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INCREASING PRODUCTIVITY AND
ADMINISTRABILITY OF THE TAX CODE

MONDAY, SEPTEMBER 17, 1984

U.S. SENATE,
SUBCOMMITTEE ON OVERSIGHT OF THE
INTERNAL REVENUE SERVICE,
COMMITTEE ON FINANCE,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:35 a.m, in room
SD-215, Dirksen Senate Office Building, the Honorable Charles E.
Grassley (chairman) presiding.

Present: Senator Grassley.

[The press release announcing the hearing and Senator Grass-
ley’s opening statement follows:]

FINANCE SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE SETS
FINAL HFARING OF SERIES RELATING THE TAX CODE'S INFLUENCES ON PropucTiviTY
AND EconoMmic GROWTH

Senator Charles E. Grassley (R., Iowa), Chairman of the Finance Subcommittee on
Oversight of the Internal Revenue Service, announced today that the Subcommittee
will hold the last hearing of a series of hearings which began last spring on relating
the tax code’s influences to productivity and economic growth.

The hearing will be held on Monday, September 17, 1984 at 9:30 a.m. in Room
SD-215 of the Dirksen Senate Office Building.

“Past hearings in this series have covered the agriculture and small business seg-
ments of the economy, as well as a general overview of the economic scene. The pur-
pose has been to understand the impact of the Federal tax system on individual de-
cisions in the economy: to examine microeconomic effects as the basis for improving
the Federal tax system,” Senator Grassley stated.

Senator Grasslei' noted that “prior hearings brought a wider ran&e of testimony
than was originally expected. We did get many new ideas about the tax code and
groductivity. owever, we came to realize that most witnesses were interested in

asic fundamental tax reform.

“In this hearing we want to focus on what systemic tax reforms can be made to
increase productivity and administrability of the tax code,” Senator Grassley added.

REMARKS OF SENATOR CHARLES E, GRASSLEY, CHAIRMAN, SUBCOMMITTEE ON
OVERSIGHT OF THE INTERNAL REVENUE SERVICE

Today marks a milestone in the development of the tax system in this Nation. It
may seem like a small milestone, but it is significant nonetheless. For today, we
conclude the first Senate hearings that have inquired into the most important
aspect of the tax system: the impact of federal taxation on the operation of business,
individual activity, and the economy as a whole.

The Congress has always been interested in the most obvious effects of taxation:
how much revenue will the tax system raise? How will the tax system stimulate
this or that activity? How will it help or hurt farmers, small businesses, basic indus-
tries, and the home owner. These are important questions, and the Congress has
been flat-out right in asking these questions over' the years.

)
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But there is more to it than that. The really basic questions have little to do with
how the tax system affects this or that group, or how it stimulates this or that activ-
ity. The really basic questions have to do with the impact of the tax system on the
most far-reaching decisions that top corporate managers make. The really impor-
tant questions have to do with the way in which the current tax system imposes tax
burdens on one group and not another. The really basic questions have to do with
how the tax system induces business managers and individuals to decide on one
course of conduct, because it has tax advantages, rather than another course of con-
duct, which might be more economically sensible.

Last spring, this Subcommittee began these hearings with an examination of the
microeconomic effects of the current Net Income Tax system. We thought that the
microeconomic approach would reveal problems and dysfunctions that the Congress
could correct through legislation. We were right, but we got much more than we
bargained for. We learned about the microeconomic problems, to be sure. But we
learned much more. We learned that the problems with the current Net Income
Tax system are much more serious than we realized. The problems are serinus in
several areas: the current system is perceived as unfair, inequitable, inefficient, and
biased toward certain kinds of economic activity. These complaints were raised by a
wide range of witnesses: highly respected economists; small business representa-
tives; top managers and representatives of basic industries, service industries, and
investment industries; and farmers.

They all had the same message: reform. The witnesses spoke again and again of
reform. Basic, fundamental, reform. I would like to call it “systemic reform,” be-
cause what these witnesses called for it more than a fix-it approach. We like to say,
“If it ain’t broke, don't fix it.” Well, the message from the witnesses before this Su
committee is, "It is broke, so do fix it.”

1 am very pleased today to welcome a panel of distinguished witnesses who will
help the Subcommittee in the final phase of this inquiry. In this final phase, we
want to step back from the details of the current tax system and look at long-range
congequences, and long-term solutions. These hearings, so far, have gravitated up-
wards toward a full-scale indictment of the Net Income Tax. Where does that leave
us today? What have we wrought, as a people, in this current Net Income Tax
system? Where should we go from here?

Senator GrassLey. I would like to convene this hearing of the
subcommittee I chair on the Oversight of the Internal Revenue
Service and welcome the public at large, witnesses specifically, the
staff, everybody who has been so helpful in this, the last of a series
of hearings that we have held on the development of the tax
system and how it impacts upon productivity and the economy gen-
erally in this country. Today we conclude the first Senate set of
hearings that have inquired into this most important aspect of the
tax system from this standpoint, the impact of the Federal taxation
on the operation of business, individual activity, and how those
affect the develoi)lment of the economy as a whole.

The Congress has always been interested in the most obvious ef-
fects of taxation, how much revenue will the tax system raise, or
the question of how will the tax system stimulate this or that activ-
ity, or how will the tax system help or hurt farmers or small busi-
nesses or basic industries or the homeowners, and to some extent
we have even looked into those things in this set of hearing, but all
leading to the very important questions that Congress ought to be
asking over the years. These are very important questions, but
there is more to the questions that ought to be asked than just
those very basic ones, and those really basic questions that we have
to ask have little to do with how the tax system affects this or that
group or how. it stimulates this or that activity. The really basic

uestions have to do with the impact of the tax system on the most
ar-reaching decisions that top corﬁorate managers and anybody in-
vesting in this country have to make.
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The really important questions have to do with the way in which
the tax system imposes burdens on one group and not another, the
really basic questions have to do with how the tax system induces
business managers and individuals to decide on one course of con-
duct or another because it has certain tax advantages rather than
on another course of conduct that might be more economically sen-
sible, the basic issue, then, of between making those decisions
based upon the tax consequences of the investment or expenditure
as opf)osed to what the real economic aspects of those decisions are.
And I guess we start with the supposition that the latter ought to
be the main basis for investment and expenditure by business in
this country, and also basic decisions of the consumer as well.

If you remember, last spring the subcommittee began hearings
with an examination of the microeconomic effects of the current
net income tax system. We thought that the microeconomic ap-
proach would reveal problems and disfunctions that the Congress
could correct through legislation. We were right, but we got much
more in those series of hearings than we bargained for. We learned
about the microeconomic problems to be sure, but we learned much
more,

We learned that the problems of the current net income tax
si'stem are much more serious than realized. The problems are se-
rious in several areas:

The current system is perceived as unfair, inequitable, ineffi-
cient, and biased toward certain kinds of economic activity. These
complaints were raised by a wide range of witnesses that we had
throughout the spring and summer—highly respected economists,
small business representatives, top managers and representatives
of basic industries, also the service industries, the investment busi-
ness, and even farmers.

These various groups all came to somewhat the same conclu-
sions, and the message that they gave us was that reform was dra-
matically needed. The witnesses spoke again and again of the word
“reform,” basic fundamental reform.

I would like to call this call for fundamental reform as systemic
reform, because what these witnesses called for was more than a
guick-fix agproach. And you know the old saying, “If it ain’t broke,

on't fix it"”’; well, the message from the witnesses before this sub-
committee ti)rough the spring and summer has basically been, “It
is broke, so do fix it.” o ‘

I am very pleased today to welcome a panel of distinguished wit-
nesses—three panels in number—who will help the subcommittee
in the final phase of this inquiry. In this final phase we want to
step back from the details of the current tax system and look at
the long-range consequences and the long-term solutions.

These hearings, so far, have gravitated upward toward a full
scale indictment of the net income tax. So then, today we ask,
“Where does that leave us? What have we wrought as a people in
this current net income tax system, and where should we go from
here? That is the basic issue.

Of course, as we even look at this current election campaign be-
tween the two candidates for President and many of the candidates
of both Houses of the Congress, this issue is being addressed right
now. There is some indication from the political talk going on this
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fall that we might prognosticate that there will be a major over-
haul in the coming spring. :

I suppose we are-all pessimistic about that, because we have su
posed that for a long period of time, going back even to the 1976
election, and not a whole lot has materialized. In fact, if you look
at the size of the Tax Code, I suppose if you measure it just by
volume you can say the situation is getting worse instead of better.

But, regardless, we now begin this last series of hearings, hope-
fully setting a record as we go into deliberations in the Senate Fi-
nance Committee, and hopefully in the House Ways and Means
Committee, that these issues will be looked at thoroughly so that
there is a major overhaul of the tax system next year—as an end
in itself, but also partly as an answer to the general question that
is 8o basic right now in this political season, “Will there, or will
there not, be a tax increase? And if there is going to be one, when
does it come in the process of determining a budget deficit? Before
expenditure reductions, or after expenditure reductions, or simulta-
neous with that discussion?”

Now, as I call the first panel, I am sorry to announce that one of
our very fine witnesses, Lew Lehrman, who is chairman of the Citi-
zens for America and a business person in New York and also a
Republican and conservative political leader in this country, is not
going to be able to be with us because, as my staff said, he is
‘stuck” in Philadelphia. I guess transportation was a major prob-
lem. So we only have two people, then, on our first panel,

Paul Huard is currently vice president for taxes and fiscal policy,
National Association of Manufacturers. He is a graduate of the
Boston College Law School, Master of Law—Taxation—at George-
tﬁw% ]%'xiversity, and he has served as an enforcement attorney for

e .

We also have on the same panel—and I will call Paul first—
second, Jack Walter. I will ask each of you to testify and will have

uestions of You‘ as a panel. Jack Walter is currently president of
the Nationa Academy of Public Administration, was first a
Senate-confirmed aBpomtee to the Director of Office of Govern-
ment Ethics under President Carter and was retained in that posi-
tion by President Reagan, has been a member of the Florida State
overnment’s cabinet and a graduate of Amherst College and Yale
niversity Law School.

Thank you both very much. I guess maybe I ought to make the
usual administrative announcements before you start your testimo-
ny, that the record will stay open for about 10 or at the most 16
days for any additions or corrections that any of the panel have to
it. Also, if there is anybody who has a short statement, who was
not invited to testify on this issue, that would like to have their
testimony considered for the committee’s consideration, we would
be glad to receive that as well.

I guess that’s it. Would you like to start out, Paul?

STATEMENT BY PAUL R. HUARD, -VICE PRESIDENT, TAXATION
AND FISCAL POLICY DEPARTMENT, NATIONAL ASSOCIATION
OF MANUFACTURERS, WASHINGTON, DC

Mr. Huarp. Thank you, Senator.,
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We have a prepared statement on behalf of the association which
I would like to submit for the record. I will try to summarize my
comments therein. I think it may be more helpful to have a brief
summary and then an opportunity for questions, )

Let me turn first to the issue of productivity. I think the tax
policy, while certainly riot the only factor affecting productivity,
nevertheless represents one major means of improving productivity
by stimulating a greater shift of resources to items such as capital
expenditures and research and development.

urthermore, we find that specifically targeted tax incentives are
more effective in stimulating productivity in the economy than
more general measures such as overall rate reduction.

On the specific issue of productivity, therefore, we would support
changes in the existing law which would have the effect of specifi-
cally targeting the incentive effect of the law in the areas of pro-
ductivity with particular regard to capital expenditures and re-
search and development.

Specifically, we would be very supportive of restoration of the
Accelerated Cost Recovery System to its original configuration as
fassed in 1981, As I am sure you may recall in 1982 and again in

984 there were rather significant dilutions to the Accelerated Cost -

Recovery Systemy made in the tax bills that were enacted in those
years.

In the area of research and development, we would support
making permanent and improving the existing R&D tax credit,
which as you know will expire at the end of next year. Likewise,
we would supgort further extension of the moratorium on regula-
tion 861, which has to do with the allocation of R&D expense. It is
a somewhat esoteric provision, but the net effect of the moratorium
is to improve the situation in terms of R&D expenditures for do-
mestic companies.

Let me turn-now to the broader issue of systemic reform to make
the system generally more efficient, more administerable, and
more stimulative of economic growth. In reaching an understand-
ing of this issue it is helpful to review the three major generic ap-
proaches to achieving so-called reform, and maybe we should put
quote marks around reform.

The first is the nickel'and dime or cats and dogs approach, which
I'm sure you as a member of this committee are quite familiar
with. It is the approach we used in 1982 and is the approach that
we used again in 1984, where you make literally hundreds—200 to
800—discrete, relatively minor changes in the tax code, where
nobody suffers any major disaster but everybody loses a little, and
everybody’s taxes go up a little. I guess Senator Dole, in particular,
has discovered that this is a technique that enables him to get a
bill out of the committee.

The problem with that approach, of course, is that it doesn’t do
anything for simplifying the system. What you do is you add thou-
sands of pages to what already is an over lengthy and over compli-
cated law, and I think sooner or later this particular technique is
going to be subject to the law of diminishing returns. I am not too
sure how many more acts like TEFRA or the 1984 act you can have
before you run out of nickels and dimes. So we frankly are not very

-
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supportive of any future attempts to reform the system through
that kind of technique.

The second generic approach is a major overhaul—which, more
bluntly, is the so-called meat-axe approach, and in this regard
there are numerous proposals before the Congress which I am sure
will be introduced in the next Congress. Among these are the Brad-
ley-Gephart bill, the Kemp-Kasten bill.

The trouble with all of these is that they involve repealing
scores—30, 40, 50, 60—deductions, credits and exclusions currently
in the law. In a nutshell, I think they upset too many economic ap-
plecarts in which economic and investment ’&lanning, and compen-
sation planning decision, have been made. They are too ambitious,
and I don’t think they are politically do-able. .

The last approach 1s to turn to something entirely new, which we
have concluded is probably the best technique, and that is a trans-
actions-based tax—either something in the nature of a value-added
tax or a national sales tax, with the revenue being used essentially
for two purposes. Part of the revenue we believe should be used
straight out to just reduce deficits. The remaining part should be
used to lower income taxes. You are going to have to make some
adjustments to handle the reiressivity issues at the lower end of
the income tax scale, and I think the rest of the revenue can be
used either for specifically Atargeted capital formation incentives or
things like reducing the double taxation of corporate dividends,
which as you know is a considerable disincentive to equity-type
investment.

The advantages I think of a transactions-based type of tax can be
summarized as follows:

Contrary to popular mythology, a properly designed tax with a
single rate and very few exemptions is not an administrative night-
mare for business or anybody else—it would be relatively easy to
administer and collect. '

Two, I think it is more efficient. If you tax a broad range of
goods and services, you are going to reach into the underground
economy; that unreported income which no type of income tax that
I am aware of is really going to drag into the system will be taxed
by a consumption tax when it is spent in the above-ground
ecor;omf'. . . _ )

Finally, I think you will promote economic growth. I think this
will happen in a number of ways: No. 1, I think you will find that
reducing the deficit will be helpful to economic growth; No, 2, I
think using part of the revenues to lower income taxes will be
stimulative of economic growth; and, finally, No. 8, I think by en-
acting this type of tax you will repair a lot of the difficulty we have
had in being competitive in international markets.

We now get 92 percent of our tax revenues from a combination
of corporate and individual income taxes and payroll taxes. When
businessmen pay these taxes, they are built into the price of the

. products they manufacture. When you try to export those products
you can’t rebate that tax component. We have signed the Genera
Agreement on Tariffs and Trade and we are obligated to live by
those agreements. And we don’t have what amounts to a rebatable
tax. A transactions-based tax would be a rebatable tax. When we
export products, we could take that tax component out of the price
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of the products. I think it would go a long way towards making us
more competitive in international markets. It would bring us more
into line with the tax systems of all of our major trading partners
who derive a much larger component of their total Government
revenue from consumption taxation than we do, and corresponding-
ly they derive a much lower component of their revenues from
income taxation.

That summarizes the points in my testimony, Mr. Chairman.
Thank you.

Senator GrassLEY. Thank you, Paul.

Mr. Walter?

[Mr. Huard’s prepared statement follows:]



STATEMENT OF
PAUL R. HUARD

ON BEHALF OF THE

NATIONAL ASSOCIATION OF MANUFACTURERS
BEFORE THE
SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE
OF THE
SENATE FINANCE COMMITTEE
ON TAX REFORM, ECONOMIC GROWTH AND PRODUCTIVITY
SEPTEMBER 17, 1984

I am Paul Huard, vice president for taxation and fiscal
poliby of the National Association of Manufacturers (NAM), The
National Association of Manufacturers is a voluntary business
association of over 13,000 corpéracions, large and small, located
in every state., Members range in size from the very large to over
9,000 smaller manufacturing firms, each with an employee base of
less than 500, NAM member companies employ 85 percent of all
workers in manufacturing and produce over 80 percent of the
nation's manufactured goods. NAM is affiliated with an additional
158,000 businesses through its Associations Council and the
National Industrial Council. On.behalf of our members, I am
pleased to be able to predent our views on tax reforﬁ, economic

growth and productivity.



1. SUMMARY

The first part of this statement examines the major causes of
the productivity decline, both in the United States and overseas.
The second part examines the evidence on tax policy as a
determinant of economic outcomes. The final section presents a
series of recommendations on tax policy options.

During the period from 1973 onward, productivity in the
United States fell below its long term postwar growth rate. The
causes of the global productivity slowdown had to do primarily
with the energy shocks, i.e., the successive increases in OPEC oil
prices, in conjunction with thL restrictive reaction of
macroeconomic policy, which substantially slowed the growth rate
of the world economy. 1In the United States, the subnormal
productivity performance was exacerbated by other factors such as
changes in the demographic mix of the labor force, changes in the
sectoral mix of output, and regulatory drag.

The deepest phase of the productivity decline is now over.
The outlook is for a better aggregate performance in productivity
in 1984~85 primarily because of the upturn in thé business cycle.
However, the longer term productivity performance will also
improve for several reasons. The decline in energy prices since
1981 will be a critical factor in raising cyclically-adjusted
productivity growth. The maturation of the workforce and the
resulting improvement in skill levels will also\make a positive
contribution to productivity growth. Finally, although regulatory

reform has not progressed as far as would be desirable, there hasa
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been a substantial slow@own in the giowth of regulatory costs.

Proddctivity performance depends a great deal on the
stabllity of the business cycle, not only because of the impact of
year-to~year growth rates on productivity, but also because '
prolonged recessions lead to contractions in capital investment
and thus lower the trend rate of productivity growth. Therefore,
thJ overall posture of monetary, fiscal and tax policy should aim
at a stable growth path for the economy.. In this respect, tax
policy must be considered in conjunction with the overall mix of
macroeconomic policy. Tax policy is more likely to enhanc1
productivity when it i3 accompanied by monetary and spending
policies that work in favor of stabilizing the business cycle.

The productivity slowdown was not caused primarily by
increased tax drag during the 19708s. Nevertheless, tax policy
repraesents one major means of improving productivity by shifting
the sectoral sllocation of resources in favor of greater capital
spending and R&D. The existing research on taxes as a determinant

‘ot macroeconomic outcomes points in the direction of the following
conclusionss

Tax policy is also more likely to raise productivity when it
consists of measures that will 1ncreafe factor inputs to
production such as capital formation. In this respect, specific
tax measures designed to improve business liquidity, lower the
user cost of capital and increase savings will have a stronger
impact on productivity than more general tax reforms which do not

address these areas. .
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fhe ACRS depreciation reform passed under ERTA has had a
favorable impact on business liquidity and capital formation.
Econometric studies demonstrate that if ERTA had not been passed,
bupiness liquidity would have been lower and the contraction in
capital investment would have been more acute during the 1981-82
recession than what actually took place. Once the economy passed

"its cyclic trough, ACRS added positively to the cyclical recovery
in capital formation. In this respect, further acceleration of
depreciation schedules, for instance through first year expensing
for equipment, should be considered in order to further increase
capital formation. -

Productivity and long term economic growth can also be raised
through increased R&D. Tax measures to stimulate further R&D
should therefore be adopted. These include making permanent the
incremental R&D tax credit enacted as part of ERTA, and making
permanent the moratorium‘on Section 1.861-8 of the Treasury
regulations governing allocation of research expenditures.

