficiaries of federal programs.

Based upon the small revenue losses discussed above, and considering the

important role Section 190 has played in improving accessibility for the

handicapped and elderly in a number of communities, PVA feels very strongly

that Section 190 should be extended. Importantly, PVA recognizes that if

Section 190 is extended, provisions should be authorized for a significant

period of time, and no less than the three-year extension offered In S. 887

by Senator Dole. In the past, short term renewals have largely defeated the

purpose of Section 190, because it did not allow businesses sufficient time

in which to plan renovating that would enhance accessibility.

We have very good reason for asking that Section 190 be authorized for a

significant length of time: over the years Congress was committed to

addressing larger issues to give much consideration to maintaining the

provisions of Section 190. Very obviously, the handicapped do not benefit

when this, the only provision of the Tax Code aimed at removing architectural

barriers, is allowed to expire.

Furthermore, disability rights organizations such as PVA are primarily the

groups that have and will continue to publicize the incentive to members of

the business community. We have found individual business persons to be

receptive to the removal of barriers, with financial incentives, but we have

also discovered that the existence of this deduction addresses a very

specialized concern and it is only beginning to be publicized.
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When Congress has provided inducements for the sudden resolution of problems,

there have generally been sizable economic incentives. There is little doubt

that the removal of architectural barriers could be treated similarly, should

Congress suddenly create an income tax credit for the full amounts expended

in the removal of architectural barriers. Even though PVA would be pleased

to see Congress provide such a moving incentive, it does noct appear to be

economically feasible or likely to happen at this time.

Finally, we are pleased to inform you that through the various, most recent

activities of PVA's chapters we were able to substantiate that businesses do

have an interest in Section 190 by virtue of their having sought the perti-

nent information. An excellent example is a chapter of PVA located in New

York, the Eastern Paralyzed Veterans Association; during this past year, EPVA

has successfully marketed the availability of Section 190 to businesses.

EPVA's efforts are reflected by publication of articles in nearly 40 trade

journals nationwide. This year, this activity resulted in the receipt of

over one thousand requests from businesses for data on the deduction. The

information was sent to all of the businesses that contacted the EPVA

chapter. It is evident that, with the appropriate publicity, businesses will

indeed respond to and take advantage of the available Section 190.

We believe that this is a cost-effective method of improving accessibility

for the handicapped and the elderly, because it is private business and not

the government that actually pay for the renovated improvements. To repeat,

this is a superb example of the private-sector working together, voluntarily,

with the government to achieve a purposeful endeavor and return on

investment.
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Plea3e find attached additional evidence of support for extension of the

Section 190 IRS Code from the American Institute of Architecture and the

Executive Council of the Governor's Committee on Employment of the

Handicapped. Also, attached is a letter from the "Jobs Accommodation

Network" (JAN) of the President's Committee on the Employment of the

Handicapped. While conducting an already ongoing and unrelated study,

employers were questioned and the responses reflect that the employers'

knowledge and use of Section 190 was minimal. This study was requested by

PVA in connection with a JAN ongoing project. Note, it is of concern that of

56 employers responding during a two week period, less than 20 had heard of

the tax deduction. However, it is encouraging that of this number, one

quarter had used the tax deduction.

Mr. Chairman and Members of the Committee, PVA appreciates the opportunity to

submit this testimony for the record, and we also appreciate the attention

that each of the committee members may provide to extend and not terminate

Section 190 of the Internal Revenue Code to provide inducements to businesses

to remove architectural barriers that impede access of the handicapped and

elderly to places of commerce, recreation, housing. and employment. The

provisions of Section 190, which expires December 31, 1985, constitute the

only measure in the Revenue Code that provides this much-needed incentive.

Mr. Chairman and Members of the Committee, PVA appreciates the efforts made

by each of you to improve the well-being of handicapped persons. We are

especially grateful that the Committee has taken time to examine an issue

that is of great importance to disabled and elderly persons. I feel

confident that we share the same goals, to open society so that these persons
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can be active, productive citizens. Equally important, we wish to take this

opportunity to publicly state our appreciation and thanks to Senator Bob Dole

and Representative Bill Boner for introducing S. 887 and H.R. 1458,

respectively.