To the degree that Congress undertakes any systematic reform
of the tax system, in NAM's view, this should consist of a shigt
towards consumption taxes rather than any of the existing "flat
tax" proposals. Further, consumption taxes at this time should be
designed primarily in order to-reduce the federal deficit.
However, there is some merit to sttuctd;al reforms aimed at
shifting the tax burden from income to consumption.

Greater taxation of consumption ‘would provide the long term
benefit of increasing savings, thereby raising aggregate liquidity

and reducing interest rates. At the same time, however, it should
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be noted that this would be primarily a long-run effect, and that
the short-run impact would be less favorable. The proximate
result of high consumption taxes would be a drop in effective
demand, which would be accentuated by the rise in the price level
associated with the addition of the tax to prices. However, the
weaker economy would lead to cyclical decreases in interest rates.
The resulting decline in the user cost of capital would lead to
greater investment and indirectly to higher productivity growth
via the capital-labor ratio. 1In the long term, therefore, the
benefits of shifting the tax base toward consumption- rather than

income would outweigh the short-term costs.

I1. THE PRODUCTIVITY ISSUE

Table 1 gives the growth rate of productivity in the non-farm
business sector for the period 1950~83. .

Since the mid-1970s, there is evidence of a marked
deterioration in the rate of productivity growth both in the
United States and throughout the industrial countries.
Productivity growth rates initially slackened in late 1973, and
declined sharply in 1974. Thereafter, productivity growth
underwent a cyclical recovery in 1975-78, although it did not
attain the growth rates witnessed during p;ior expansionary
periods. In the United States, productivity growth was well below
trend during the later stages of the 1975-79 recovery. Beginning
in 1979, productivity growth again became negative in the United

States. However, 1983 has witnessed a normal cyclical recovery in
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productivity growth, comparable to the earlier recovery in 1976.
Whether this recovery will be transitory, or whether productivity
growth will return to its postwar trend during the upcoming
business cycle will depend critically on the economic environment.
Changes in tax policy can contribute to a better performance.

The causes of the productivity Fecline have been documented
in numerousﬂgqonometric studies. On.a year-to-year basis, lower
productivity growth reflects the aggravated downturns in the
international business cycle, manifested in the depth of the
worldwide recessions of 1974-75 and 1980-82. On a
cyclically-adjusted basis, the longer-term productivity decline
reflects the effects of the successive energy shocks of the 1970s
and other factors such as changes in the demographic composition
of the labor force, regulatory drag, and changes in the sectoral

mix of output.l

Cyclical Factors. In the United States, productivity

underwent a mild slowdown during the late 1960s, notwithstanding
continuous economic expansion at this time, due in part to high
rates of labor utilization. Partly for this reason, the
productivity decline during the 1969-70 recession was more acute
than during prior recessionary periods in the late 1950s, despite
the fact that the downturns were deeper. However, the sharpest
cyclicel_sfll in productivity took place during the recession of
l974~;;, which was distinctive both in its extreme depth and its
worldwide character. The first OPEC crisis took place at the

final stages of a worldwide reflationary boom, when the global

39-960 O—84——2
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economy was already substantially overheated. The resulting
acceleration in inflation, further aggravated in the United States
by the removal of wage-price controls, induced a sharply
restrictive monetary-fiscal reaction at a time when inventories
were substantially overbuilt. The ensuing simultaneous fall in
demand throughout the industrial countries caused the recessionary
trend to be transferred across national boundaries through the
channel of diminished trade flows. This combination of events
effecsively made the recession worldwide. Econometric analysis of
the world productivity slowdown at this time confirms that
throughout the industrial countries this phenomenon is explained
largely by the combination of the energy shock and the contraction
in output associated with the restrictive macroeconomic reaction.
To a substantial degree, the same process was repeated following
the .second OPEC shock in 1979-80. Thié time, the world economy
was moving less rapidly, while the feed-through of energy prices
into domestic inflation rates was more gradual, producing a slower
decline into recession. 1In part because of the slower pace of the
contraction, labor markets equilibrated more rapidly relative to
the fall in demand, with the result that the recession was
associated with smaller decreases in productivity and greater
increases in unemployment than in 1974-75. By comparison, during
the recession of the mid-1970s, the speed of decline was so rapid
that employment fell only with substantial lags, leading to a very
sharp initial decline in the output-labor ratio. However, the
recessionary period in 1980-82 was considerably longer than that
of 1974-75, both because of the prolongation of monetary restraint

\
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in the United States, and because the appreciation of the dollar
impelled the other industrial countries to refrain from
countercyclical policies in order to support their exchange rates.
The result was that the cyclical decline in productivity at this
time lasted for a period of roughly three years.

The contribution of cyclical factors to the slowdown in
productivity during the intervening recovery in 1975-79 is less
clear, but underutilization of capacity appears to have played
gsome role in other countries. The recovery of 1975-79 was
unusuglly slow in all the industrial countries except the United
States, where the looser stance of monetary policy enabled
restoration of normal postwar growth rates in real GNP and a full
recovery in capacity utilization. Nevertheless, while the
Amer ican economy had converged to full capacity by 1978, Canada,
Japan, and Western Europe continued to experience substantial
slack. The role of underutilization of capacity as an explanation
for slower productivity growth has been corroborated
econometrically for Canada and Western Europe. However, because
of the strength of the recovery in the United States, this
explanation is largely irrelevant here. As a result, an
explanation of this development requires recourse to non-cyclical

tactors.

Non Cyclical Factors. Of the major non-cyclic components of

the productivity decline, the most important has been the change
in relative energy prices. The rise in oil costs is estimated to

have accounted for one-third of the cyclically-adjusted
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productivity slowdown in the United States since 1973. 1In
addition to thear direct impact on factor inputs of enérgy, the
OPEC shocks are estimated to have had a secoﬁdary depressing
effect on productivity tﬂrough the capital~labor ratio and the
output mix. %The OPEC shocks raised the relative coust, of capital
inputs because of the complementarity of capital and energy; at
the same time, they engendered shifts in the sectoral composition
of output from energy-intensive manufacturing industries, which
typically exhibit high productivity growth, to ‘
non-energy-~intensive services where productivity growth rates tend
to be lower.

Finally, several other factors account for the residual in
the productivity decline. The demographic composition of the
workforce appears to have slowed productivity growth consistently
over the postwar period, although interestingly enough this factor
was probably more important prior to the 1970s. Regulatory drag,
however, has been estimated to be a relatively important factor,
although the magnitudes have varied depending on the methodology
used. The role of R&D in accounting for the productivity slowdown
is scmewhat ambiguous. However, since R&D constitutes a major
factor input to production, measures designed to enhance R&D

spending can be used in order to raise productivity over the

upcoming business cycle.

The Current Outlook. The current outlook for productivity is

for relatively normal cyclical behavior over the recovery. In

1983, non-farm productivity grew by 3.1%, essentially comparable
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to the recovery in productivity growth that took place in 1976.
It remains to be seen, however, whether productivity will continue
to rise at this rate, or whether it will undergo a consistent
§eterio:ation over the business cycle as it did during the late
1970s. Factors working in favor of higher productivity growth at
the present time include lower energy prices and the expected
cyclical rise in capital investment; despite the high user cost of
capital, the contraction in the capital stock since 1980 implies
the need for substantial retooling. However, in the long term,
the user cost of capital and a slowdown in wage increases
asgsociated with slack in labor markets work against major

increases in the capital-labor ratio.

III. THE EFFECTS OF TAXES ON ECONOMIC ACTIVITY

The relationship between tax policy and productivity must be
viewed as essentially indirect and long term in nature.
Nevertheless, tax changes constitute one of the major policy areas
that can be used to raise productivity growth inasmuch as tax
codes can be used to influence inputs of capital through such
mechaﬁisms as depreciation reform. While there is general
agreement in economic theory that selective changes in the tax
laws can exert a statlistically significant impact on capital
formation, there is, however, less consensus as to the magnitudes
involved. Some discussion of the evidence on the relationships
between tax policy and key econo?ic indicators is therefore in

order.
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Business Investment. There is considerable evidence that the

tax system in the United States has depressed corporate
profitability and business investment, particularly during the
more inflationary environment that has prevailed since the late
19608. There were two major components of this process, the
overstatement of inventory profits and the understatement of
depreciation costs under the ADR system. Any number of studies
have demonstrated that a substantial decline in the real rate of
return on corporate equity and a rise in the real user cost of
capital took place during the 19705.2 This depressed capital
formation both because investors shifted their asset portfolios
away from corporate equity into interest-bearing instruments and
because corporations were forced to incur higher debt-equity
ratios in order to finance capital expansion. When excess
taxation of business income is entered as a determinant of capital
formation in full scale macroeconomic models the results show a .
statistically significant impact on investment.3
The result is that business tax cuts can be expected to
significan&ly raise the long term growth of the capital stock. Of
the possiblg corporate tax measures to enhance cabital formation,
NAM considers retention of the Accelerated Cost Recovery System
(ACRS) passed in 1981 as part of the ERTA package to be the most
important priority at this time. The liberalization of
depreciation schedules directiy raised corporate liquidity and
permits greater capital spending through retained earnings. The

depreciation reform also lowered the effective user cost of
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capital, and shifted relative prices in favor of greater f&ctor
inputs of capital. The need to preserve ACRS incentives is
underlined by the fact that depreciation schedules were

subsequently lengthened under TEFRA in 1982.

The Effects of ERTA. With somewhat less than three years

elapsing since the passage of ERTA in 1991, the evidence on the
effects of these tax cuts on the economy is at the present time
only partial. Nevertheless, econometric tests using large scale
macroeconomic models have pointed to a generally favorable impact.
The simulations suggest that ERTA did in fact exert a
significant positive effect on the economy. With 1980 tax laws in
place and assuming no countervailing changes in mone;aty policy,
the contraction in consumption, investment and aggregate economic
activity resulting from the 1981-82 recession would have been
considerably more acute, and the gai?s associated with the
recovery would have been weaker. Over a 1983-85 forecast horizon,
the elimination of ERTA with no compensating loosening of monetary
policy causes real GNP to be lower by magnitudes of up to 1.2
percentage poihts. The losses in business fixed investment that
would have taken place without ERTA are even greater. In sum, the
business provisions of ERTA substantially reduced the cyclical
losses in output and investment associated with the 1981-82
recession, and will contribute to réising the cyclical gains

during the upcoming recovery.
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IV. POLICY RECOMMENDATIONS

In congidering fundamental reform of the tax system, it
should be borne in mind at the outset that historically the tax
system has tended to favor consumption at the expense of savings
and investment. This is evident from the fact that income is
taxed when it is earned, and then if it is saved the income on
such income is also taxed. Another glaring example of the
system's anti-investment bias is the double taxation of corporate
earnings paid out as dividends. 1In such cases, the combined
income taxes paid by the company and its shareholders on the
company's earnings can rise to as much as 73 percent at the
federal level alone. Moreover, some 55% of federal revenue is
derived from income taxes, which is a much higher ratio than in
‘the other industrial countrigs‘

While this bias toward tewafding consumption at the expense
of savings and investment was in part redressed by the capital
formation incentives contained in ERTA these incentives have
already been substantially diluted under TEFRA and, to a somewhat
lesser extent, by the Tax Reform Act of 1984. NAM believes it is
critical that we preserve important capital formation provisions
such as the Accelerated Cost Recovery System (ACRS) and the
Investment Tax Credit (ITC). These incentives--which should .
receive a large share of the credit for the strength of the
current recovery in capital formation-~-are necessary to enable

major corporations to make productivity~-enhancing investments.
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Bearing these considerations in mind, there are clear
differences in the implications of the major proposals for tax
reform now under consideration. Three major types of tax reform
have been proposed:

1. "Reform” of the system through numerous adjustments to
the existing basic framework. This approach would merely repeat
the cechn@que used in TEFRA and the Tax Reform Act of 1984, where
literally hundreds of changes‘modifying existing law were adopted.

2. Major overhaul of the existing tax system, involving a
substantial broadening of the taxable income base together with a
lowering of marginal tax rates. The base broadening could be
achieved by either eliminating many existing deductions and
credits, or expanding the definition of gross income to include
items presently excluded, or both.

3. Enactment of a tax which is an "add-on" to the existing
system and thus leaves that system intact. Surtaxes levied on the
present income tax would be one approach; another would be
imposition of a totally new tax such as a VAT or a national retail
sales tax.

The first approach listed is clearly the least desirable.
Legislation such as TEFRA and the 1984 Tax Reform Act merely add
further complications to a statute already overburdened with
complexity. They are not based upon any discernible p:ihciples of
consistency in tax policy. Rather, their primary motivation--and
in our view quite possibly their sole jussification-—is purely and
simply the raising of revenue to reduce déficits. At best, such

bills are patchwork repair jobs; at their worst, they are
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near-classic examples of political expediency. More
significantly, we may now have reached the stage where the
"tinkering" approach has been so ovefused that it will produce
only diminishing returns.

Attempting a major overhaul of the existing system does have
a great deal of appeal, particularly from the standpoint of
simplicity. Any such overhaul, however, is likely to face
enormous obstacles. In particular, efforts to broaden the taxable
income base can be expected to give rise to substantial resistance
on numerous fronts. 'All of the comprehensive base-~broadening
plans we have examined would require repeal of literally scores of
exclusions, deductions and credits presently in the law. Each
such provision was adopted for policy reasons considered
meritorious by the Congress and many of these have been in Ehe law -
for decades. Furthermore, --and we wish to place considerable
emphasis on this point-~flat tax proposals on other full scale

reforms of the tax code do not have any beneficial impacts on

productivity or capital formation. The notion that a flattening

of personal tax rates will raise capital investment and
productivity has no basis whatsoever in economic theory. Instead,
raising productivity requires that the tax system contain specific
incentives for capital formation and R&D.

In light of the foregoing considerations, the\final generic
approach that we mentioned--an "add-on" to the existing system--
seems to have some promising features. An "add-on" tax that is
N

simple and fair could be enacted in a much shorter time frame and

with considerably less attendant controversy than could any major
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‘overhaul or restructuring proposal. Of the two "add-on" proposals
most often mentioned--income tax surtaxes and transaction-based
consumption taxes--it is clear that the latter are much to be
preferred to the former.

The various factors recited above, among others, have led NAM
to conclude that a consumption-based tax would offer the best
balance between the need to retain incentivgs for savings and
investment and any perceived need for additional federal revenues.
Revenues from such a tax could be used at least in part to replace
revenues from the existing income tax system, thereby reducing its

bias against savings and investment.

Design of a Consumption-Based Tax NAM believes that a

consumption-baged tax should include the following design
features:

1. Simplicity. The tax should be simple to understand and
to administer. This factor clearly points to a transaction-based
consumption tax, e.g., one imposed on an ad valorem basis when a
taxable product or service changes hands.

2, Breadth. Obviously, the broader the base of the tax, the
lower the rate that will be required to raise a specified amount
of revenue. This is perhaps the most critical factor to be
evaluated in determining the scope of any transaction-based tax.
We believe the fairest and least disruptive approach is to use the
lowest possible rate on the broadest possible base. What this
means, of course, is inclusion of setvices as taxable items and

taxation on the basis of full value (i.e., including retail markup
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in the tax base). If the service sector is substantially omitted,
the burden of the tax will tend to fall entirely on manufactured
goods and a much higher rate will be required. A similar result
will occur if the retail markup is omitted from the taxable base.
Another advantage to using the broadest possible base is that it
will maximize the federal government's recapture of presently-lost
tax revenues from the so-called "underground economy." This will
occur when such unreported income is spent in the "above ground
economy.”

3. fairness. In the case of transaction-based consumption
taxes, an often-voiced concern is the potentially regressive
impact of such taxes on lower income individuals. We believe,
however, that any such impact can either be eliminated or at least
satisfactorily mitigated by (a) low rating, zero rating or
exempting certain necessities such as food and medicines, ﬁb)
providing income tax credits or increased personal exemptions and
zero bracket amounts for such individuals, or (c) some combination
of these techniques.

4. Other Tax Reforms., Further, we wish to reemphasize our
commitment to preserving existing tax incentives for R&D and

capital formation.

Capital Formation. The most critical element of any tax

policy aimed at enhancing productivity is to stimulate additional
capital formation. The ACRS depreciation reform enacted in 1981
went quite far in redressing the overstatement of corporate tax

liabilities resulting from ADR, but was subsequently diluted by
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the passage of TEF%A in 1982. Moreover, ACRS did not represent an
improvement in depreciation schedules over ADR for certain hiéh
technology industries with short-lived assets. At the very least,
the existing ACRS depreciation laws should be retained. At some
future time, Congress should give serious consgideration to further
acceleration of depreciation schedules, for instance through the

enactment of first year expensing for capital equipment.

R&D Improvement. Notwithstanding the finding that R«D was

not closely related to the productivity slowdown, productivity
could be enhanced in the long term by greater R&D. Several
measures can be taken to improve R&D, including; 1) making
permanent the 25% tax credit on incremental R&D expenditures
enacted under ERTA, which is currently scheduled to expire at the
end of 1985; 2) making permanent the moratorium on Section 1.861-8
of the Treasury Regulations governing allocation of R&D
expenditures. Other measures aimed at stimulating R&D such as

patent term restoration should also be considered.

I hope that the foregoing suggestions are of assistance to
the Committee in its deliberations on this important matter. I
will be pleased at this time to address any questions you may

have.
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TABLE 1

PRODUCTIVITY GROWTH, NON-FARM BUSINESS SECTOR (1950-84)

1950 6.0 1962 3.6 . 1974 ~2.5
1951 1.7 1963 3.2 1975 2.0
1952 2.3 1964 3.9 1976 3.2
1953 1.7 1965 3.1 . 1977 2.2
1954 1.4 1966 2.5 1978 0.6
1955 3.9 1967 1.9 1979 -1.5
1956 0.3 1968 3.3 1980 -0.7
1957 1.7 1969 -0.3 1981 1.9
1958 2.4 1970 0.3 1982 -0.1
1959 3.4 1971 3.3 1983 3.1
1960 0.8 1972 3.7

1961 2.9 1973 2.4

Source: Bureau of Labor Statistics
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STATEMENT OF J. JACKSON WALTER, PRESIDENT, NATIONAL
ACADEMY OF PUBLIC ADMINISTRATION, WASHINGTON, DC

Mr. WALTER, Senator, good morning.

As president of the National Academy of Public Administration,
I am delighted at the opportunity to testifg before the Subcommit-
tee on Oversight of the Internal Revenue Service on the subject of
the Administrative Impacts of Tax Reform.

A member of the National Academy’s executive committee and a
former Commissioner of the Internal Revenue Service, Sheldon
Cohen will appear on your second panel, and I would be delighted
to defer to him with respect to your more difficult questions.

The National Academy is committed to the search for excellence
in Government and supports this subcommittee’s concern with the
potential problems of implementing and administering whatever
tax reforms might emerge from the next Congress,

Only last April, President Reagan sighed legislation granting a
Federal charter to the National Academy in recognition of our past
and future work on such questions. This was only the second such
charter granted to an organization of our kind in the past 150
years—the other being granted to the National Academy of Sci-
ences in the 1860’s.

Though the National Academy does not support or oppose any
specific set of tax reforms, we are g\articularly concerned about the
potential administrative impacts. The National Academy believes
that a fair and simple tax, and for that matter a complicated tax,
can be neither fair nor simple if it cannot be administered.

There is little doubt that tax reform will be at the top of the con-
gressional agenda next year. There are dozens of proposals already
circulating on Capitol Hill, and the acronyms are staggering. The
list of ideas runs the gamut of recent tax proposals from Flat Taxes
to Cash-Flow Taxes to Consumed Income Taxes to National Sales
Taxes. As this committee already knows, there are a number of
ways of comparing the proposals. Some involve fairness and equity,
others focus on complexity and ease of understanding.

The National Academy of Public Administration, however, is
- concerned with yet another way of comparing the tax reform alter-
natives—their administrative impacts. The National Academy be-
lieves that every policy action creates an equal or greater adminis-
trative reaction, and is concerned with making the policies work
once the legislative debate is over. The battle on tax reform is al-
ready moving forward on several fronts.

All of the reforms search for fairness, but in very different ways.
All seek economic efficiency in the hope that the tax system will
have a neutral impact on consumer choice. All hope to stop punish-
ing work and savings; all want simplicity; yet virtually none of the
current proposals confronts the issue of administrative impacts.

Though some of the reforms are obviously difficult to implement,
there has been little comparison of such administrative effects.
Therefore, the National Academy applauds this subcommittee’s in-
terest in the question and hopes to remain active in the hearing
process. )

Five qliestions are prominent in the National Academy’s analysis
of the administrative impacts:
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First, how do the competing tax reforms compare on administra-

tive costs? Just how much will each tax cost to administer? Here = . ..

the focus is on net revenues.

Second, how do the tax reforms compare in terms of staff and or-
ganizational demands? Will the Internal Revenue Service need
more staff, more enforcement funding? The National Academy is
particularly concerned with any necessary reorganization. It is not
enough to simply pass a tax bill without considering the potential
impact on the Internal Revenue Service.

Third, how will the tax reforms be implemented? The National
Academy is interested in both the ease and speed of implementa-
tion and in the time and costs for compliance by taxpayers. The
Brookings Institution’s cash-flow tax, for example, would take 3
years to implement, with a complex array of transition formulas.

Fourth, what kinds of information and data will be needed to
monitor and enforce the various tax reforms? Here the National
Academy shares the subcommittee’s concern with taxpayer confu-
sion and paperwork demands.

Fifth and finally, can the various tax reforms be enforced? The
National Academy is concerned with the ultimate enforcement of
each option. Some are easier to evade than others. The VAT, for
example, has a much greater potential for tax avoidance than a na-
tional sales tax. Since the IRS is ultimately responsible for this en-
forcement, it would be a major issue for any study that we would
conduct on this topic.

The National Academy hopes that the subcommittee will remain-
interested in and active on this general matter. Administrative im-
pacts should not be a secondary issue in tax reform. We believe
that these questions must be part of any comprehensive tax-reform
debate. Indeed, this is about the only question that has been ne-
glected both by the Congress and by the President; yet it may very
well be the single most important issue in terms of simplifying the
tax system. If Government cannot administer the reforms, there is
no reason to raise public expectations that we will finally have a
simple tax. '

Once again, we believe that a fair and simple tax can be neither
fair nor simple if it cannot be administered.

Thank you.

[Mr. Walter’s pyepared statement follows:]
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The National Academy of Public Adrﬁh\istration is delighted at the
opportunity to testify before the Subcommittee on Oversight of the Internal
Revenue Service on the subject of the administrative impacts of tax reform. The
National Academy is committed to the search for excellence in government, and
supports this Subcommittee's concern with the potential problems of implementing
and administering whatever tax reformzi might emerge from the next Congress.
Only last April, President Reagan signed legislation granting a Federal charter to
the National Academy in recognition of our past and future work on such
questions, It was only the second charter granted to such an organization in the
past 150 years—the other was granted to the National Academy of Sciences in the
1860s,

Though the National Academy does not support or oppose any specific set of
tax reforms, we are particularly concerned about potential administrative
impacts. The National Academy believes that a fair and simple tax can be neither
fair nor simple if it cannot be administered, The National Academy has been
working recently to secure funding for a comprehensive study of the
administrative impacts of tax reform, and believes that such a study can be an
important aid to future congressional action.

There is little doubt that tax reform will be at the top of the congressional
agenda next year. There are dozens of proposals already circulating on Capitol
Hill, and the anachronims are staggering--FAST, FAIR, GIT, UCT, VAT, and so
on. The list of ideas runs the gamut of recent tax proposals--from flat taxes to
cash-flow taxes to consumed-income taxes to national sales taxes. As this
Subcommittee already knows, there are a number of ways of comparing the
proposals. Some involve fairness and equity. Others focus on complexity and ease

of understanding.
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The National Academy of Public Administration, however, is concerned with
still another way of comparing the tax reform alternatives: administrative
impacts. The National Academy believes that every policy action creates an
equal or greater administrative reaction, and is concerned with the problems of
making policies work once the legislative debate is over. After detailed
discussions with National Academy members, including former Internal Revenue
Service Commissioner Sheldon Cohen, former Deputy Commissioner Bertrand
Harding, Rep. Barber B. Conable, Jr,, and former Senate Government Affairs
Committee Staff Director Richard A. Wegman, the National Academy has
completed preliminary planning for a study administrative impacts of tax
reform. The National Aéademy bel\?eves it is qualified to undertake such a study,
and hopes to secure the funding necessary to complete this work by the start of
the 99th Congress. Because of its nonpartisan character, the National Academy
cannot be concerned with the political issues of tax reform, But we are extremely
interested in the implementation and administration of any comprehensive tax
reform bill.

Clearly, the pressure for tax reform will not abate. Indeed, as the Brookings
Institution recently argued, "a prosecuting att‘orney would have no difficulty
persuading an impartial jury to convict the federal income tax system on several
counts: it diverts resources away from their most productive uses, it is complex,
and it is unfair," That indictment is repeated by virtually every student of our
current tax code. Though the search for equity has produced at least part of the
current complexity, the tax system surely needs repair. Such repair cannot
succeed, however, without attention to the day-to-day issues of administration.
Replacing one complex system with another is no answer to the current

complaints.
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But if most agree that the current system needs reform, few have agreed on
a specific proposal. The agenda of tax reform includes a dizzying array of
proposals. The Reagan administration has not announced its proposal, but appears
to be interested in sales taxes and value-added taxes. Congressional actors have
not been 50 quiet: Bradley and Gephart have a flat tax called FAIR; Kemp has one
called FAST; Quayle and DeConcini have flat taxes with very different impacts; a
national sales tax appears to be favored by the public over most other options; and
the value-added tax is still alive. Moreover, even if everyone suddenly agreed on
a single proposal, the transition to the new system might take years, involving
temporary surcharges. The administrative issues are both complex and
demanding.

Consider, for example, the value-added tax, However simple the VAT may
be in theory, it is anything but simple in practice. According to a series of studies
by the Brookings Institution, the European experience holds ample evidence, Six
nations® currently use the VAT: France, Germany, Italy, the United Kingdom,
Sweden, and the Netherlands. While it is difficult to measure the overall success
of each system, administrative impacts are readily comparable,

In theory, the VAT is a uniform tax that minimizes distortion in consumption
rates. By taxing the "value added" to a commodity at each stage of its
production, a uniform rate can be applied to every consumer. All six European
nations have chosen, however, to achieve at least some progressivity in the VAT
by allowing exemptions. All six have different rates for agricultural and other
essential commodities. Unfortunately for administrators, any time an exemption
is added to a supposedly flat tax, the complexity grows, While these European
nations have achieved some measure of fairness, they have also increased their

administrative costs and complexity.
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First, all must make arbitrary distinctions for firms deserving lower tax
rates. Italy, for example, employs five different rates, The procedure for
classifying and evaluating each product and firm has become a burden on both the
governments and the firms. The quarterly returns required for proper
classification create a mot;maln of paperwork. Even if the United States adopted
a more uniform VAT to cut down on complexity, Congress would have to accept
increased administrative costs, along with the taxpayer outcry. Small businesses
would have to adopt extensive and expensive record systems.

Moreover, it is not clear that a VAT could be enforced. According to
Brookings, there is a 40 percent average evagion rate in Italy. Yet, even where
there {s little intentional evasion of the VAT—as in Britain--the smaller firms
simply cannot keep up with the expenses and volume of the recordkeeping, In the
U.S., with its much higher proportion of small businesses, the VAT would requirg
remarkable changes in the way most firms operate. The VAT system could create
a bureaucratic nightmare, with vast increases in administrative costs, taxpayer
headaches, and a loss of Internal Revenue Service efficiency.

This is not to single out VAT for special criticism. Indeed, it should serve as
an example of what needs to be known about the rest of the tax agenda. The VAT
tax is one of the few that we have studied in detail. From what we know, it would
be difficult to administer. The point is that we have not even scratched the
surface for the rest of the tax menu Brool&ngs, for instance, has proposed a
cash-flow tax, and has admitted that it would have some transitional problems,
and might be difficult to administer at the start. But we do not have hard
administrative information on that tax, or on most of the proposals. The National
Academy believes Congress must have that knowledge to make the coming

choices.
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The battle on tax reform is already moving forward on several fronts. All of
the reforms search for fairness, but in very different ways. All seek economic
efficiency, in the hope that the tax system will have a neutral impact on consumer
choice. All hope to stop punishing work and savings. All want simplicity, Yet,
virtually none of the current proposals confronts the issue of administrative
impacts. Though some of the reforms are obviously difficult to implement, there
has been little comparison of such administrative effects. Therefore, the National
Academy applauds the Subcommittee's interest in the question, and hopes to
remain active in this hearing process.

There are five questions in the Natjonal Academv's study of administrative
impacts:

1, How do the competing tax reforms compare on administrative

costs? Just how much will each tax cost to administer? Here,

the focus is on NET revenues,

2. How do the tax reforms co\mpare in terms of staff and
organizational demands? Will the Internal Revenue Service
need more staff, more enforcement funding? The National
Academy is particularly concerned with any necessary
reorganization. It is rnot enough to simply pass a tax without

considering the potential impact on the IRS.

3. How will the tax reforms be implemented? The National
Academy is interested in both the ease and speed of
implementation. The Brookings Institution’s cash-flow tax, for
example, would take three years to implement, with a complex

array of transition formulas.
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5.

The National Academy hopes that the Subcommittee will remain interested

and active on this general topic.

most important question for simplifying the tax system.

86

V/hat kinds of information and data will be needed to monitor
and enforce the various tax reforms? Here, the National
Academy shares the Subcommittee's concern with taxpayer

confusion and paperwork demands.

Can the various tax reforms be enforced?A The National
Academy is concerned with the ultimate enforcement of each
option, Some are easier to evade than others, A VAT, for
example, has a much greater potential for tax-avoidance than a
national sales tax, Since the IRS is ultimately responsible for

this enforcement, it is a major issue for our study.

secondary issue in tax reform. We believe that these questions must be part of
any comprehensive tax reform debate. Indeed, it is the only question that has

been neglected by Congress and the President. Yet, it may very well be the single

administer the reforms, there is no reason to raise public expectations that we
will finally have a simple tax. Once again, we believe that a fair or simple tax

can be neither fair nor simple if it cannot be administered.

.

/

Administrative impacts should not be a

If government cannot
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Senator GrassLEy. Let me start right where you left off; al-
though that wasn’t my intention, it is fresh in our minds. Adminis-
terability.

Is it too simple to take as a given, then, if we do anythin% that
eliminates much of the Tax Code, we do those things that lessen
the total number of—let me just use the word “loophole,” although
I know that is not a very fair word to use—or lessen the size of the
income tax form that the individuals or the professionals have to
make out? Can’t we accegt that as it's going to address the problem
that you raised, that we have not addressed yet?

And then, opposite that, if we do more like we did in 1984, ad-
ministerability is just going to be worse. -~

Mr. WALTER. It seems to me Mr. Huard stke marginally to that

uestion in his testimony. The one thing I would want to say is
that, as you move forward with whatever bill you want to do next
year, and the National Academy doesn’t want to take a view on the
relative merits of any of the contending proposals, Senator; it cer-
tainly seems to me that the manner of integration of whatever the
tax system will be following your legislation should be a central
subject. How are you going to work with whatever you have left of
the old code and the new code, how you are ﬁoing to fit them to-
gether, and what kind of a package will you have left at the end,
are issues that we hope the Congress will address while it is pro-
ceeding and not simply defer to be worked out later.

Mr. Huarp. I think that most of the major overhaul proposals
would, if anything, be less administrable than the current code,
and f)articularly with regard to their impact on individual taxpay-
ers. I think business taxpayers of necessity are used to a great deal
of complexity. You know, they are required to keep things like bal-
ance sheets and profit and loss statements. This is something that
individual taxpayers are not required to do. I think if you get into
all of the major overhaul proposals you will find that one of the
ways they try to soften the pain of doing away with a lot of deduc-
tions and credits is by lowering the rates. But lowering the rates
results in the sgstem producing less revenue. So another counter-
part to all of these proposals is broadening the base. Well, when
you broaden the base you start doing a lot of things like including
things in individual taxpayers’ incomes that have never been in-
cluded before—the value o employer(?)aid benefits; some of the sys-
tems like the cash-flow or consumed-income systems would have
you include the value of loans taken out as income during that
year. You would be imposing a recordkeeping burden on individual
taxpayers, in my judgment, that would far exceed anything they
have had to put up with in the past. And I think that is a real flaw
of most of the major overhaul l;l)roposals that I have seen. It is not
just a question of simplifying the system by doing away with exist-
ing exclusions, deductions, and credits. What you have done is im-
mediately replaced that with a further complication by broadening
the base and requiring them to account for, report, and pay tax on
things they have never paid tax on before.

Senator GrassLEy. Paul, you are the only one on any of the

anels today that represents a ma{gr interest group here in the

ashington, DC scene, so I would like to ask you not only for your
part, although I suppose you can speak more for the NAM than
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any other interest group in town, if there is going to be a major
simplification of the tax system, a major overhaul of the tax
sKstem, interest groups generally are goin%1 to have to be part of
the process or it is not going to happen—that is the way I see it.

Do you see a movement among interest groups to be supportive
of such efforts? And, if not, then is there going to be an effort to so
be? Because I guess I take the view that, you know, it is going to be
a partnership between those of us in the Congress and groups that
we work with here in Washington to accomplish this. °

Mr. Huarp. Certainly the effort will be made. The NAM is part
of a coalition of a half dozen or so major business associations
which is trying to look at the overall issue of Federal tax and fiscal
policy. You know, we have multiple goals in mind. One of them, of
course, is tax policy; but the other is fiscal policy, spending reduc-
tions, overall reduction of the deficit.

At this point I must say that we are the only major association
that has reached a specific position on tax policy side. I think, as a
practical matter, it is going to be a lot easier to get interest groups
to agree on, say, a broad generic package of spending reductions. I
think, for instance, you will find wide business support next year
for entitlement reform which takes the line that cost-of-living ad-
justments to entitlements such as Social Security and retirements
are valid instruments, but that they shouldn’t be indexed 100 per-
cent to the current increase in CPI, that there should be some

aring back of that either to the CPI-Minus-2, which is one of the
ormulas in some legislation that has been introduced this year, or
something like 60 percent of CPI. And I think it is going to be
easier to reach a broad consensus of interest groups on something
like that than it is on tax policy.

We are hopeful that we can get as many groups as possible pull-
ing in the same direction, and I guess to some extent our support of
a transactions-type of tax as a new revenue source is an example of

erhaps the best defense being a good offense. We obviously aren’t
interested in further increases in business taxes or in further re-
ductions in capital formation incentives, but we do realize that
Congress will be under a considerable amount of pressure to not
just maintain the existing revenue being generated by the Tax
Code but actually to increase it, given the state of Federal deficits.
And we feel that basically shifting away from what we regard as
already an over-reliance on income taxation towards taxaticn of
consumption is the proper approach. And we are hopeful that we
can get a fairly substantial number of business groups thinking
that way. It is an educational Erocess and I won’t make any predic-
tions, but we are moving in that direction, and I am hopeful that
we can get some kind of consensus.

Senator GrassLEy. You are moving in that direction now and
have been for several months to have a consortium of business
groups meet periodically to discuss things along this line, to discuss
possible strategies?

Mr. Huarp. That is correct, Senator. Yes, sir.

Senator GrAssLEY. Is that a fairly sophisticated operation, or at
this point is it very loosely knit?

Mr. Huarp. Loosely knit is probably a better description than
“sophisticated.” You know, all of the associations involved have



39

been just using their existing resources and existing staff. We
haven’t hired any new staff or gone out and bought a million dol-
lars worth of computer time, so it is probably more loose than it is
sophisticated at this point.

Senator GrassLey. You are pessimistic when you say that dra-
matic changes are going to be difficult because too many applecarts
will have to be upset. Do you see that as an impossible effort, or
one that can be accomplished?

Mr. HuArb. Oh, I don’t see it as an impossible effort; I see it as
an effort that would be far easier to achieve if the Federal Govern-
ment were less reliant on income taxes for its revenues. This,
again, is one of the incidental benefits of shifting towards some
kind of consumption tax, if you can reduce the present Govern-
ment reliance on income taxation. For instance, the corporate and
individual income tax produce about 55 percent of all Government
revenues. If you could reduce that, say to 40 percent, the system
would be less sensitive. If you were willing to reduce the take from
the income tax system, I think you would substantially enhance
the likelihood of achieving major reform of the income tax system.
I think it has been observed by any number of veteran tax policy
players such as Barber Conable on the House side that achieving
tax reform where you are taking away whatever you call them—
loopholes, deductions, preference items—is a lot easier to do if at
the same time you are reducing everybody’s taxes or almost every-
body’s taxes.

Well, you know, as a practical matter we really can’t do that. We
can’t afford to take in even less Government revenue than we are
already taking in; even at the present level we are looking at sub-
stantial deficits stretching out indefinitely, and I think the only
type of approach which would permit you to lower the Government
take from the income tax and therefore enhance the possibilities of
reforming the income tax, because it's less significant, is to return
to another totally new source of revenue which we really never
tapped in this country other than in a very minor and incidental
way through alcohol and tobacco taxes and telephone excise taxes.

So my pessimism is based on revenue-neutral reform. I think all
of the so-called proposals, including the one the administration ap-
parently will come out with in December, are ostensibly going to be
revenue-neutral; they are going to raise exactly as much revenue
as the current system.

The problem I have with that is that when you have that kind of
reform and you're taking away a lot of existing preference items—
loopholes, whatever you want to call them—you can claim as Sena-
tor Bradley does that within broad income classes everybody’s tax
liabilities stay the same, but what he is really saying is that we
have 10 million winners and 10 million losers. I mean, it all evens
out within the income class, but you have hurt an awful lot of
people, and those people are going to very vocal, and they are going
to be contacting their representatives in the Congress. It is going to
make the job much more difficult. Whereas, if you are not doing
that, if you are not really substantially increasing anybody’s
income tax liabilities because you have cut back on the overall take
from the income tax system, I think it enhances the likelihood that
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you can achieve substantial reform and simplification of the
Income tax.

Senator GrassLEY. Mr. Walter, from the standpoint of your Acad-
emy, you are mostly interested in administerability of the particu-
lar tax systems or changes we make as opposed to the substantive
proposals—I mean the tax policy itself. Is that right?

Mr. WALTER. Yes, sir.

Senator GrassLey. OK. Well, from that standpoint then, what do
you consider the single most serious flaw, or maybe I could say a
small number of serious flaws, of our present net income tax
sKstem? And what advice would you have to Congress to correct
that or those?

Mr. WALTER. Senator, I think that the comments of the Brook-
ings Institution—they said that a prosecuting attorney would have
no difficulty in persuading an impartial jury to convict the Federal
income tax on several counts, of diverting resources away from the
-most productive uses, of complexity, and unfairness—is a catalog of
abuses that is really more or less a given entering into these hear-

ings.

%t seems to me that from the point of view of the National Acad-
emy, the concern that we are trying to advance is the notion that,
during the consideration of the relative policy merits of the propos-
als put before you, you also keep in mind and attempt to balance
equally the administrative difficulties of implementing and operat-
ing the several proposals rather than deferring consideration of
their administerability until after the law has been passed, when
suddenly the Internal Revenue Service or the taxpaying public or
the corporate taxpaying recordkeepers, or whomever, suddenly dis-
covers that they have been saddled with yet a new and large paper-
work burden or an enforcement burden in service, or a collection
burden, or whatever it may turn out to be, that was never dis-
cussed during the legislative process.

Attempting to move that administrative issue up on the agenda
so that it is considered at the same time as the policy merits of the
proposals is my reason for being here this morning.

Senator GrassLEy. All right. I believe that that is the end of my
questioning for this panel. I thank you very much and ask you to
anticipate that there might be questions from members of the Com-
mittee who can’t be present today, and if not now surely will be
next year.

Thank you very much.

Mr. Huarp. Thank you, Senator.

Mr. WALTER. Thank you, Senator.

Senator GrassLEy, The second panel consists of four individuals
very learned in these aspects of the Tax Code that we are now dis-
cussing:

YPhil Storrer—and I hope I pronounce that right. Mr. Storrer.
es.

Senator GrassLEy. He is currently professor of accounting and
taxation, California State University, Hayward, CA. He served 8
Kears as Agent, Instructor, and Manager for IRS in Los Angeles; he

olds an MBA from Golden State University in San Francisco, has
written two books on taxation and IRS management, and is found-
er of the California State University Graduate Tax Program.
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Sheldon Cohen has testified many times before this committee
both as a private citizen and as a public official, is currently a part-
ner in Cohen and Uretz law firm, practices law before the various
courts of this country including the U.S. Supreme Court, was Chief
Counsel in the IRS from 1963 to 1965 and then was Commissioner
from 1965 to 1969.