Mr. Chairman, I appreciate the consideration extended to PVA by the Committee

and its staff. This concludes my statement, and I will be glad to answer any

questions that I can.
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MEMORANDUM

SUBJECT: Comments on selected provisions of the President's
Tax Overhaul Proposals

TO: Senate Finance Committee, Committee on Finance

FROM: William L. H. Morgan, Jr.
Attorney at Law
11550 Fuqua, Suite 300
Houston, Texas 77034
(713) 481-4267

1. Chapter 2.03. Repeal Two - Earner Deduction: For
many years families which included two wage eatners filing a
joint income tax return where subjected to higher income
taxes than would have been paid if the two wage earners
could file as single taxpayers. This was primarily due to
our progressive income tax rates. The two-earner deduction,
although in most cases does not fully eliminate the added
tax burden on two wage earner families it does at least
reduce such. Although the reduction in the number of tax
brackets and the lowering of the highest tax bracket as
proposed in the President's plan would cause less of an
impact on many two earner families than does the current tax
structure, in certain income brackets there would remain an
additional tax liability on two wage earners in a family
over two single individuals. Therefore, some deduction,
credit or special tax bracket should remain to eliminate
this penalty for being married and both spouses working.

2. Chapter 3.01. Include in Income a Limited Amount
of Employer - Provided Health Insurance: With rising costs
of health care and the increasing cost to society and the
federal government for those individuals with little or no
health insurance, I would think the last thing the federal
government would want to do would be to tax and in effect
discourage employer provided health insurance. The
President contends that by taxing a floor or base amount as
opposed to the originally proposed excess amount of premium,
a maximum amount of tax is being established. However, it
is obvious that under the now proposed program every
employee with any form of employer provided health insurance
will be taxed, es opposed to only those with extensive
benefit plans (or high premiums). Although I oppose any
taxation of employer provided health insurance at least the
taxation of an excess premium would allow for a some minimum
amount of coverage to be provided at no cost to employees.
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3. Chapter 3.02: Repeal $5,000 Exclusion for
Employer-Provided Death Benefits: I do not feel that this
item of the law is a substantial revenue loser and due to
its very nature can it be subject to much abuse, therefore I
do not understand the proposal to eliminate this benefit.
This benefit could be quite useful to the family of a
deceased lower paid employee with little or not life
insurance and the taxation of such could substantially
reduce the value of this benefit. If it is the general
concensus that this benefit should be taxed, possibly the
tax could be phased in or apply only if gross income of the
recipient exceeds a given level. Similar to the taxation of
social security benefits and unemployment compensation.

4. Chapter 3.04: Establish a Uniform Nondiscrimination
Rule. I have been very concerned over the general trend the
past several years with the inclusion of nondiscrimination
rules in every tax provision effecting employee benefits. I
believe these provisions severally hurt small businesses. I
have heard time and time again from the owners of small
businesses that their hourly employees are not concerned
with amounts put back for them in pension and profit-sharing
plans or what non-cash benefits may be available to them,
many of these individuals wish to maximize their take-home
pay. Some may take steps to secure their futures through
investments, IRAs, home ownership. Others may live day to
day and at retirement, have social security as their only
source of income. However, the employers generally have
enough trouble getting many of these individuals to show up
for work timely and regularly and cannot begin to advise
them on their long-term investment and financial planning
goals. Whereas, at the same time, management level
personnel are concerned about their retirement and realize
that their social security benefits will be only a small
fraction of their current income. Additionally, small
business owners must compete with mid and large size
companies to recruit management personnel and are at a
severe disadvantage when it comes to available non-cash
fringe benefits.

A general nondiscrimination rule would be a detriment
on productivity in that if an employer can't provide some
incentive for an outstanding job by one or more employees,
without giving something to all employees, why should any
employee strive to excel. I dare say that this proposal has
more elements of socialism than capitalism as its basis.

5. Chapter3.05. Repeal Exclusion for Employee
Awards: My comments regarding this proposal are the same as
those for Chapter 3.04 above. I would also add that this
item's effect on the governments' revenue must be de-
minimus.
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6. Chapter 3.08. Repeal Exclusion for Prizes and
Awards: My comments regarding this proposal are similar to
those for Chapter 3.04 and 3.05, with emphasis on the fact
that there are now relatively few situations in which a
prize or award would be nontaxable and in such circumstances
the recipient is "worthy" of the full economic benefit of
the award without taxation thereon. Again, such treatment
shows that the federal government wishes to encourage acts
of humanitarianism, goodwill and of a world impact. In
fact, an excellent United Nations resolution may be that no
participating country shall impose a tax of any sort on the
value of an award such as the Nobel Peace Prize.

7. Chapter 3.09. Repeal Deduction of State and Local
Taxes: I believe this provision discourages and makes it
more difficult for state and local governments to take on
and carry on many of the programs which the federal
government is shifting to them or requiring them to
implement. No matter how hard the administration has
attempted tc argue otherwise in its explanation of the
proposal, it does amount to multiple taxing authorities,
taxing the same income. In fact, this proposal poses
several ironies.

A. The federal government is willing to allow a
credit for taxes paid to a foreign government with spending
programs totally unrelated and uncontrolled by U. S.
citizens, yet is not willing to allow a credit or even a
deduction for taxes paid to a political subdivision of the
U. S. itself, the spending of such taxes over which it may
exercise extensive control through its federal matching
programs; and

B. The administration argues that the
nondeductibility of state and local taxes is not double
taxation, while the nondeductibility of corporate dividends
is and, in fact, the administration originally wanted a 50%
dividends paid deduction for corporations and has included a
10% dividends paid deduction in its proposals.

8. Chapter 3.11, Limit Deduction for Entertainment
and Business Meal Expenses: I object to this provision
primarily on the grounds that I believe an expenditure
incurred for business purposes should be deductible. I also
feel that this proposal would discriminate against small
business, in that, small businesses do not have substantial
advertising budgets and therefore often compete with their
larger competition through personal contacts with customers
and customers' personnel. Additionally, often times it is
not the business (large or small) that encourages the
entertainment expenditure, but the customer or the
customer's personnel who requests, encourages, demands that
he be entertained in exchange for an order. The
nondeductibility of any such expenditure would not
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discourage such activity, but merely increase the costs to
the provider. Often times legitimate and honest business
purposes are served in such settings and such should not be
discouraged. Last, but not least, this provision could harm
the restaurant and entertainment industry.

9. Chapter 3.12. Limit Deduction for Travel Expense:
I believe as is often done in government, this proposal
overcompensates for some perceived abuses. Part 1 of the
proposal whereby a one year standard is established for
temporary versus indefinite status, does provide an
objective standard, yet in certain circumstances a
taxpayer's situation may be that an 18 month stay is truly
temporary. When comparing this standard to the foreign
Income Exclusion Rules, it seems ironic to encourage longer
stays overseas and discourage such within the states. As
easy as an objective standard such as this would be to
enforce, I believe a subjective standard allows the
flexibility needed to be fair in this area. If an objective
standard is necessary why not have a multiple part test
whereby the time frame is included with such elements as
where the taxpayer's family resides, does the taxpayer
maintain two residences, where does the taxpayer file his
tax return and vote, and other such elements.

With respect to parts 2 and 3 of this proposal
regarding transportation by ship and seminars aboard ships,
similar to part 1, these total disallowances amount to
overzealousness on the part of the administration I believe
adequate tests could be devised to allow a deduction for
ship travel and/or seminars on ships where a business or
education purpose could be shown to be the primary reason
for such travel.

I believe part 4, whereby no deduction for travel as a
form of education, would be a grave error. I believe that
teachers and educators who get involved in their work bring
so much more to the classrooms of America. I am sure those
physical education teachers who visited the '84 Olympics in
Los Angeles, history teachers who visit Normandy, or Pearl
Harbor, art and music teachers who visit the museums and
conservatories of France, Italy and Austria are all
significantly better teachers for the experience and bring
an enthusiasm and insight back to the classroom that can
leave an everlasting impression on the students. With the
current conditions of our American education system, I
believe this type of commitment by teachers and possible
rejuvenation of teachers should be encouraged by our tax
system.