John Kendrick is currently Professor of Economics at George
Washington University, currently adjunct scholar at the American
Enterprise Institute, former chief economist at the Department of
Commerce, and vice president of economic research for the confer-
ence board, New York.

And David Bradford, currently professor of economics and public
affairs at the Woodrow Wilson School, Princeton University, a B.A.
from Ambherst College, an M.S. from Harvard, Applied Mathemat-
ics, and Ph.D. from Stanford University in 1963. He studied at
Cambridge University and was Deputy Assistant Secretary for Tax
Policy in 1975-1976, and was also on the staff of the Federal Re-
serve Board for a period of time.

I welcome each of you and would ask you to proceed in the way
that I introduced you, and then each of you finish your testimony
before I have questions.

Mr. Storrer?

STATEMENT OF PHILIP STORRER, PROFESSOR, SCHOOL OF BUSI-
NESS AND ECONOMICS, CALIFORNIA STATE UNIVERSITY, HAY-
WARD, CA

Mr. Storrer. Thank you, Mr. Chairman.

I appreciate this opportunity to again appear before your com-
mittee. I am representing myself in these hearings.

Today there is a deep desire and pronounced need for a massive
reform of our tax system, and my conviction with respect to that
stems from my personal experiences as well as my professional
ones. I think there is a growing number of tax professionals who
share this concern, and that is the feedback that I get from con-
tinuing education tax seminars that I do throughout the country.

Misconceptions concerning tax reform, however, are widespread.
There is a deep need, I believe for public education regarding the
fundamentals of tax reform. Two overriding prerequisites I believe
are essential to real tax reform.

These prerequisites, which I describe as the pureness of purpose
and clean-slate prerequisites, are aptly expressed I believe in the
quotes that I have included in my notes, from President Reagan
and from the current Commissioner, Roscoe Egger.

The pureness of purpose, or the proper purpose of taxation was
described by President Reagan in his address to Congress on Febru-
ary 18, 1981: “The taxing power of Government must be used to
provide revenue to finance prudent Government expenditures. It
must not be used to regulate the economy or bring about social
charll{g,g. We have tried that, and surely we must know it does not
work.

The clean-slate prerequisite was appropriately described by Com-
missioner Egger in his speech before the Commonwealth Club in
San Francisco on April 13, 1984: “Americans don’t resent paying
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taxes. They resent not being able to figure out what their share
really is. If we want more than a piecemeal approach to reform, we
must leave behind preconceived notions about the American tax
system. No deductions, exemptions, or credits can be considered
sacred cows.”

I believe that these comments provide an excellent base from
which real reform can stem. I am very much encouraged by the ef-
forts of this administration and of your subcommittee, Mr. Chair-
man.

I want to quickly summarize several observations I have regard-
ing aspects of massive reform.

Correcting misconceptions is an important but difficult educa-
tional process, and I believe that this process is made more difficult
by the careless use of language. George Orwell in 1946 in his essays
on politics and English language said that “slovenliness of lan-
guage makes it easier to have foolish thoughts,” and I would plead
guilty to that, Senator, and I would add that it probably leads to
careless actions.

Taxation is not a positive influence in our society as many be-
lieve. It is a very necessary influence, but not a positive influence.
Taxation is necessary to finance prudent Government expendi-
tures, and I believe that it is misleading to title and describe tax
acts with words that indicate positive influence. Titles to recent
acts create this misimpression, such as “The Fair Tax Act,” or
“The Fair and Simple Tax Act.” I judge them to be neither.

Many do not understand that simplicity and equity in the purest
sense are incompatible objectives. When we provide for equity, we
sacrifice simplicity—the more equitable we make the system, the
more complicated it becomes, to the point that under our current
system we have neither.

A third misconception is that progressive rates.cannot be justi-
fied on economic grounds. They can be justified on emotional
grounds, but not on economic grounds. The utility theory concepts
do not really help in this area.

Several other areas I think deserve some quick comment:

The public also needs to fully understand that flat tax or broad-
based tax systems mean no more favored deductions, credits, or ex-
clusions in the extreme. The sacrificial unwillingness or willing-
ness of the public is in my opinion questionable. The public in
many sectors believe that a flat tax would mean lower taxes for ev-
erybody. What is the base for flat tax purposes is another question
yet to be resolved — 10, 15, 20 percent of what? There are many
other areas that deserve consideration.

There is, I believe, justifiable concern also over the transition
from our existing system to a flat tax or a broad-based system; but
I believe perception is one thing and reality is often quite another.

I ask the question somewhat rhetorically: Do we really know
what the effect of changing from one system to another might be? I
personally am not convinced that a drastic change would be devas-
tating. The transition from our existing system to a flat-tax system
could be accomplished in one or more of several ways—some of
them include setting a target date and then changing all at once,
giving taxpayers time to plan for this change; a second way would
be to gradually transition in steps toward that ultimate broad-
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based system. This could be accomplished by expanding the exist-
ing alternative minimum income tax, section 55 approach, and
then contracting the regular tax. We could also grandfather in cer-
tain prized possessions such as interest and tax deductions for
homes, or a use of a combination of them.

I believe the educational process will not be easy, but it should
take place in an atmesphere of openness and free exchange.

The political realities alluded to earlier, I believe, regarding mas-
sive change, given private interest group influences, are over-
whelming. Tax changes are currently used to respond to pressure
of private interest groups, including the Internal Revenue Service.
The successful efforts of private interest groups demonstrate I be-
lieve a systemic flaw.

There is in our system a concentration of benefits and a diffusing
of costs dichotomy. Those benefiting from special provisions can
afford to spend time lobbyin%; those paying the costs cannot afford
to make their feelings felt. Flat tax reform, in my opinion, address-
es this systemic flaw by allowing those otherwise financially
unable to make their feelings felt. It concentrates the costs of tax-
ation and diffuses the benefits, thereby reversing this process.

I have a couple of suggestions regarding the type of reform, per-
haps, that is needed. I think the failure of the incrementalistic ap-
Eroach is now well known. Seventy-one years of tinkering has

rought us a system which now does not function effectively. It is
being disabled by tax protesters, abusive tax shelters, and the un-
derground economy. There is a definite need for a change in the
method of taxation, I believe. I personally favor a consumption or
income-based value-added tax which could be administered in a
simplified way. Who must file tax returns should be limited to, in
my opinion, individuals who are businesses and eliminate the need
for non-business tax returns to be filed.

Tax reform cannot take fplace without considering the spending
issue. The inseparability of tax system reform and governmental
spending must be acknowledged by all. It is politically impossible
to have tax reform of the kind tgat I believe the public expects
without spending cuts.

In conclusion, tax administration is not in good health. The
battle against evasion and illegal avoidance is being lost, in spite of
the fine efforts of the Internal Revenue Service. It is unreasonable
to expect the Internal Revenue Service to solve problems, given the
complexity of the law. I believe the public is being civil}iy disobedi-
ent, because they feel their protests are not being heard. In short,
confusion abounds.

I have included a couple of statements by ex-Revenue agents now
in private practice as CIgAs which pay tribute to this confusion.

ne thing is unalterably clear: If we do nothing, the public will
do it for us, with more ridiculous tax protester and abusive tax
shelter activities. If the public is successful with this type of crude
personal tax reform, the fires of real tax reform will wane, if not
all but disappear. When everyone has their own little brand of tax
reform, fundamental reform will become unnecessary, and we will
be worse off for it.

For these reasons I see 1985 as a most critical year. I was im-
pressed yesterday while walking the Mall and reading the inscrip-
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tions of our forefathers regarding their clear thinking concerning
fundamentals. It reminded me of the psalmist who wrote, ‘If the
foundations be destroyed, what shall the righteous do?* I trust the
righteous will act responsibly.

Thank you, Mr. Chairman.

Senator GrassLEY. Thank you.

Mr. Cohen.

[Mr. Storrer’s prepared statement follows:]
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STATEMENT OF PHILIP P. STORRER

September 17, 1984

General remarks indicating that there is a deep desire and

pronounced need for massive reform.

A. My perception of public concern for tax reform from my
personal contacts which include the following:
1. My speaking engagements
2, Our university VITA program
3, My radio and talk shows, and
4. My consulting practice

B. Tax practitioners are very concerned. This is the
feedback I get from continuing education tax seminars I
do around the country.

There is a deep need for public education regarding the
fundamentals of tax reform. Two overriding prerequisites
are essential to real tax reform. These prerequisites are
aptly expressed by the following quotes from President
Ronald Reagan and Internal Revenue Service Commigsioner,
Roscoe Egger:

A. The purpose of taxation prerequisite:

"The taxing power of government must be used to provide
revenue to finance prudent government expenditures. It
must not be used to regulate the economy or bring about
social change. We have tried that and surely we must
know it does not work." ~ President Ronald Reagan
February 18, 1981, before Congress in presenting his
economic package.

B. The "Clean slate" prerequisite

"Americans don't resent paying taxes. They resent

not being able to figure out what their share really

is . . . . If we want more than a piecemeal approach to
reform, we must leave behind preconceived notions about
the American tax system. No deductions, exemptions, or
credits can be considered sacred cows". - Internal
Revenue Service Commissioner Roscoe Egger April 13, 1984,
San Francisco, speech before the Commonwealth Club.

C. These comments provide an excellent base from which to
build real tax reform. I am very much encouraged by the
efforts of the administration and the efforts of the _
Finance Committee and your Subcommittee, Mr. Chairman.
In short: . .

1. The tax system should be used to produce needed
revenue,
2. No one's ox can be exempt.

39-960 O—84——4
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STATEMENT OF PHILIP P. STORRER

September 17, 1984

I11. Specific observations 1 have regarding various aspects of
massive tax reform.

A. It is important to analyze the practicality of massive

change.

1. Correcting misperceptions is an important educational
process.

a.

Taxation is not a positive influence in our
societies, as many believe. It is a very
necessary influence, but not a positive influence.
Taxation is necessary to finance prudent
government expenditures. It is misleading to
title acts with words that indicate a positive
influenced titles to recent acts create the wrong
impression. For example:

l). "Fair Tax Act" and

2). “"Fair and Simple Tax Act"

The original intention of the Constitution Framers

sheds light on the purpose of taxation. - IRM

§1111.31 says:

1). "Madison's notes on the Constitutional
Convention reveal clearly that the framers of
the Constitution believed for some time that
the principal, if not sole, support of the
new republic would be derived from customs
and duties and taxes connected with shipping
and importation. Internal taxation, would
not be resorted to except infrequently, and
for special reasons."

2). Statements made during the debates over the
Revenue Act of 1913 indicate that the income
tax rates were not expected to ever rise
above 10%.

Simplicity and equity in the purest sense are

incompatible objectives. When we provide for

equity, we sacrifice simplicity. The more
equitable we make the system, the more complicated
it becomes.

Progressive rates cannot be justified on economic

grounds. They can be justified only on emotional

grounds. The ability to pay concept is not an
economic concept. Utility theory does not solve
the problem.

Specific areas of public misperception include the

following:

1). The public needs to understand that a flat
tax means no more favored deductions,
credits, or exclusions. Several
considerations relate to this consideration:
.a). Sacrificial willingness of public is, in

my opinion, questionable. 1Is the public
really willing to offer their own
individual oxen?
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STATEMENT OF PHILIP P. STORRER

September 17, 1984

b). The public thinks that a flat tax rate
would mean a lower tax for everyone.

c). What is the base for flat tax purposes?
10% or 20% of what?

2). The public thinks that the Internal Revenue
Service makes the law.

3). The public thinks that the Internal Revenue
Service is omniscient - a myth that is being
rapidly replaced by the underground
generation.

4). The public in some sectors thinks that the
Internal Revenue Service has power which is
the fiscal equivalent of Nazi Germany =~ and
freely uses it to harass taxpayers.

5). The public in some sectors thinks that tax
experts know what is going on and how to
engage in tax planning to avoid all taxes
whenever they wish.

6). Congress understands completely the laws it

is encouraged by special interest groups to

enact.

B. Concern over the transition from our existing system to a
flat tax system.

1. Perception vs. Reality!! Do we really know what the
effect would be?

Equity vs. Practicality of changlng from our existing
system to a flat tax system.

2.

a).
b).
The

tax
a).

b).

c).
a).
The

Elderly people anticipating the §121 exclusion for
sale of their residence at age 55.

Municipal bond interest investments for retirement
are currently tax free. Would it be fair or
constitutionally proper to cuddenly tax them?
transition from our existing system to the flat
system could be in one or more of four ways:

Set a target date for change and make the change
all at once. This would give taxpayers time to
plan for the change.

Gradual transition in steps toward the ultimate
objective of a flat tax system. This could be
accomplished by expanding the existing alternative
minimum tax to a broader base while simultaneously
reducing the influence of the reqular tax.
Grandfathering certain prize provisions such as
interest and taxes on homes. -

Use a combination of the above alternatives.

process of Education - How to accomplish it!!

a).
b).
c).
d).
e).
f).

Testimony of this type
Speeches

Debates

Talk shows

Articles

News releases
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STATEMENT OF PHILIP P. STORRER

September 17, 1984

g). ALL OF THESE DISCUSSING, HOWEVER, SHOULD TAKE
PLACE ON A CLEAN SLATE WITH NO PRECONCEIVED
NOTIONS. K

The political Realities of Massive Change

a. Private interest group influences are
overwhelming. Tax changes are currently used to
respond to the pressure of private interest
" groups including the Internal Revenue Service.

l1). We all know of classic examples

2). Flat tax proposals with catchy titles are
themselves examples -~ the terminology itself
is used to indicate the good we're doing for
the public.

3). The reality of the political process causes
even the most principled of us to react
politically. e.g. The Reagan administration
and its support for real estate tax
deduction. We should encourage this process,
but only when it is in response to pressures
of generally informed public.

b. The successful efforts of private interest groups
demonstrate a systemic flaw. - There is in our
system a concentration-of benefits and diffusing
of costs dichotomy. Those benefiting can afford
to spend time lobbying. Those paying the cost
cannot afford to make their feelings felt. Flat
tax type reform addresses this systemic flaw by
allowing those not otherwise financially able to
make their feelings felt.

C. Suggestions regarding the type of reform needed.

1.

The failure of the incrementalistic approach is now

well known.

a. "We have tried that and, surely, we must know it
does not work". - President Ronald Reagan supra

b. 71 years of tinkering has brought us a system
which now does not function effectively. It is
being disabled by tax protesters, abusive tax
shelters, and the underground economy.

There is a definite need for a change in the method

and approach.

a. We must decide fundamental issues first.
Preconceived notions about taxation must be
destroyed.

b. The purpose of taxation must be considered. We
must use the system to produce revenue to finance

rudent government expenditures.

c. e can then address the question as to what type
of system we desire to raise this revenue.

A consumption or income base value added tax is a

possibility.
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The general VAT tax model is viewed as follows:

Consumption Base VAT

All income (Broadly defined)
Less: Expenses related to the production of income
(including capital purchases)

Equals:

Income Base VAT

All income

Less: Expenses related to production of income not
including capital purchases

Less: depreciation (Recovery)

Equals: e_added o s

4. Administration of the tax could be simplified.
a. Who must file could be limited.

1). Eliminate individual non-business taxpayers
by requiring that only businesses file
returns.

a). This could be done by allowing no
deduction for factor payments to
households - wages, interest, and rent
are examples of factor payments to
households.

b). Deductions will only be allowed if paid
to other businesses.

c). W-4s could be used by businesses to avoid
withholding.

d). W-4s/1099s can then be matched with
recipients return to see that they are
properly reported.

b. To eliminate the need for wage earners to file

returns see model described in exhibit A.

D. The inseparability of tax system reform and governmental
spending must be acknowledged by all.

1. Governmental spending is taxation. - Deficit sperding
must be paid sometime and by us. No outside
philanthropist is going to pick up the tab. i

2. Tax reform does not, therefore, mean lower taxes - not
without reduced spending.

3. It is politically impossible to have tax reform of the
kind the public expects without spending cuts.

14.The public must see the connection between spending
and taxation. They must see that they are getting
their money's worth.

IV. Conclusion
A. Tax administration is not in good health. The battle

against evasion and illegitimate avoidance is being lost
in spite of the fine efforts of the Internal Revenue
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Service. It is unreasonable to expect that the Internal
Revenue Service can solve the problem given the
complexity of the law.

In short, confusion abounds.

Ex-Internal Revenue Service agents, I chat with, agree.

Two recent conversations bare this out:

1. "I cannot believe how screwed up the system is. When
1 was with the Service, we thought the problems were
the exception. Now that I'm out I see that they are
the rule. Other Ex-Revenue agents share my feeling.

You never know exactly what they are going to do so it
makes us look like idiots. 1I've been amazed since
I've been out of the Service how screwed up they are,
and it is getting worse not better". - An Ex-Group

Supervisor now in private practice as a Certi
FuEIic Accountant.

2. "Tax planning is not possible in the current
environment with one monumental tax change after
another." - Ex-Assistant Chief Examination Division
now in private practice as a Certified Public
Accountant.

One thing is unalterably clear that if we do nothing, the
public will do it for us with more ridiculous tax
protester and abusive tax shelter activities. If the
public is successful with this type of personal crude

.. reform the fires of real tax reform will wane, if not all

but disappear. When everyone has their own little brand
of tax reform, fundamental reform will become
undesirable. We will be worse off because of it. For
these reasons, I see 1985 as a most critical year.
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FORM 1040 FLAT TAX

Line 1 All income (§61 without

Line

Line

Line

Line

Line

2

6

the current exclusions)

Less expenses related to the
production of income

Plus factor payments to households
for which no W-4 indicating
business status of recipient is
on file with payor

Equals: Tax base - Includes taxable
Income of taxpayer and all
households who have no W-4's on
file with payor

Multiply Times Proportional Tax Rate

Equals Tax Liab;;itg
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Mr. CoHEN. Thank you, Mr. Chairman.

I appear before you at your invitation, and these are my own
views, not those of any organization of which I am a member.

1 would like to quote Edmund Burke, who was a great friend of
the American colonist. He said in a very succinct way, “To tax and
to please, no more than to love and be wise, is not given to .nan.”
We have been going at this for hundreds of years without great
success.

We have a complex system, but we have a complex society. You
can not have—I agree with Mr. Storrer in that respect—a system
which is both fair and simple. Equity does require complexity. You
need careful draftsmanship to make sure that the system isn't
abused, and that therefore increases the complexity.

Now, in a complex society, as I said earlier, I don’t think you can
have simplicity. We would not tolerate a Model T or a Model A
Ford any longer. A self-starter is rqulired. You could not get
anyone not to expect one in his automobile. There are a variety of
things in our automobiles today; each one of them adds to complex-
ity; each one of them adds to repair difficulties. And yet, we have
grown accustomed to them.

We cannot just hope for a simple system; we have to have the
discipline to accept some rigors. :

I agree that we could have a simpler system on the day that the
Congress would have the discipline to say no to a worthy, deserving
case. I would not like to be the Congressman who said no to that
worthy, deserving case. However each case has to be weighed in
terms of what does it do to society, because each exemption—for
example, the one that the NAM was talking about earlier in regard
to R&D—each of those exemptions and deductions has to be read
by everyone. We have a mass income tax. The provision might
apply to me. And therefore, even though it might not, it has to be
on the return and in the instruction and I have to read it

We also have a complex society in that businesses are sometimes
incorporated, sometimes not, sometimes partnerships, proprietor-
ship or whatever, so we have to have a variety of forms.

We do have a simple tax system now for 65 percent of our popu-
lation. It’s called 1040A. It has a standard deduction; they fill in
just a few lines. And indeed if the taxpayer does not want to, he
does not even have to compute the tax; the Revenue Service will
send him a bill.

So we are talking, you see, only about a third of the population
that is affected by the deductions, credits, etc.

I want to disabuse the committee, I hope, of the idea that lower-
ing tax rates and making a return simple will bring compliance. It
will not. Zero is a better rate than anything you will come up with.
And people will comply with the law to the extent they believe the
law is enforced.