I believe the effect on teachers is the best example
of travel for education purposes, yet this same benefit can
be available to other professionals. In my own field some
of the better continuing professional education seminars are
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in New York, Washington, San Francisco, under the proposal
attorneys such as myself, and those in Beaumont, Texas,
Little Rock, Arkansas, Tulsa, Oklahoma and other communities
could not avail themselves of these programs without
incurring substantial nondeductible expenditures. If there
are true abuses in this area then take logical steps to curb
the abuses but don't just eliminate the whole area.

10. Chapter 6.02. Reduce Double Taxation of Corporate
Earnings Distributed to Shareholders: I agree with those
economist that contend there is no tax on corporations, but
merely on customers and/or investors and therefore, I agree
with this proposal. However, I find the argument for this
proposal contrary to that for the nondeductiblity of state
and local taxes.

11. Chapter 7.02. Repeal Investment Tax Credit: I
oppose the repeal of the investment tax credit. I see this
credit as a true incentive for businesses to invest in new
equipment and it encourages capital formation. If there is
a perceived abuse then limit the percentage of a taxpayer's
tax to which it may be applied in any given year, but it
should not be totally eliminated.

12. Chapter 7.07. Deny Rate Reduction Benefit
Attributable to Excess Depreciation: I feel that this
proposal is tantamount a unilateral change to the terms of a
contract after it has been signed and in effect for several
years. It is not fair, equitable nor simple.

13. Chapter 8.04. Repeal Reserve Method for Bad Debt
Deductions: Although I am also opposed to the proposed
limitations on the use of the cash method of accounting my
major concern in this area lies in the repeal of the reserve
method for bad debts. Paying income taxes on income not yet
received is a severe enough penalty and a significant drain
on a company's cash flow, but to also require a company to
pay tax now on income that can statistically be shown will
never be received is raising the tax rate on real income.
This provision is diametrically opposed to the supposed
overall intent of the President's proposals and should not
be included.-

14. Chapter 9.03. Revise Minimum Tax on Intangiblg
Drilling Costs: Because intangible drilling costs include
such expenditures as wages and salaries, employee benefits,
payroll taxes, insurance, fuel, etc. and are not
significantly different from advertising and marketing costs
for other types of businesses, I see no reason to tax
intangible drilling costs any different than advertising
costs and therefore, I oppose a minimum tax applicable to
such.
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15. Chapter 10.06. Impose Current Taxation on Life
Insurance Inside Build-Up: I realize that many companies
have structured life insurance products as a form of
investment. However, the taxation of such prior to a closed
transaction is contrary to our system of taxation.
Investments in stock, bonds, real estate and annuities are
not taxed until proceeds are received. In fact, nontaxable
investments are encouraged through IRA's, home ownership,
municipal bonds and other investments, I question why life
insurance should be singled out and taxed entirely
differently from other types of investments.

16. Chapter 13.01. Limit Interest Deductions: Rightly
or wrongly, for years the tax code has encouraged borrowing
through the allowance of a deduction for interest expense.
If it is now determined that such should be discouraged,
then as opposed to a strict dollar limitation to which many
people may not be able to adjust within the time frame
provided (thereby again, the government has changed the
terms of a contract offer it has signed), some sort of
combined dollar test and percentage reduction in one's
interest expense should be adopted. Thereby allowing those
taxpayer's with large amounts of interest who cannot pay off
the underlying note, to show that their interest expenses is
reducing by a certain percentage each year and thereby still
be allowed their full deduction. Additionally, this is not
a deduction of the rich as mentioned by the Administration,
for the rich do not need to borrow, it is a deduction of
middle America.

17. Overall Comment: I think the admitted fact by the
President that the income taxes of all groups of taxpayers
will not change significantly shows that these proposals are
not real change, but merely change for the sake of change.
The tax laws will still be based on the same 1954 Code, so
where is the simplification? As far as the elements of
fairness and equality, those perceived notions can be argued
for the current system as much as for the proposed,
depending upon enforcement and publication of facts, out of
context.

As opposed to the President's exercise in changing
the rules for the sake of changing the rules why not let the
tax laws alone for several years, the complications lie in
the constant change. If any changes are necessary, make
logical adjustments to limited abuse and encourage
enforcement, then pass a moretorium on tax legislation for
at least five years.

We do not need to waste our time and energies on
these changes which result in no noticeable difference in
revenue or the tax system overall, if anything we should be
considering a tax increase to help reduce the budget
deficit.
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