There, 1 will use a simple illustration. I drive out I-270 to my
summer home west of here. To the extent that there are Maryland
State Troopers evident or radar traps evident, the traffic will move
between 50 and 55 miles an hour. If the Maryland State Troopers



58

were to abandon that strip of highway for several weeks, the traffic
moves up to 60 or 65, or even 70. We put constraints into our socie-
ty to protect ourselves from ourselves. Locks are put on windows
not to protect against thieves but to protect honest men from be-
coming thieves—a thief knows how to break the lock.

Senator GRASSLEY. Do you accept the premise that high marginal
tax rates contribute to the underground economy, or complexity of
the system or a high marginal tax rate encourages people to, even
though they file a tax form, maybe not be as honest as they other-
wise would be?

Mr. CoHEN. Marginally. To the extent that we don’t enforce the
law, it'doesn’t get enforced.

When I had the privilege of managing the Internal Revenue
Service, we were running about 5 percent audits. We now have
about 1.3 percent of returns audited. Do you think that has some-
thing to do with people’s propensity to pay? I think it does. I think
that we were running about $2 billion in uncollectible accounts.
Today we have $30 billion in uncollectible accounts. I think that
has a great deal to say about people’s propensity to pay.

That is, I am willing to pay my share if I realize and understand
that my neighbor is paying his. I don’t like it, I would like to pay
less. And I would also like to get some simplification. I agree. I am
not fighting simplification; I am in favor of it. But if you don’t have
a reasonable amount of enforcement, there is no system that will
work. None of these systems are self-enforcing.

Senator GRASSLEY. Is there a relationship, then, between the
more complex the Code is then the more people you have to have
working for the IRS to enforce it?

Mr. CoHEN. Yes, sir.

Senator GrassLey. Well, what we have done is not increased per-
sonnel enough to keep up with the complexity.

Mr. CoHEN. We have a certain amount of that, but we also have
not increased personnel, period. We have kept the personnel about
flat while population grows at about on the order of 2 to 2.5 per-
cent a year. So if the Revenue Service budget is not increased on
that order, compounded, year after year, they can’t keep up with
the workload. You know, that is just a given.

A flat tax doe= not create simplicity—that is, rate structure does
not create complexity. You can have a most progressive system or
a less progressive system; it doesn’t have anything to do with com-
plexity, because rates and calculation are picked up off of a sched-
ule. You don’t even have to make the calculation; there is a chart
that does it for you. It is the question of whether I have to itemize
10 or 20 or whatever the number of deductions, or whether the
Revenue Service and the Treasury have to list instructions that I
have to wade through, and they have to provide lines for me to put
the information on. That creates the complexity. Rate structure is
not very complex—regardless whether you favor a progressive tax,
which I happen to favor because I believe there is something to
marginal utility. I was taught that in school, and I see that in my
life every day. A $15,000 a year clerk does not have the ability to
pay the same percentage tax as a half-million dollar executive.
Every public survey of our citizenry shows that. It’s clear.
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One could argue the degree of progressively I would agree with
that. But there is nothing about progressivity either way that cre-
ates complexity. The forms have to be simple—that’s true. I am
skipping a great deal of material in my statement.

One of the things that we look at quite often is, we say, “Oh, it
would be wonderful if we would go to fundamental reform, so we
will go to a VAT or a sales tax or some other type of consumption
tax.” And we therefore then compare that VAT or sales tax or
whatever in splendid theoretical isolation with an income tax that
has been corrupted by years of the very efforts of interest groups to
get their particular point of view.

Well, the interest groups have become much too sophisticated for
that. Each one of those interest groups is going to sit here at this
table when you begin to consider a VAT and express its point of
view. There is no system in Western Europe involving a VAT that
is a single-rate structure. There is no system in any progressive de-
mocracy in this world that I know of that does not have a group of
exemptions or deductions and exclusions. So we are going to go
through exactly that same process. You cannot evade it.

The only question then is whether you want to go through that
process in terms of a consumption sales tax which might have some
inflationary effects, which nobody has described for the moment, or
do you have the discipline to do it in an income tax? And that is
really a question of the ability of this committee and indeed the
Congress to resist the so-called “worthy cause,” because you will
hear them for any tax.

Senator GrassLEY. You are done?

Mr. CoHEN. I am done. Yes, sir.

Senator GrassLey. All right. Thank you very much. I think Mr.
Kendrick is next.

[Mr. Cohen’s prepared testimony follows:]
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Mr. Chairman and Members of the Subcommittee, you invited
me to testify on the economic effects and administrative aspects
of the major tax reform ideas being discussed. 1 appreciate the
opportunity to give you my personal views.

The Committee is attempting to evaluate economic and
administrative aspects of a variety of tax ideas which are
currently being discussed. The major ideas which are being
discussed are so-called flat tax, fair tax, fast tax, sales tax,
VAT, excises, etc. I would like to discuss with you the admin-
istrative aspects of each of these ideas. As a member of the
Congressionally chartered National Academy of Public Agministration
and as a former tax administrator, I have been very interested in
the problems of administering our existing tax system as well as
any new tax.

As you know, our tar system is complex. On the other hand,
you cannot have a tax system which is both fair and simple. Equity
requires a certain degree of complexity. A simple system must be

arbitrary. The lines must be straight and orderly. Any exception



to insert equity requires careful draftsmanship so that it cannot
be abused. And thus we increase complexity.

Put very simply, I don't believe in a complex society, we
could maintain a simple system -- even if we could pass one in
the first instance. After all, the present system didn't start
this way. To Kkeep the simplicity (if it could be obtained in
the first place) the Congress would have to be willing to say,
"no" to someone with a sympathetic and perhaps deserving case.

i hope we can get to a simpler system and I hope that the
Congress could develop the discipline so that it will say "no"
rather than to add complexity to the law. But I have to tell you
1 am somewhat skeptical. 1If we could all agree on a simpler
law, I doubt that we could keep your fellow legislators from
introducing this or that change to benefit what they conceive as
a worthy cause. Thus, we will move back toward a complicated
statute.

There is some equity in having a law which is comprehended
by the average citizen. Most of the complications in our tax law
do not apply very widely. After all, almost 70% of those who pay
an income tax have a simple understandable return -- it is called
1040A or 1040EZ. The problem with that is that they worry that
some of the 30% who file itemized returns or business returns are
receiving advantages that the average person does not get. This

breeds on itself.
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However, I want to warn you, that lowering tax rates and
making the return simpler will not cure all the ills. The
so-called black economy will not disappear because we lower
the rates. After all a zero rate is lower than any tax rate
being discussed.

We must have adequate audit and collection personnel to do
a fair job of enforcing the tax law -- whatever form it takes.

We can use the highways as an example. We all know that it

takes a reasonable amount of police activity to enforce a 55 mile
per hour speed limit. If no police ever appear on I 270 west of
Washington, we can all be certain that the automobiles will begin
going 60 and 70. [f, as now, we see a Maryland State Tropper here
and there or a radar trap now and then, the traffic will essentially
hold to the legal limit. So it is with the audit level. A few
years ago the audit level was approximately 5%. Now it is approx-
imately 1.3%. The underground economy has grown even faster than

a multiple of that difference.

Since I have only recently returned from vacation, I did not
have time to develop fully my testimony. I have attached an out-
line of the points I believe need developing. I would be pleased

to work with your staff in developing these issues.
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OUTLINE OF ISSUES FOR THE COMMITTEE

The best tax has three attributes:
It is administrable
It is simple
It is fair

I. Administrability.

A, IRS and individual taxpayers have very similar
problems. They want a tax which is easily
administered. \

1. Manageability.
a. Agents and taxpayer must be able to
understand and apply the law.
b. Audits must be efficient and effective.
2. Collections.
a. People have to be willing and able to
pay.
b. Forms must be reasonable (in relation
to the tax bracket).
c. The system must be just. It more
importantly must be perceived as
just.
B. Simplicity.
1. Forms must be simple for majority of
taxpayers.
Rate brackets do not affect simplicity --
people use the tax tables. Deductioﬂs

and credits create complexity.
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Page Two

C.

Law should be siméle to reduce effort,
cost, and uncertainty in determining its
application.

a. The special capital gains treatment
probably adds more complexity than any
other in the code.

b. Distinctions in the law in attempting

to do equity cause undue complexity.

Fairness.

1.

Perceived fairness is necessary for
taxpayer compliance.

Progressive income tax is generally
perceived as fair. While some may quarrel,
the great majority of people believe that
someone earning $500,000 should pay at a
higher rate than someone earning $15,000.
There is something to the concept of

diminishing marginal utility.

I1I. How To Get There From Here. -

A.

Retain a tax on net income.

1.

Widely understood and accepted in
principle.

Broaden the base.

Retain progressivity.

Alternatives to income tax have serious

problems.
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Page Three

a. Consumption tax.
-{1) People don't understand it.
Difficulty in educating tﬁem.
(2) Regressive -- disproportionate
benefits to those who can afford
to save.
b. VAT.
(1) Administrative difficulties.
(a) IRS has no staff trained to
enforce it. !
(b) Private industry bas no staff.
(c) Most suggest it as an added tax
or to replace a portion of the
income, or social security tax.
Thus we would need added adminis-
trative personnel both in IRS and
in industry.
(2) Taxpayers don't understand it.
(3) Compliance problems.
(a) No reciprocal incentives
not to cheat.
(b) In Europe, no attempt even to
collect from small businesses.
(4) No simpler than income tax --
subject to same political pressures
toward complexity. No country has
enacted a VAT with no exceptions.

Each exception creates complexity.
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Page Four

(5) Supplementary VAT doubles the
problems.
c. Flat Tax.
(1) Fairness requires progressivity.
(2) Elimination of progressivity
doesn't simplify. -
B, Congressional Discipline.
1. Fine distinctions drawn to the effort to
achieve equity cause complexity in the
tax law.

- 2. Simplicity is an important and worthy goal.

STATEMENT OF JOHN W. KENDRICK, PH.D., PROFESSOR OF ECO-
NOMICS, GEORGE WASHINGTON UNIVERSITY, WASHINGTON,
DC

Mr. KeENDrICK. Mr. Chairman, I appreciate your invitation to ex-
press my personal views on possible tax reform. As a specialist in
productivity and economic growth I am particularly interested in
the U.S. tax system from the viewpoint of its impact on saving, in-
vestment, growth of capital, and thus growth of output and real
income per capita.

An important aspect of productivity growth is the growth of cap-
ital per worker, and one of the reasons for the productivity slow-
down for a decade after 1974 was a slower growth of real capital—
plants, equipment—not to mention the intangible capital—research
and development, and-education—per worker.

One reason why many economists do not like an income-based
tax system is that it basically represents a double taxation of
saving, as I explain in my paper. Further, in our existing income
tax system, there is a misallocation of capital among competing
uses, since tax rates on investments differ widely from one invest-
ment to another, all the way from 90 percent on certain kinds of
investment down to a negative number on other types of invest-
ments, due to unrealistic depreciation allowances, investment tax
credits, and particularly the effect of inflation on estimated depre-
ciation allowances.

A third reason why our system is not very facilitating for produc-
tivity growth is its complexity, so that energies are diverted from
increasing §roductive efficiency to minimizing tax liabilities.

The need for fundamental tax reform, which you mentioned in
gour introductory remarks, was underscored in the reports of two

odies whose work has not received much attention. But last year

39-960 O-~84-~~5
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we had a National Productivity Advisory Committee which report-
ed in December, which recommended basic tax reform. And then
last September there was a White House Conference on Produc-
tivity, and that report issued this past spring likewise recommend-
ed fundamental tax reform which would be more favorable to
saving and investment and also not distort investment decisions.

In that direction there are a number of consumption-based tax
systems, all of which are equivalent. One is the tax on consumed
income, known as a cashflow expenditure tax, in which verifiable
saving is excluded from income before the tax. This is equivalent to
taxation of a base that would exclude property income flows; and
you tan get the same effect by indirect taxation on consumption by
a comprehensive national sales tax or a value-added tax.

I think any of these approaches would be an improvement over
our present income-based tax system. I worry a bit about getting
all of the revenue from a national sales tax or a value-added tax
because of regressivity, and once you exempt a lot of necessities the
tax base is reduced, so that probably these taxes would have to be
considered as an add-on or a supplement to income tax reform,
which might reduce its revenue-producing ability.

Of the other two, Congressman Heftel has a proposal for a cash-
flow expenditure tax in which saving is subtracted before estimat-
ing the tax; however, it is rather steeply progressive, going from 10
to 50 percent, and I think that the proposal of the Brookings Insti-
tution, reported in its volume “Economic Choices—1984", is better
in that there are just three steps, ranging, as I recall, from 5 to 32
percent, which sounds more reasonable.

The DeConcini proposal for a flat-rate tax whereby property
income would be exempted is also a good possibility; however, I
have some problem with the flat rate tax because I tend to agree
with Mr. Cohen that some progressivity in the tax system is desira-
ble from the viewpoint of equity. But that could obviously be reme-
died, and probably once the various proposals get reconciled we
will have some sort of consensus about the degree of progressivity
which would be desirable from the viewpoint of Congress’ percep-
tion of equity in the tax system.

The other possibility, of course, is to try to reform the existing
income tax system, and I think the bills now before Congress are
desirable from various points of view—that is, Bradley-Gephart,
Kemp-Kasten, Quayle, and so on—in reducing exemptions, deduc-
tions, exclusions, and thus, by increasing the base, reducing the tax
rate. I think that is all to the good.

I would propose a few additional reforms that are not in most of
these bills we now have. One is, I would like to see more exclusion
of dividends and other types of property income in order further to
stimulate saving. I would like to see more indexing for inflation—
certainly indexing of tax brackets and exemptions—and probably’
indexing of capital gains; that is, you only pay a capital gain if
your property has gone up more in value than the CPI since the
time you bought it.

Senator GRAssLEY. Do you need more time to proceed?

Mr. KENDRICK. Just very little.

I would like to see the R&D tax credit extended, if not possibly a
subsidy on R&D, particularly by capital goods manufacturers,
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which would help bring down the price of capital goods and stimu-
late investments.

In conclusion, let me just refer to an article I had on the editori-
al page of the Wall Street Journal on August 29. There, basically, I
assume that there will be tax reform next year, as many people are
predicting, and “that the tax simplification and reform succeeds in
shifting more of the tax burden toward the consumed portion of
income.” If that happens, I think we can remain on the higher pro-
ductivity trend that we have been on now for the last couple of
years. I think that this can continue throughout this decade. It will
mean a slower increase in costs—cost per unit of output. It will
mean less inflation—I would think no more than 4 percent or so
for the rest of the decade, which is far better than the double digit
we had just a few years ago. And this of course will mean a lot of
saving in the budget, because interest rates will tend to come down
further if we have less inflation, and that of course will help the
deficit situation.

So I do hope we move toward fundamental reform in 1985.

Senator GrassLEy. Thank you, Mr. Kendrick.

Mr. Bradford?

[Mr. Kendrick’s prepared testimony follows:]
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Testimony of Joun iy. Kendrick, American gnternrise jnstitute
and The George Wasnington yniversity, bvefore the Syocommittee
on gversighg of the rnternal Revenue gervice of the senate
pmnce“{d&ttee, genator charles E. grassley, chairman,

geptember 17, 1984.

The present . S. tax system has been characterized as a "crazy-quilt"
which is "riddled with special provisions that affect taxpayers in similar
circumstances very differently and needlessly reduces economic efficiency."l

since the problems of the system have been documented extensively,

I may summarize them briefly.

Indictments of the Present Tax gystem

Most important from the viewpoint of effects on productivity and
growth, an incore~based tax system involves double taxetion of saving.
Tnis is true since tae incoue out of vhich savin; is male 1s taxed, and
30 1s tne ﬁcome fron the investnentz into vhich cavings flow. To look at
it another way, taxes on property income cdrive a wedge tetveen the sociel
(becore tax) rate of return on investrent, ard the private (after-tax) rate
of return. As a result, therc is too little saving and investment and
therefore a lower rate of economic growth than is socielly optimal.

Further, there is misallocation of capital among competing uses
since tax rates on investments differ widely from one type to another.
Thia il duc to unrealistic depreciation allowances; the effects of inflation
on depreciation and some other cost calculations; investment tax credits;
double taxation of corporate equity income while income from ovner-occupieé
housing end municipal bonds is excluded; and asymmetrical treatment of

capital gainas and losses. The resulting diversion of investment from the most
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productive uses reduces economic growth. gaving patterns are also
affoctod l:lnco sowe types of saving are sheltered while others are not.

Labor compensation is also distorted in that some types of compensation,
such as certain employer-financed fringe benefits as well as some transfer
payments, are not taxed. various other exclusions mean that tax rates are
higher than they would otherwise be, which serves to penalize work.

Finally, the Federal tax system has become very complex, resulting
in complicated tax-avoidance manipulations. Thus, energies are diverted
from increasing productive efficiency to minimizing tax liabilities.
Individuals lacking the knowledge or resources to do so are penalized
by paying more than their fair share of texes.

The need for fundamental tax reform as a major means for promoting
tae crotth ol vroduetiqity ead nev canita reel incore ran recognized oy
voth the yjationel productivity Advisory cormittee and the 'yhite jjouse
conserence on productivity in taeir reports <o the president durding tae
past year. The comuittee's ﬁecommendz;tion 2 vas; "Replace the current
income tex «with a system that would tax all incomes just once at rates
not exceeding some low fixed rate and provide for immediate expensing of

all investment expenditures."” 2

The white House productivity conference Report recommended: "The
presidont tnA thoqongresa should resist making further piecemeal changes
in our tcx h\n nn& develop a specific plan for fundamental tax reform.”
It vas specified that the reform should "achieve neutrality in effects on

3

saving and investment decisions."
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consumption-based Taxes

Thexre, are several types of reform proposals that would eliminate
the double taxation of saving. oOne is the consumed income tax, also
known as a8 cash flow expenditure tax. The tax base comprises all monetary
receipts minus verifiable saving, investment and debt repayment. This is
equivalent to taxation of a base that would exclude property income flows.
The same result could be accomplished by an indirect tax on coﬁsumption
expenditures, such as a value-added tax (VAT) or a comprehensive national
sales tax.

with respect to VAT or sales taxes, a major objection is that the,
are regressive. They would also interferwm with state and local government
revenue sources, and would increase consumer prices. Exemption of
necessities in orcder %o rake the indirecy taxes ore e uitatle wné possiol,
proportional 'ould recuce the revenue tage. In proctice, & v/,7 or selective
uational sales tax woulc e relevant as an add-on to supplerent tne revenues
ovtained from a reforned income iax or other sources.

proposals for a consumed income or cash flov expenditure tax have teecr
developed in some detail by Brookings rnstitution economista.h A sipilar
approach is embodied in a bill "rhe progressive consumption Tax" (H.R. 5841)
introduced by Representative cecil Heftel, which would substitute the
eme teax for the current income tax. The rate siructure ranges from
10 to 50 peraent. The progression is considerably steeper than that in the
Brookings proposal, which ranges fr;'m 5 to 32 percent for incomes in excess
of personal exemptions. fThe Heftel bill would replace the current corporale
income tax with a 30f tax on corporate dividend payments.

*
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The Brookings economists would tax the cash flow of corporations at the
meximum rate on’@éFsonal cash flow. The corporation tex base would include
total receipts (except proceeds from the sale of stock) less all business
expenses including investment.

gxclusion of capita) income rather than saving is provided for in
"The Flat Rate Tax Act” (s. 557) introduced by Senator Dennis Deconcini.

It taxes both individual and corporate income at a 19 percent rate. Most

of the tax credits, deductions and exclusions of the current income tax are
eliminated or modified. The persorrl examption is indexed for inflation.
"rhe Flat Rate Tax Act" is virtually identical to the proposal of Drs. Robert
Hall and Alvin Rubushka of the Hoover Institution.

The details of any bill under serious consideration to substitute a
consutiption-cased tax Tor the present income tax ould have Lo te eravlned
cere’vlly, of eourse, ané extensive nearings held. pere I olfer a Jev
general comments. Any Jlat rate tax vould ve criticized on equity grounds.
But even a progressive tax on cbnsuméd income would bte subject to the
criticism thet it would promote the conceatration of ‘ealth., After cll,
saving and wealth confer economic power, security, and opportunity, even

though it is only consumption that creates direct utility. Inclusion of gifts
and bequests in the cash flpw tax would help meet that objection, although
there vo_uld be much debate over the appropriate level of exemptions. fThere
would aln';) be a difficult transitional problem in taxing consumption
expenditures out of income that had previously reen taxed. The Brookings
study suggests ways of handling that.

1f capital income rether than saving were excluded from the tax base,
as in the Deconcini bill, there would be large windfall capital gains to

owners of securities and some other types of property. This problem could
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ve addressed througn ragival gains tzxation, and g1t ani 2stae faxation
designed to moderate inequalities of wealth.

cash flow expenditure taxation would create new book-keeping and
administrative problems witn regard.Yo qualified channels of saving. Bput
its proponents claim that overall complexity would be reﬁuced in comparison
with the present income tax. .

It is my Judgment that the advantages of expenditure taxation would
decisively outweigh the disadvantages. gince it 1s neutral with respect to
the consumption /saving decisios, saving and investment would be increased,
promoting growth of productivity and real income. Exclusion of investment
would eliminate the distortions introduced by depreciation accounting,
especially in inflationary periods. with a zero effective marginal tax

»ate on &¢ll assets, ia-eliments vould Tlor iato their wosi productive uses.

Incone Tax Reforn

There are more than & dozen vills pending in Congress proposing reform
of the Federal income tax system. perheps best known are "phe rair Tax pct
of 1983" (5. W72, K.+ 3271)- introduced oy Ganator 3ill Bradley and
Representavive Richard Gephardt, and the Kemp-Kasten "fair and Simple Tax
Act" (S. 2600 and H.R. 5533). fThese bills generally broaden the income tax
base by eliminating or limiting many of the special provisions for both
individuals and corporations in current lav. As & consequence, tax rates
are reduped significantly. The rates are progressive in some of the bills,
énd flat in others.

The base-broadening and rate reductions are all to the good, eince

they would reduce the distortions in the present system referred to earlier.
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1 would only suggest some additional reforms that would further encourage
saving and more efficient business investment decisions.

First of all, I recommend expanding the allowed deduction for corporate
;lividends , making it 100 percent if revenue congiderations permit, in order
to eliminate the double taxation. Interest deductions for interest receipts
should also be expanded and/or indexed for inflation. Revenue loss could
be nade up by not permitting interest payments as a deduction, which would
put equity and debt financing'on an equal basis.

Expensing investment outlays, or the present value of future economic
depreciation, would be a great improvement over arbitrary capital recovery
allowance. As noted above, this would reduce tax-related distortions of
investment decisions. It would also be desirable to allow unlimited loss
carry-rorwards, including interest on tue losses uncil tuey can Le of_set
against orotits. *

Indexation or income tex exemptions and uraskets ror inflation should.
not te chapped , altiouph it migut te deleyed or limited temporarily due to
revenue recuirements. Indexing for inflation should also ve applied to
capital gains, and possibly to taxable interest receipts.

A modified research and development tax credit should be e:{'tended
beyond 1985. If it were dropped, consideration should be given to R&D
subsidies in view of the external benefits of RaD and its importance to
technological innovati=n.

éonclus ion

In conclusion, I strongly support the replacement of the present income

tax system with a cash flow expenditure tax. This would not only increase
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saving and investment; it would also improve elficiency in the allocation
of capital; and, hopefully, result in a less complex tax system. All of
these benefits would conduce to a gtronger growth in productivity, real

product and income per capita. wWith such reforms, as I pointed out’ in an

article in the August 29, 1984, wall Street Journal (copy attached for the

record), productivity growth in the years ahead should resume its long-term
trend. This would be a cruciel element in holding down cost and price
inflation, which, in turn, will help to reduce interest rates and the

Federal deficit.
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Productivity Gains Will Continue

By Joun W. Kenpeick

This week's news that non-farm produc-
tivity grew at the surprising annual rate of
4.7 in the second quarter of 1984 has en-
couraged some observers 10 believe that
the cyclical recovery in productivity is vir-
tually over. Now that capacity utilization ts
close to normal, they
o ‘08 to almost evaporate. | believe in-
stead that productivity will have an up-

ade.
The pessimists base their view on our
record during the decade prior to 1983,
when the average annual growth In pro-
ductivity was less than 1%. Since mid-1082,
1 not only have argued that we would see a
sirong recovery in real gross national
product and productivity, but also stated
that the 1970s slump in productivity was
over If this is correct, we can look for-
ward to y stron|

expect productivity .

u:em trend for at least the rest of this dec-

tnterest rates. Although down from their
peaks, long-term interest rates have yet to
retlect the marked drop of inflation. This is
generally ascribed to doubts that Inflation
will remain subdued, although the general
upward trend In bond prices since early
June suggests that financial markets are
now more confident that inflation will not
soon return to double digits.

The chlef long-term factor driving up
productivily growth Is technological ad-
vancement, largely through research and
development. From a peak of almost 3% of
GNP in the mid-1960s, R&D sagged to a
low of 2.2% {n 1977, Since then, both public
and private R&D spending has nisen, and
1s now 2.6% of GNP. Bven ater allowance
for lags, this surge is contribullng to an
increase in the flow of cost-reducing Inven:
Uons sad Innovations. Congress is likely to
make the incremental R&D tax credit en-

'] growth
through the 1980s with only moderate in-
creases in the general price level,

Since the recovery began in the last-

quarter of 1982, productivity
averaged 3.3% annually. While a bit less
than the average of prior recoveries,.thls
growth rale has been at least double that
projected by most forecasters, Over the
sime period, the increase in average
haurly labor compensation decelerated to
i0ss than 4% annually—to the surprise of
almost everyone. As a result, labor costs
per. unit of output have risen by less than
1", pernutling a strong upsurge of profits
that continues to fuel the recovery.
Negative Factors Reversed

Most of the factors that had a nega-
¢ue impact on productivity growth in the
s have been reversed. The post-World
War. 11 .baby boomers. who swelled the
rannks of inexperienced youthful workers in

the lute 1960s and the 19705, are now pass- -

g mte their prime working years. The
rosts of complying with social regulations

Most of the factors that
lowered productivity growth
during the 19705 have been
reversed.

acted In 1981 permanent, with some revi-
slons, before it expires in 1985. This would
add additional stimulus to technological
progress in the years ahead.

Since most productivity-raising innova-
tions are embodied In capital goods, the
current Investment boom is encouraging.

it represents a healthy comeback from the
slowdown t0 0.8 % between 1973 and 1981.
C: d with projected | in la:
bor force, employment and hours worked,
it means an overall real growth rate of
about 4% 2 year, compared with 2.2% in
the earlier period. This gives an added

kicker to productivity growth from greater

economles of scale, and more efficient

rates of plant-capacity utilization ~even as-

suming a 6% unemployment rate in 1990
compared with today's 7.5% rate.

Uit labor costs are determined by av-
erage hourly compensation as weil as pro-
ductivity. Wage Increases have dece-
lerated {rom a 9.5% annual increase in the
short-lived 1980-81 recovery to & 4% annual
rate in this one. The continuing outiook is

good. The Councll of Bconomie Advisers .
reports that when the unemployment rate *

is above 6.5% It exerts a downward

sure on wage Increases. During the first *

haif of 1984, m:iolr collective-bargalning
|t

resulted In ad avarag
Ing only 2.8% annually over the life of the .

contract, no higher than in 1983.

Even below the 6.5% rate cited by the
CEA, it takes some years for rising de-
mand and falling supply of labo# to ratchet
up wage increases much. The old saying
“wages lag" is reinforced by the preva.
lence of multiyear union contracts. The
low Infiation rate also will help hold down

wage increases, as will continuing forelgn

competition.

Projection of 1984-90 Average
1f we assume a gradual acceleration In

Over the past year, real
building and equipment expenditures have
risen by more than 22%. In addition to the
tavorable etfects of lowered Intlation, the
net effect of the tax acts of 1981 and 1982
has been to significantly increase the after-
tax rate of return on investment. An Urban
Institute $tudy estimated that the marginal
corporate tax rate on income from new
Iixed & -has from the

have begun to level cut as a p tage of
GNP after major increases in the 1970s.
The dnive to rationalize anti-pollution and
health-and-safety regulations, which

under President Carter, has continued un-
der President Reagan. The same is true of
the tnove toward e 'd

dropped
32.8% average of 197381 to 15.8% cur-
rently. If the tax simplification and reform
considered llkely In 1985 succeeds in shift-
ing more of the tax burden toward the con-
swmed portion of income, the additional
to saving and investment will pro-

that has lowered prices in portions of the
unhity, tation,
and finance sectors, and increased compet:
itive incentives for higher productivity.
Even more important has been the de-
«eleration ih the general infiation rate, and
the dacline In energy prices since 1981, The
acceleration of inflation during the 1970s,
exacerbated by the oil shocks of 1973 and
1479, is widely credited with a major role
i the p ivity
eroded profits and reduced i in-

long the expansion.

There have been favorable develop-
ments in labor-management relations in
the past several years as a resuit of keen
foreign competition and the recessions. Not
only have nominal wage-rate increases
moderated significantly, but many new un-
lon contracts have reduced or eliminated
reiirictive work rules. Both union and non-
union workers increasingly have partict-
pated In quality clrctes and other jont 13-
bot: team efforts to improve

centives, It impaired the efficacy of the
inarket pricing system as an allocator of
resources, and diveried managerial ener-
gies from increasing efficiency. The huge
increase in energy prices rendered some
energy intensive equipment obsolete and
festered substitution of less-expensive,
lower-productivity technologles.

The opposile Is now true with these fac-
uas. In particular, the deceleration of in-
t.3Uwn has Increased the value of reported
profits, helping to explain the bull market
that began in August 1982 and the subse-
Quent revival of investment. It also helped
10 offset the effect on investment of high

productivity. These programs seem to be
having a positive tmpact on efficiency. To
the extent that they elicit innovative ideas
from workers, they promote productivity
In the long term.

the use of a growth-accounting ~

Through
model, I have tried to roughly quantify
what the effects of these developments will
be on productivity growth between 1984
and 1990. It comes out at about a 2.57
average annual rate of increase, cluse to
the long-run trend. It Is below the 3.27%
rate of the first two decades after World
War I, which was influenced by the
needed rebuliding of industrial plants. But

wage after 1985, a reasonable

projection for the 1984-90 average IS 8.5%,

close to the 194873 average. Given my

forecast of a 2.5% average gain in produc-
tivity, the upward trend in Jabor costs per
unit of output would be held to 3%. Even
allowing for some further recovery In

profit margins and laster increases in °

prices of imported goods as the dollar de-
clires in value, {t would be surprising if
the implicit price deflator rose by as much
as 5% a year, on average.

All this assumesathat the Federal Re-
serve Board will hew to a restrained mo-
netary policy. If by 1966 wage Increases
are accelerating and producllvity gains
are lagging. as is typical of the latter
phade of economic expansions, | would ex-
pect the Fed to continue current policles so
that higher labor costs would not be fully
reflected in price increases. The ensuing
profit squecze and probable recession
would serve to bring wage and price infla-
tion back In line with the modest rate that
the public, the government and the Fed-
eral Reserve seem willing to tolerate,

Those who are pessimistic concerning
the productivity and infiation outlook are
likely to tind that the 1980s wil) turn out
quite uniike the 1970s. Many current fore-
casters implicitly assume that we face &
reprise of the 1970s, with decelerating pro-
duclivity and accelerating Infiation. It s
both my expectation and hope that they
will be proved wrong.

Ar. Kendric & ts a professor o/ ccononi-
tcs at George Washinglon University, and
adjunct scholur at (he American Enler-
prise Institute. He 18 co-uuthor of “Pro-
ductivily in the United Stales”’ tJohns Hop-
Kins, 1980},
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STATEMENT BY DAVID F. BRADFORD, PH.D., WOODROW WILSON
SCHOOL, PRINCETON UNIVERSITY, PRINCETON, NJ

Mr. Braprorp. Thank you, Senator Grassley. I appreciate the
chance to speak to you today on this subject. I am very interested
in what my fellow panelists have been saying.

I should say, about my own remarks, that they are in rather sim-
plified terms. I think that anyone who gets into this subject at all
deeply realizes that slogans are always going to beé misleading and
tgat the best we can do is to try to convey a few basic ideas with
them. )

I am under no illusions that even the sorts of general reforms
that I advocate could be accomplished in such a neat and clean
w:xr as I am about to suggest maybe they could.

Iso, I think all of us who worry about reform need to keep in
view the many ways in which the tax system influences our lives.
Mr. Storrer spoke of the need to clean up the tax system so that it
isn’t a regulator of our society; but at the same time we do have to
reflect on the degree to which the present composition of our socie-
ty in many, many ways is in fact strongly influenced by the tax
system. I need hardly mention home ownership, the relative em-
ployment of husbands and wives, the extent of charitable activities,
the way families manage inheritances, the forms in which we con-
duct our business,—corporations and partnerships, and so on. Our
lives are extraordinarily strongly influenced by the tax system, and
major changes would therefore need to be made with due sensitivi-
ty to that fact.

Now let me go back to an oversimplified discussion perhaps of a
subject which is close to my interest, which is the virtue of shifting
- the basis of taxation to what I call “consumed income.”

A tax on consumed income conjures up various images in the
minds of both its opponents and its advocates. I am an advocate,
and to me a tax based on consumption promises a fairer distribu-
tion of the tax burden, a vastly simpler tax law, and a much im-
proved use of our nation’s resources.

Let me then try very briefly to accomplish three broad things:
One, explain what I mean by a consumption based tax; two, sum-
marize some of the main arguments, again in simplified form, for
such a tax; and, three, given an illustration of one way in ‘which we
can convert the existing income tax system into one on a consistent
consumed income basis.

It is important to recognize, I think—and a lot of discussion ig-
nores this—that what we now have isn’t an income tax, at least in
the sense that theorists have come to discuss the term, which has
to do with the way in which people accrue wealth and consumption
during a year. Right now what a family takes in during the year
can be applied to three uses—to consumption, to saving, and to cer-
tain other things which sometimes get described as “costs of earn-
ing a living,” but also such things as State income taxes and medi-
cal expenses, which some would regard as neither consumption nor
savings.

What the tax technicians traditionally mean by “income” is
what is left over after subtracting those other things, so it is a sum
of consumption and savings, and it is in the treatment of savings
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that the present system is just wildly inconsistent. Let me give you
some examples: Under the existing rules some forms of savings are
grossly overtaxed. This was really dramatically clear when we had
inflation running at 12 percent with interest rates in the money
market at something like 16 percent. A person who wasn’t taxed at
all would be getting a net real return on lending of 4 percent—16
percent nominal interest less 12 percent inflation caused erosion of
the value of the money. That is fine, but a person who was wealthy
enough or with a high enough salary to be in the 50-percent brack-
et would have paid 8 percent in taxes, leading to an 8-percent after
tax return on that money market fund. But with inflation going at
12 percent, that would mean his money was losing value at 4 per-
cent a year—a negative after-tax rate of return—obviously setting
up a strong disincentive for accumulating in that form. And natu.
rally what happened was that high-bracket taxpayers got out of
those assets and got into more interesting lines such as real estate
or Chinese vases, or any of several other ways that we have of
holding wealth that suffered less of a tax disadvantage.

Such inconsistent treatment of saved income leads to inefficient
investment, and it’s at the heart of the manipulations by which
people perceive well-to-do people as reducing their tax liability and
avoiding their fair share. It is also the main culprit, I would argue,
in the complexities of the law. It is obviously not the only one, but
the main one. .

Some people argue, and it is a very traditional argument, that
what we should do is fix the system by going after accrual income
by a proper system of accounts. For example, we could measure
and tax caﬂital gains not on realization but as they accrue. We
could tax the value of a person’s pension claim as it grows over.
time, and so on. I think that is a bad idea. I don’t think anyone is
seriously going after that, either.

Well, if we go the other way and simply exclude savings from the
tax base, which is what I think we ought to do, we would be left
essentially with consumption as the base.

Now, the critical point is that what I have just described could
certainly look like an income tax, and that’s why I call it a “con-
sumed income tax,” and certainly it would deserve to be called an
income tax as much as our present system is. So angbody who says
that it would be dramatically moving away from what we are now
doing is simply incorrect.

Let me turn then to a few of my ideas. Actually, I see I am going
to run right out of time.

Senator GrassLEY. No, you go ahead.

Mr. Braprorp. Shall I go ahead?

Senator GRASSLEY. Yes.

Mr. BRADFORD. Well, let me turn to just a few of my ideas on -
why this would be a good idea.

The most important reason in my mind for basing the tax on
_ consumption is that it would be fairer. People are often surprised
by that, but I think it is probably because they haven’t really
thought enough about it.

Consider two families that are similarly endowed with basic
earning power—they can be either large or small, well-to-do or less
so—but who differ in their savings behavior. Would we want to
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treat those two families differently for tax reasons, impose differ-
ent tax burdens on them? In particular, would we want to impose a
higher burden on the family who decides to, or just happens to,
save more than the one who saves less—for whatever reason?

It seems to me if there is an argument on that subject it would
%o the other way. There is sort of a social virtue to saving. We all

enefit if our neighbors are prepared to finance their own chil-
dren’s education and pay their own medical bills, and so forth. I
would not exaggerate this social value of saving. But I certainly
don’t understand the argument that the tax bias should go the
other way, that we_should penalize the person who saves more. It
seems to me that the case in fairness almost opens and closes with
that remark, and the task of the tax policy designer is to find a
way which imposes burdens in the way that we want, progressively
related to people’s basic resources, but which doesn’t within that
{)rogressivity penalize those who decide to save more rather than
ess,

That then brings us to the question of progressivity. We know
that well-to-do people are those who do a lot of the saving—certain-
ly that is the traditional finding in economics. Does that mean we
ﬁin’t have a progressive tax? It seems to me the answer to that is

0.

For one thing, in designing a tax you should take into account
that you can’t take your money with you. The Brookings plan that
was mentioned today is very clever about taking advantage of that,
so that even people who save a great deal eventually either have to
give it away or consume it. So depending on how you treat those
transactions, you could tax them on that.

Second, we would get a great deal of progressivity, I think, if we
just applied the existing tax structure to a consumption base. It
would be still quite progressive even by current standards, and it is
possible that one could change the rates and make it more progres-
sive, if that is what one wanted to do.

Now let me turn very briefly—and I will try to be very quick on
this—to the point that the consumption basis provides a proper
treatment of investment and therefore will enhance the efficiency
with whish we use our resources.

The characteristic of our tax law is not the heavy tax on the use
of savings and capital but the very:varied tax on such uses. Mr.
Kendrick was very clear on that point. A close study of the subject
just leaves one’s mind boggled with the incredible variance of the
taxation of capital. But when that happens, you have capital
moving from heavily taxed to lightly taxed uses, and that doesn’t
do anybody any good; it is just a net’waste; it is like throwing some
of our capital in the ocean. And in my opinion there is no practical
way, even if we wanted to, to tax all of that yield consistently on
the basis of income principles; whereas consumption approaches in
fact lead to a very, ver simﬁle way to tax it all' uniformly, namely
at zero. I have argued I think that is a good idea on its own merits.

Well, these consumption rules—would they require a vastly new
set of institutions? Do you have to make a radical change in the
tax system?

I think the answer is ‘“not necessarily,” although some would
argue that that is exactly what we need. An instance is the Hall-
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Rabushka simple flat tax, the DeConcini bill, which is a fairly radi-
cal change in the system, and that is a tax that is based on con-
sumption. Now, I think it is a very attractive tax in many ways,
but in our political process it is likely that people are going to want
in the end a less radical change, and the question is could we im-
plement the consumption approach in the context of less sweeping
chalr:iges in the law? And I think the answer is, very clearly, we
could.

So I will just tick off a 6-point program by which we could con-
vert the existing tax system to one based on consumed income.

First of all, we would want to extend the IRA principle. Phase
out restrictions on deposits to and withdrawal from Individual Re-
tirement Accounts and similar things such as employer-provided
retirment plans, Keogh plans, and the like. Deposits to those insti-
tutions are deducted from the tax base and all the withdrawals are
included.

Second, we would phase out over some appropriate period of time
the taxation of interest, dividends, and capital gains. Now, that is a
radical step, but for example if we look at interest overall in the
economy, the taxation or interest yields a loss of revenue now, de-
ducted by higher bracket taxpayers than included.

Third, accelerate depreciation allowances until we have first-year
writeoff of all capital outlays, and do the same with inventory.
That vastly simplifies the treatment of investment in the tax
system.

Fourth, a technical point, allow people to borrow from their tax-
qualified plans, with the borrowing taken into income and the pay-
ments deducted. .

Fifth, phase out all the ad hoc savings and investment incentives
that we now have, most importantly the investment credit.

And sixth—and this is very important—phase out the deduction
for interest paid. I spoke about phasing out the inclusion of interest
received. You would of course want to treat that in a symetric way
and phase out the deduction for interest paid.

Well, these sorts of things are not unheard of in our tax reforms
of recent years. We do exactly this kind of thing—we accelerate de-
preciation, we play with the taxation of interest, and so on. I don’t
think they are totally radical, and they could be done over a period
of time. It would convert our system to a quite consistent consumed
income basis.

All the other sorts of base-broadening things one talks about,
whether it is a change in the charitable deduction or whatever,
would be quite consistent with the same approach.

That completes my remarks. Thank you.

[Mr. Bradford’s prepared testimony follows:]
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Testimony before the Sub-Committee
on Oversight of the Internal Revenue
Service of the Senate Finance
Committee,

Washington, D.C., September 17, 1984.

Statement of David F. Bradford

Professor of Economics and Public Affairs, Princeton University,
and
Director of the Research Program in Taxation
National Bureau of Economic Research

Mr. Chairman and members of this distinguished Committee, my name is
David Bradford. I am Professor of Economics and Public Affairs at
Princeton University, where I specialize in Public Finance, and Research
Associate of the National Bureau of Economic Research, for which I direct
a program of Research in taxation. During 1975-1976, I served as Deputy
Assistant Secretary of the Treasury for Tax Policy. I am most grateful
for the invitation to present my views today on the possible advantages
of shifting our tax system toward one based on consumed income.

A tax on consumption conjures up various images in the minds of both
opponents and advocates. I am an advocate, and to me a tax based on
consumption--better described as a tax on consumed income--promises a
fair distribution of the tax burden, a vastly simpler tax law, and a much
improved use of the nation's savings. In my few minutes I shall try to
accomplish three things: (1) explain what is meant by a consumption-
based tax, (2) summarize some of the main arguments for such a tax,
including those relating to the productivity question, and (3) give an
illustration of concrete steps that would convert our tax system to a
consumption base.

Actually, the U.S. income tax isn't really based on income in the
first place. What a family takes in during the year can be applied to
three uses: to consumption, to saving, and to certain other expenses,
such as union dues, state income taxes, and the like, which are neither
consumption nor savings. What tax experts mean by income is what is left
after subtracting those "other expenses'" from what comes in; in other
words, the sum of saving and consumption. It is in the treatment of
saving that the present system is confused to the point of perversity.

Under existing rules, some forms of saving are grossly over-taxed,
others are under-taxed. When inflation was running at 12 percent, for
example, a money market fund might have yielded 16 percent. This
provided a reasonable 4 percent 'real" return for a person or institution
not subject to tax. But someone fortunate enough to be in the 50 percent
bracket would have paid 8 percent in taxes, leaving a real return of
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negative 4 percent after taxes. Naturally, high-bracket taxpayers got
out of assets that were over-taxed to them, and into under-taxed ones,
such as real estate or Chinese vases.

The inconsistent treatment of saved income leads to inefficient
investment. It is at the heart of the mamipulations by which rich people
reduce their tax liability. And our muddled approach to taxing savings
is the main culprit in the staggering complexity of the tax law.

Some would argue that the best way to fix this problem would be to
go after the lightly taxed returns to savings--by taxing capital gains in
full as they accrue, for example, or by including the earnings of pension
funds in the income of workers. I think this is a bad idea. A much
better idea would be simply to exclude savings from tax.

Excluding savings leaves consumption at the taxable base. This is
the critical point. The resulting tax would look like an income tax,
which is why I referred to it above as a consumed-income tax. Certainly
such a tax would deserve to be called an income tax at least as much as
our current system deserves it. . It just excludes one more item from the
base--but one that should be excluded.

Let me turn then to some of the reasons it would be a good idea to
exclude savings from tax, and to some of the concerns often expressed
about such a policy.

The most important justification for basing tax on consumption--and
I put it first for that reascn--is that it would provide a more equitable
distribution of the tax burden. Those accustomed to regarding an income
tax as the fairest tax are often surprised by this, but I suspect that is
usually because they haven't thought enough about it. Consider first the
question of how we should treat two families that are similarly endowed
with basic earning power--be it large or small--but who differ in their
saving behavior. If the family next door, with the same earning power as
mine, puts aside funds for future use (for educational expenses,
retirement consumption, reserve against medical emergency, or whatever),
while my family does not, should their tax burden be higher than ours?
The notion seems absurd, yet that is the consequence of taxing savings.
Perhaps the family that saves should be rewarded--their children will be
more likely to pay their own way in college; they will pay their own
medical bills; and in general they are less likely to have to call upon
others when confronted by temporary emergencies. But whatever the merits
of this line of thought, surely we don't ordinarily reward the prodigal
son. The family deciding to save less should not thereby incur a lesser
tax burden than the family that saves more. By excluding savings from
tax we achieve the result that the two families bear the same burden.

Many, perhaps most, would accept this argument, but object that it
overlooks the fact that high earners are also observed to be high savers.
Won't a tax based on consumption be regressive? This concern is not
warranted because it is based on a misapprehension. You can't take your
savings with you. What is taken in must ultimately go out, as
consumption, as "other expenditures,'" as gifts or as bequests. Even if
gifts and bequests were excluded from the donor's tax (and included in
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the tax of the recipient), and even without base-broadening reforms,
applying rates similar to today's to a base that excluded savings (but
included dissavings) would result in considerable progressivity. But, in
any case, if more progressivity were desired, it could be had by
adjusting the schedule of rates.

Won't a consumption base shift taxes away from the middle aged and
toward the young and old? The question is badly posed. The right way to
measure tax hurdens is to do so over an extended period of time. Each —
individual is young once, middle aged once, and old once. The important
issue is how average burdens over the life cycle compare with a family's
ability to pay.

What about the changeover? Wont't a shift to a consumption basis
for taxation unfairly subject existing savers to a second round of taxes
on the money they have put aside? Not necessarily. As with any
substantial change in the tax system, an immediate shift to a
consumed-income base would cause redistributions of wealth that are not
desirable in themselves. However, rules can be designed to avoid unfair
double-taxation. The specific example I shall offer shortly illustrates
this important point.

What does all this have to do with productivity? The present tax
system causes a serious waste of resources. The effective burden of tax
on investment in productive capital, by businesses and households, varies
enormously. As a consegquence, too much is devoted to lightly taxed forms
of investment, and too little to heavily taxed forms. Simply by
reallocating our existing savings we could achieve substantial
productivity improvements. Under the consumption approach tax
considerations would cease to influence the pattern of investment. ' Every
saver and investor would have just the right incentive to seek out the
highest-yielding use of resources.

Some base their advocacy of consumption taxation on the view that it
would bring about an increase in the level of national saving, and hence
in the national capital stock. I, myself, think this result is probable
under most likely approaches to consumption-based taxes. But both theory
and evidence are mixed in their predictions on this score. I would
stress that, whatever the response of total capital formation, a shift to
a consistent consumption base promises major gains through an improved
allocation of savings--a more efficiently employed capital stock. And
these gains from eliminating the existing tax distortions bearing on
investment come with virtually no offsetting costs.

A further point bearing on productivity: Excluding savings from tax
permits enormous simplification of the tax laws, with all this implies
for improved taxpayer morale and compliance, and reduced waste of the
valuable time and talent presently devoted to tax avoidance.

Won't adoption of a consumption base require a radically new set of
tax institutions? Do we really need a whole new tax? Some would argue
that precisely what is needed now is to scrap the existing law and
substitute a new system. The Hall-Rabushka Simple Flat Tax, which is
based on consumption, is an example. But one of the important facts
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about the consumption approach is that it is equally compatible with
gradual, phased change in the law, of the sort Congress has enacted every
year or two for the past twenty years. And it is fully compatible as
well with base-broadening proposals such as the much-discussed
Bradley-Gephardt and Kemp-Kasten bills.

Let me then conclude by showing the practicability of the
consumption approach. While many routes are available (I have mentioned
the Simple Flat Tax as an example), the following six-point plan shows
that we could implement the consumption strategy without radical restruc-
turing of our tax system. The changes I mention would apply to both
individual and corporation income taxes:

(1) Phase out present restrictions on deposits to and withdrawals
from savings plans such as employer-provided retirement programs, Keogh
plans and IRAs. Deposits to such '"tax qualified" plans are deducted from
the tax base, while withdrawals are included in the tax base.

(2) Phase out taxation of interest receipts, dividends, and capital
gains, except as these are realized through withdrawals from tax
qualified savings plans.

(3) Accelerate depreciation deductions until full first-year
writeoff is the rule; similarly, move to immediate expensing of inventory
purchases.

(4) Allow borrowing from a tax qualified plan, whereby the borrowed
amounts are immediately subject to tax, but all repayments, of principal
or interest. are fully deductible.

(5) Phase out the existing ad hoc savings and investment
incentives, such as the investment tax credit.

(6) Phase out deductions for interest paid, except in the case of
borrowing from a tax qualified account.

With the possible exception of the change in the interest deduction,
these reforms are not particularly extreme. Tax legislation of recent
years has commonly embodied shifts of similar magnitude. But this simple
package of linked measures (together with repeal of vast chunks of the
Internal Revenue Code now devoted to coping with the inconsistent
treatment of savings) would convert the existing system to a tax related
progressively to each family's power to consume.
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Senator GrassLEY. To start off, if I interpreted Mr. Cohen right, I
would like to ask the other three panelists to respond to a point he
made that I don’t think is made here often enough, and from his
experience as a former Commissioner I think we should give his
point of view considerable weight, and that is that compliance is
more going to be influenced by the amount of enforcement we have
as opposed to where I think too many of us in the Congress come
from, or at least where I come from, that it is probably more the
credibility of the tax system, the concept of fairness, the under-
s}tlandability of it, how high the marginal tax rates are, and those
things.

First of all let me ask Mr. Cohen, is that a fair analysis?

Mr. CoHEN. Yes, sir, I think it is.

* Senator GrassLey. All right. So could I ask each one of you to
comment? Because I think we need that sort of reaction, because
you know this whole series of hearings—let me ask my staff—
comes from the other point of view. .

Mr. CoHeN. I should add, Senator, of course, that other attributes
do have a contributing factor.

Senator GrASSLEY. But you said “marginal.”

Mr. CoHEN. But it is marginal. That’s right.

Senator GrAssLEY. All right. And that’s fair. I mean, that is what
these hearings are all about, to get all of the expert testimony out
on the table for all of us to consider.

Proceed. ’

Mr. Kenbrick. Well, I think all these characteristics you have
mentioned are important. Nowadays, with computerized systems
whereby tax information returns can be checked against what you
report, the enforcement side isn’t that difficult anymore, except in
some complex cases no doubt.

Mr. CoHEN. Can we debate this a little bit, Senator?

Senator GRASSLEY. Yes.

Mr. CoHEN. Because I think that is another miscomprehension. A
computer is a valuable essential tool that provides information.
Only a human being can follow the information. We have just
loads of small business people in this country. There are thousands
and thousands and millions and millions of discrepancies that will
show up. And the computer doesn’t resolve those problems, it only
raises them. That is the difficulty. We proceed on the assumption
that if we had more and more computers we would need less and
less people; but since we will need less and less people to keep
records, we will need more and more people to analyze the records.

Senator GrassLey. We will find more and more discrepancies
that will have to be followed up.

Mr. CoHEN. But many of tﬁose discrepancies, when you follow
them up, will lead nowhere. For example, my brother and I have a
joint account, and it’s on my E.I. number. And I will get a notice
saying, “You didn’t report all of the dividends from XYZ stock,”
and I will send them in a message saying, “I did, and I sent you
another little piece of paper which evidently didn’t get matched up,
and it shows that my brother got half of that. That sort of thing
hagpens. But someone must follow that up to correct the comput-
er

Senator GRraAssLEY. Go ahead.
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Mr. Kenbprick. But that pointing out of the discrepancy is an im-
portant part of getting compliance. But I agree with the implica-
tion of your question, and that is that the credibility and public
perception of the fairness of the tax system is equally important in
getting full payment of the tax that is due. That is one reason wh
I think that eliminating the double taxation of dividends and elimi-
nating the double taxation of saving generally would help to get
greater compliance, because of greater perception of fairness on the
part of the public.

Senator GRASSLEY. Mr. Storrer?

Mr. StorreR. I would like to address two different aspects of that
question. First, to sort of follow up on what Mr, Cohen said regard-
ing the errors that the computer picks up, the IRS has a number of
computer programs by which they check tax returns and match
them with documents. Theg have a program called the Information
Return Program, IRP. They have the Math Error Corrections
Notice Program. They have the Unallowable Items Program. All of
these result in notices that go out to taxpayers. And I believe with
respect to the matching program of 1099’s with returns, by the
IRS’s own admission 50 percent of the notices that go out are in
error. They simply suspect there to be a mismatch, which obviously
turns out not to be the case. Of the 50 percent which they indicate
are correct, many of those are for innocuous sums which clients of
mine simply pay without even trying to reconcile them.

So I think that matching of documents with the tax returns,
when there is such an enormous number of documents, is very mis-
leading in terms of trying to create enforcement.

Also, with respect to the enforcement aspect of things, I believe
that when the public at large, regardless of whether or not they
are in the 70 percent that file 1040A’s or they are in the more com-
plicated sort of the 30 percent that have schedul: C’s, E’s, and
others perceive the tax system to be inequitable. And so it leaves
them, by virtue of the confiscatory rate structure, in my opinion, to
cheat in ways which are indescribable. The W-4 program the IRS
has is one where people just file W-4’s claiming 99 exemptions and
then disappear underground at the end of the (f'ear hopefully never
to surface again. Family trusts sometimes used by very low income
people, family trusts, and ministers certificates are a ridiculous
scheme for the purpose of avoiding tax. Those are three examples
of what I would describe as the poor man’s tax shelter. And these
are used by people who otherwise would file 1040A’s, in my opin-
ion, the 70 percent. So I think the perception of inequity is very
important here, and I believe that 70 percent 1040A population
perceives the system to be inequitable.

When the population perceives a law to be inequitable, it does
not matter whether or not in reality it really is, because they actu-
ate their feelings by being civilly disobedient.

Senator GRAsSLEY. Mr. Bradford?

Mr. Braprorp. Well, we are operating in an area where I think
an awful lot has to go on hunch. I guess I am in the middle.

I would think that stricter enforcement would contribute sub-
stantially to compliance; however, I think that neither the enforce-
ment nor the individual voluntary compliance is independent of
either the high rates or the perceived fairness of the system. In
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fact, my perception in recent years has been that Congress has de-
clined to authorize a more rigorous program of enforcement be-
cause legislators themselves are not so confident that the tax
system is fair.

There are some guidelines, it seems to me, for developing
schemes that would provide for easier enforceability. I think lower
rates, in my opinion, would make voluntary compliance higher; it
stands to reason it would. Common sense says if the penalty is a
certain amount and the amount you've got to gain from cheating
drops, then you will cheat less. A .

The most promising way to get them for an easily enforceable
system is to have one in which accounts are linked in a more sys-
tematic way than they are now, such that basically any time some--
one gets a deduction, and this would go especially for businesses,
someone else would have an inclusion. This is the typical way in
which a value-added tax is administered. And I think the general
approach, again to go back to my theme, is quite compatible with a
consumption-type; whereas income taxes give you a lot of trouble,
basically because the rate at which an asset which is purchased is
deducted by one taxpayer is not the same way it shows up in the
tax return of a selling taxpayer.

Senator GEAsSLEY. The answer to the next question I would like
to have you submit in writing, not because of the time, which
might be a factor, but just because I think that I would like to have
you give it some thought instead of being under the force here. It
involves the gross income tax, and “gross income” defined as ‘“‘gross
sales minus cost of sales’’—that’s an accounting term. And then
“cost of sales” further defined as ‘“direct product input.” I would
like first of all your views on the gross income tax; second, how
such a system might affect business decisions, productivity general-
ly; and how it might affect our compliance efforts, with all the
compliance problems we have referred to, underground economy,
and things like that. And then lastly, whether or.not in your view
the gross income tax is neutral in terms of affecting those business
decisions.

Now, if there are any of you who would object to answering that
in writing and would rather answer it right now, I would be glad to
take the time to listen; but I would rather you would take some
time to answer it in writing.

Mr. CoHeN. You know, there are some States that have tried a
%ross income tax, Senator, and most of them have failed on the

asis of the vagarities of the business world—that is, the margin of
profit in one business is very large, and the margin of profit in an-
other business is very small, and so it has a dramatic effect in the
latter and miniscule in the former. That is the problem, that is,
gross income is not an indication of ability to pay at all.

Senator GrassLEY. All right.

Mr. Kenbrick. Mr. Chairman, could I just make one quick
remark on a point which Mr. Bradford made, which I think is im-
portant?

Senator GRASSLEY. Yes.

Mr. Kenbprick. Although I agree generally with his viewpoint, as
I understand it you either exempt saving from income or you
exempt property income from taxation to avoid double taxation of
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saving. And if I did not misunderstand him, he was advocating
both exempting saving and the income from saving. And I think
that is going too far. I mean, you do one or the other, not beth, Do
you get my point?

Mr. BrapFoRD. I get your point, but you misread me.

Senator GrassLeY. Then clarify it, Mr. Bradford.

Mr. Braprorp. OK.

$senator GRAsSLEY. For the record.

Mr. Braprorp. I quite agree, there are two basic strategies for
basing a tax on consumption, or more particularly for exempting
the return from saving. One is to allow a deduction for saving, an
then inclusion of all the return that comes back, and the other is to
ignore the whole thing, neither allow a deduction at the time of
saving or your tax, what the taxpayer is able to get back in the
future from the act of saving now.

The scheme that I outlined in my six-point program separates
two quite cléarly—the deductible savings are those which are con-
ducted through an Individual Retirement Account, or the like, and
all those are deducted and all the withdrawals are included, or
they are deducted through business investment. If I have a busi-
ness, I deduct my outlays on capital and equipment—inventory,
and 30 on—in which case, again, all the receipts that I get back are
taxed.

Alternatively, if I simply go out and buy a bond—and don’t take
any deduction, don’t put it in my IRA or anything of the kind, then
under my scheme the return on that bond would be ignored, it
would not be taxed. So there is a separation. It is very important to
draw those lines carefully, and I have no doubt that by doing that
carelessly we would be in trouble.

Mr. Kenprick. Well, thank you for your clarification.

Mr. CoHEN. As long as we are clarifying, Senator, could I add one
more point? I think we have all talked about a variety of taxes
here. The one worst system from the administrative point of view,
- either for the taxpayer—that is, the business taxpayer who has to
keep records—or the government who has to maintain an adminis-
trative setup is to have both; that is, a VAT and the income tax, a
consumption tax and the income tax, because then you are admin-
istering two systems. A

We don’t have anyone, for example, at the Revenue Service now
who has ever administered a sales tax, a national sales tax, be-
cause we've never had one. There is a whole training exercise nec-
essary. So if you go through the whole training exercise and then
maintain both systems, you would need twice as many people.

Senator GrassLEy. All right. :

Yes, sir? ’

Mr. StorreR. Mr. Chairman, may I make a couple of remarks re-
garding progressivity? With all due respect to Mr. Cohen and his
illustrious career'and success at the IRS, I really believe that pro-
gressivity does create a complexity, perhaps not to the degree that
it would be impossible to deal with but it does create complexity.

I will give you four examples: «

One is that the filing status is necessary. Sections 2 and other
sections of the Internal Revenue Code are necessary only by virtue
of progressive rates. That is the reason you have them—surviving
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spouse definitions are complicated, head of household definitions
are complicated. Indeed a significant part of the Tax Reform Act of
1984 addressed the issue of the definition of “marriage” under sec-
tion 143b, by virtue of the need to differentiate between married
people and unmarried people simply because of the differing rate
sections and rates that apply. The marriage tax penalty deduction
which emerged out of one of the recent acts, section 221, was neces-
sary. by virtue of progressive rates that apply differently to people
who are married filing a joint return with two-earner incomes in
the household as opposed to single people.

Last year there was a constitutional challerige to the Internal
Revenue Code brought by two governmental employees who said
that it was unconstitutional to tax married people differently than
single individuals.

So I mention those as indications that progressivity does create
complexity.

Senator GrassLEY. Mr. Cohen, when you write us about the gross
income tax, give us a few of those States we could look at.

Mr. CoHEN. Yes, sir.

%?_nator GrassLEY. And their experiences. Or any sort of
public——

Mr. CoHEN. Mostly they have done it as licensing fees, but the
net effect is the same.

Senator GrAssLEY. And if there is any written material on that,
you could refer us to it.

1 want to thank you all; you are a very good panel. And we ap-
preciate the information you have given us and the expertise that
you have imparted to us as well. Thank you very much.

I now call the last panel. Calvin Kent is currently director of
Baylor University Center for Private Enterprise, a graduate of
Baylor, advanced degrees with the University of Michigan, Univer-
sity of Virginia, and the University of Chicago. He studied at those
latter universities as well. He has been a_former staff member of
this committee and also of the IRS, and he is known as a strong
advocate of entrepreneurship in small business. He is also on the
President’s Task Force for Entrepreneurship and Small Business.

We have Jim Tatum, currently a partner in the firm of Peden,
Tatum & Associates, a C.P.A. firm, and he is a graduate of Sam
Houston State University, an MBA degree, and also did additional
graduate work at the University of Houston in accounting. He
worked with the accounting firm of Peat, Marwick & Mitchell from
1965 to 1967, and he also served as a controller and treasurer for
two international oil companies between 1967 and 1975. He has
been in his own private business since 1975. .

Richard Vedder is currently a professor of economics at Ohio
University and holds a doctorate from the University of Illinois. He
has published books on the effect of the income tax on rich States
versus poor States and has an economics textbook, “American
Economy in Historical Perspective.” He formerly has been, as well,
on our committee, and Joint Economic Committee. He recently was
involved with hearings there. .

VId &NOllld like to have Mr. Kent, then Mr. Tatum, then Mr.
edder.
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STATEMENT OF CALVIN A. KENT, PH.D., HERMAN W. LAY PRO-
FESSOR OF PRIVATE ENTERPRISE, CENTER FOR PRIVATE EN-
TERPRISE, HANKAMER SCHOOL OF BUSINESS, BAYLOR UNI.
VERSITY, WACO, TX

Mr. KENT. I appreciate very much the opportunity of coming up
from Texas and enjoying the hospitality of the committee as well
as the cool climate, which is something we have not experienced
down there this year.

I want to focus my remarks on the impact of recent tax changes
over the last 4 years upon the entrepreneurial, small business
sector of the economy, because that is the area we work with most
in my operation in Baylor. .

Let me begin by indicating that most of the tax changes that
have taken place in the last 4 years have not, when you take them
in aggregate, benefited business all that much. In addition they
have, in many instances, been to the particular detriment of the
smaller business, entrepreneurial sector of the economy.

I think it is important to understand that small businesses are
the principal generator of jobs and the principal generator of new
technologies in this Nation. Therefore, if you are concerned about
the level of unemployment, about the competitiveness of America,
you are very much concerned about what you can do to promote
the entrepreneurial small business sector of the economy. Certainly
a more favorable tax environment would be an important step in
that promotion. ‘

Sometimes we speak of business as if all business were all the
same, which is not the case. There are differences between large
and small businesses, and these differences mean that a tax struc-
ture which treats both large small businesses the same does not
treat them the same because of these inherent differences in their
characteristics.

Let me just briefly, then, mention some of those differences.

First of all, large corporations have the ability to manipulate
their losses and to manipulate their tax credits. This is because
they often have many divisions, often these are incorporated parts
of a holding company. This means they are capable of very effi-
ciently toving their tax credits and their tax deductions around to
both promote their cashflow as well as to generate the smallest
possible taxable profit for their corporation. Small businesses do
not have this sort of flexibility.

In addition, small businesses are usually dependent on equity
capital or upon the ability of their owner to borrow from friends
and to sell participation to venture capitalists. Since small busi-
nesses are more dependent on equity and less dependent on debt, it
means that the tax structure which treats debt nmuch more favor-
ably than it does equity discriminates against the entrepreneurial,
small business sector.

With these two thoughts in mind, then let’s take a look at exact-
ly what have we done taxwise in the last 4 years which has bene-
fited entrepreneurial small business, what have we done that has
not helped it all that much, and what have we done that has hurt
it.
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First of all, what we have done that benefited small business has
been the significant change in the Subchapter-S tax procedures, re-
visions in the rules for using last-in first-out [LIFO] accounting, re-
duction in the effective maximum capital gains tax rate, the
changes in the estate and the gift taxes, and the reductions in per-
sonal income tax rates as well as the indexing of the personal
income tax. All of these are major contributing factors to an im-
provement in the entrepreneurial, small business tax environment.

Much less beneficial, if of benefit at all in the aggregate to small
business, are some of the more ballyhooed provisions of recent tax
acts. Among these are the reduction in corporate tax rates. When
you study this, it cannot possibly yield a benefit much more than
$1,000 to most of the small businesses because the rate changes
were s0 miniscule.

Second, the accelerated cost recovery system, the investment tax
credit, and the research and development tax credits were devised
so that they give their principal benefits to firms which are earn-
ing profits and can make use of the credits. Most small businesses
in the early stages cannot do this as they are experiencing loses.

Detrimental changes from the small business standpoint have
been the repeal of the safe harbor provisions of the ERTA Act of
1981 and the reform of the Social Security Act in 1983. Both of
these were extremely detrimental to small businesses.

The steps that could be taken to improve the tax environment, if
you wish to continue to work within the current code, would be to
allow for tax-free rollovers of capital gains, to allow some use of
unused tax credits, to establish tax-free loss reserves for small busi-
nesses, and the establishment of small business participating de-
bentures. All of these could be done within the current code would
create a much more favorable environment for entrepreneurs.

So far as flat taxes and consumption taxes are concerned, the en-
vironment for entrepreneurial small business, would be improved
under these, only if there are provisions to allow expensing of in-
vesltments, and the equal treatment of investment and equity cap-
ital.

Senator GrassLEY. Mr. Tatum?

[Mr. Kent’s prepared statement follows:]
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INCREASING PRODQCTXVITY THROUGH SMALL BUSINESS TAX REFORM

Testimony Before
The Subcommi ttee on Oversight of
The Internal Revenue Service
Commi ttee on Finance
- United States Senate
September 17, 1984

Dr. Calvin A. Kent, Director
Center for Private Enterprise
Baylor University
Waco, Texas 76798
The last four years have proved tumultuous for the federal tax
system. During this time there has been the most significant changes
{n the tax enviromment for entrepreneurship and small business, since
business income taxation began over seventy years ago. The great suc-
cess of the Reagan Administration, during the summer of 1981, in
passing the Economic Recovery Tax Act (ERTA) was significantly dimmed
less than a year later when the Tax Equity and Fiscal Responsibility
Act (TEFRA) was enacted. TEFRA removed almost half of the benefits
granted in 1981 and over two thirds of the additional revenue under
TEFRA will come from either a reduction of ERTA tax benefits, tax
increases, or accelerated business tax payments.1
Nineteen hundred eighty two also saw the enactment of the
Subchapter S Revision Act {SSRA), and the Miscellaneous Revenue Act of
1982. In addition the Social Security Program Revision Act of 1983
also directly impacted the entrepreneurial small business sector of
the economy. This period of change culminated in the Deficit Reduction
Act of 1984 (DRA). In addition to making extensive revisionsrin the
Internal Revenue Code (IRC), the DRA charged the Treasury with

investigating alternative tax structures which would be radical



departures from the tradition of American personal and business income
taxation.

The purpose of this testimony is threefold:

1. To discuss the impact on the entrepreneurial small business
sector of the economy of these tax changes by specifically
delineating the extent to which these changes have increased
or decreased the capacity of new and growing ventures to
contribute to rising productivity in the United States.

2. To mention specific changes to the Internal Revenue Code which
would substantially improve the tax enviromment for entrepre-
neurship.

3. To suggest some guidelines which should be used in evaluating
the more substantive rewritings of personal and business taxa-

tion such as Gross Income Taxes and Flat Taxes.

Impact of Tax Changes on Small Business and Entrepreneurs

Viewing the last four years as a whole, recent tax changes may
have left the business sector of the American economy with virtually no
improvement in the tax environment. The Urban Institute did conclude
that the reduction in corporate income tax rates and the accelerated
cost recovery system would reduce by 85 percent corporate taxes.2
This report did not consider the impact of the revised Social Security
Payroll Taxes, the other miscellaneous fees which were raised, or the
effect of other indirect business levies. At least one study has
concluded that when the effect of all of these changes are taken into
consideration, the result will be a slight increase in the tax burden

on the business sector.3



89

The most significant impact of the recent tax changes has been the
redistribution of tax burdens among firms of different size and capita-
. Yization. The entrepreneurial sector of the economy may not have
faired as well as business in general. This is because most entrepre-
neurships are labor intensive with relatively low capitalization and
insignificant, if not nonexistent, profits during the first years of
their 1ife cycle. This makes them unable to avail themselves of many
of the more positive recent changes in the tax code, while leaving them
victimized by others. At least two recent surveys of growth oriented
small business have concluded that the effect of these tax changes has
been to increase the tax burden on these firms while reducing it for
other larger corporations.4

Those who study the 1ife cycle of new ventures see them as first
passing through a "loss generating," and then an "emerging profit"
phase. During this first phase new firms experience the high costs of
becoming established, their markets are poorly developed and cash flow,
if not negative, will lag considerably behind expenses. During the
emerging profit phase, while cash flow may be positive, the new fim is
often strapped for the neccessary financing to consolidate its markets
or to expand to meet increasing demand. A

It is often assumed that a tax program which treats all businesses
identically will meet the criterian of tax neutrality. This is not the
case. Large corporations usually possess a variety of diversified and
often incorporated divisions which allow them to manipulate their cor-
porate tax 1iabilities. Losses in one area:can be used to offset

taxable profits in others. In addition, the positive cash flows
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of the diversified corporation's profitable divisions may be used as
venture "cash cows" for the financing of expansion elsewhere in the
dorporate_structure. Larger firms also possess the needed expertise to
keep abreast and exploit charges in the tax code. '

It is fair to say that the current structure of business taxétion
in the United States is favorable for the established firm and le%s
favorable to the firmm in its loss generating or emerging profit phases.
Recent changes in the tax law has not reversed that. Tax changes yhich
wiil improve the prospects for success of entrepreneurs are those thch
increase cash flow during the 1oss generation phase and encourage %ddi-
tional investment during the emerging profit phase. The dispropor;
tionate contribution that the entrepreneurial small business sector
makes to the generation of new jobs, particularly for first time
entrants, ;nd the creation of new technology indicates clearly that
these biases should be removed if increases in productivity are to con-
tinue, employment opportunities expand, and economic growth

accelerate.5 T

Tax Changes with a Positive Impact

This testimony now turns to an overview of thosé changes over the
last four years in the personal, corporate, social security, estate and
gi ft taxes, to determine which have reduced the bias against the
entrepreneurial small business sector. The following changes can be
viewed as having aided entrepreneurial small business.

‘ Subchapter S Revision. By far the most important improvement in

the entrepreneurial tax environment has been the revision of the Sub-
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chapter S provisions of the Internal Revenue Code. These provisions
are designed to allow smaller, closely held businesses to incorporate
for legal purposes but still remain partnerships for tax purposes.
Under provisions of ERTA, the number of shareholders in a Sub-
chapter S corporation could increase to 25 and TEFRA increased this
number to 35. While these changes only went a third of the way to the
100 stockholder goal established by the Wnite House Commission on Small
Business, they will increase the capacity of many small businesses to
seek financing from additional equity investors.

These changes in the law also significantly reduced the admi-
nistrative burdens placed upon Subchapter 5 corporations.
Specifically, the provisions allowing passive investment income to rise
from 20 to 25 percent before a firm loses its Subchapter S status and
the changed treatment of capital gains and operating losses, removed
unfavorable administrative provisions which shareholders have pre-
viously experienced. Under prior law, capital gains and net operating
losses in excess of the stockholders basis, could not be used by share-
holders on their individual returns. Under the revisions, long term
_capital gains, short term capital gains, long term cz{pi tal losses,
short term capital losses, and operating losses in excess of the
shareholder's stock plus loan basis, can all be utilized by Subchapter
S shareholders. This should increase the willingness of high tax
bracket investors to participate in Subchapter S corporations.

Even these changes will benefit only those start up companies
which are anticipating early losses since those losses can be passed

through to shareholders in the form of personal tax reductions. Also
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benefiting will be highly profitable companies with 1ittle need to
reinvest significant amounts of retained earnings. The company seeking
to retain earnings for growth may do just as well to remain a
proprietorship or partnership.

Reductions in Capital Gains Taxation. Capital gains taxation has

proven to be as controversial as any other portion of the tax code.

Tax bills passed in both 1959 and 1976 significantly increased the rate
of taxation on capital gains as well as increasing the holding period
from six months to one year. Beginnjng in 1978, Congress lowered the
effective capital gains rate from 49 to 28 percent by raising the
exclusion to 60 percent of the total long term gains. The effective
rate dropped to 20 percent in response to the reduction in the top
marginal bracket for individuals to 50 percent under ERTA. The General
Accounting Office indicated a flood of new venture capital in response

6 The D.R.A. of 1984 reduced the holding period

to these reductions.
for capital gains to six months from one year.

This reduction in effective capital gains tax rates and the reduc-
tion in the holding period for capital gains may not occur principally
to the benefit of entrepreneurial small business sector. The Small
Business Administration after surveying capital gains returns, esti-
mated that 70 percent of the benefits of the lower effective rates will
go to investors in non-equity activities such as real estate,

7 As will be mentioned

1ivestock, collectables, and stock speculation.
later, a more productive approach would be to permit the rollover of
capital gains to go tax free, when these gains are reinvested in a new

or existing qualified small business.
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LIFO Inventory Accounting. Recent tax legislation has increased

the attractiveness to new ventures of using the last in, first out (LIFO)
"{nventory accounting measures. The employment of LIFO accounting is
particularly desirable during periods of rapid inflation. When LIFO is
used to replace first in, first out (FIFO) rules, inventory is valued
at more nearly its current replacement cost than its historical value.
Congressional testimony indicated that most small firms had not used
LIFO accounting because of its complexity.8

Among the many positive changes enacted in the calculating of ﬁIFO
is allowing small businesses to use only one inventory pool rather than
a separate inventory pool for each product line. Also important are
changes allowing taxpayers to make certain adjustments to their income
over a three year rather than a single year period following their
change to LIFO accounting. These changes may have removed what had
been considered by Feldstein to be a principle cause for the fall in
investment in non-residential capital during 1950 through 1978.9

Since the costs of carrying inventory are a more important factor
to small and new businesses than they are to established firms, these
changes will be of principal benefit to new venture initiators and
those expanding existing small businesses. Whether or not the simpli-
fications have been enough to Eause the entrepreneurial sector to
significantly shift to the use of LIFO rules can only he determined as
evidence accumulates based on the experience of existing firms. A

Revisions In Estate and Gift Tax Provisions. Significant reduc-

tions in estate and gift taxes were enacted in 1976. It was felt that

estate and gift taxes imposed unsupportable burdens on estates con-

39-960 O0-—84——17
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taining highly successful, closely held family businesses. The result
was often the sale of the business to meet tax obligations or the
necessity for the firm to bear the costs of adequate insurance to main-
tain the solvency of the firm. In effect, the unified credit for
estate and gift taxes contained in ERTA, exempted all the estate or
gift transfers aggregating $600,000 or less. In addition, the maximum
unified rate was reduced from 70 to 50 percent with a four year phase~
in., Virtually unlimited transfers between spouses during their 1ife-
times and at death were permitted.

In addition to the reduction in estate and gift tax rates, ERTA
allowed taxpayers where the estate consists of a small business or farm
to pay the tax in installments over a period of 14 years at only a 4
percent interest (for the first million dollars of closely held
property). These alterations plus allowing redemptions of stock in
closely held corporations to be treated as capital gains rather than
dividend income when the decedent's stock in the corporation exceeded
35 percent of the gross estates value, have virtually eliminated any
estate and gift tax disadvantages which small, closely held businesses
may have faced in the past. The Small Business Administration has
hailed these changes as having a substantial beneficial impact on smaill
business. To this regard, the deferral of the reduction of the top
unified estate and gift tax rate from 55 to 50 percent until 1988 con-
tained in the 1984 Act is regrettable.

Reductions in Personal Tax Rates. Since 85 percent of all small

businesses pay taxes as part of the personal income taxes levied on

their owners (proprietorships, partnerships, Subchapter S corporations),
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the reductions in personal income tax rates and the {ndexing of personal
income tax brackets to eliminate the adverse impacts of inflation are
bound to be beneficial to new firms. President Reagan has {ndicated

- that preserving the individual tax cuts and tax indexing enacted over

lthe past three years is the first and foremost plank in his platform of
assisting small businesses. There does not appear to be any definitive
research 11nking the reduction in these rates with efther the increase
in start-ups or expansion of new ventures. But it does seem highly pro-
bable that by allowing for a higher proportion of earnings to escape
untaxed that the tax enviromment would be improved. The question which
has not been answered is whether these tax rate reductions and indexing
are the most efficient way of spurring the small business gconomy .

Provisions of Lesser Benefit to Entrepreneuria) Small Businesses

This section examines changes which have been made which were
designed to {ncrease the level of savings investment and capital for-
mation in the economy. Basically, these were not devised as means of(
assisting small businesses. Wnile many of these will {ncur some
1imi ted benefits to entrepreneurial small business they may actually
increase the bias in favor of larger businesses whicﬁ already exists in
the Internal Revenue Code.

Corporate Tax Rate Reduction. Reducing the corporate tax rate
was the highest priority of the White House Commission on Small

Business.lo

While positive, the response of Congress and President in
this area has been puny. Following ERTA, corporate tax rates did
drop by 2 percentage points 1n each tax bracket. The maximum corporate

tax rate of 46 percent still applies to fncome and excess of 100,000,
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‘The S.B.A, has noted that the maximum advantage that any business will
receive from these deductions 1s only 31,000.11

There is a major problem in across the board reductions 1n cor-
porate tax rates. These reductions apply to all corporations and do.-
not target their benefits to the smaller growth orfented firms. As {s
indicated later, there are more efficient ways than across the board
corporate tax reductions to stimulate entrepreneurship.

' Accelerated Cost Recovery System. Perhaps the most visible por

tion of the ERTA as 1t affected business was the establishment of the
Accalerated Cost Recovery System (ACRS). The White House Commission on
Small Business had advocated speeding up and simplification of depre-
ciation schedules on the grounds that the complexity of existing sche=
dujes and rules did not allow most small firms to avail themselves of
these tax advantages. In addition, these provisions gave recognition
to what inflation had done to the replacement costs of existing assets.

ERTA allowed the expensing of eligible personal and certain real
property over three, five, ten and fifteen year recovery periods.
These provisions have been eroded by subsequent action. The DRA of
1984 has extended to efighteen years the recovery period for certain
real property. The TEFRA of 1982 repealed the ACRS schedules that
would go into effect in 1985 and 1986 which means that equipment will
remain on a schedule which {s close to the 150 percent rather than
double the amount under the previous declining balance method of depre-
clation.

Also under ERTA, a taxpayer wil) be allowed to immediately expense
investments of $5,000 1n personal property ($7,500 1n 1984-85, $10,000
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in 1986 ang thereafter). If this {mmediate expensing 1s elected the
investment tax credit for the expensed portion of the assets value
could not be taken. The Small Business Administration saw sﬁall busi-
nesses, which make 1imited amounts of {nvestment in equipment, this
being a significant incentive~ While there will be some benefit to
businesses making very small capi tal 1nvestments,‘this prens1ng
provision 1s not 1ikely to be of significant 1mpac§ to most growth
oriented ventures because of the $10,000 1imitation. Since new ven-
tures and small businesses tend to be more labor than capital 1nten-
sive and to use shorter-1ivaed assets than do larger more establ{shed
businesses, over 80% of the tax benefits from ACRS will go to the

larger corporations according to Treasury estimates.12

Entrepreneur-
141 small businesses will benef{t from the simplified bookkeeping
involved, but many small businesses during their formulative period
have no taxable income against which this depreciation may be
applied, These deprecfation changes seem to continue the bias of
our tax system towards capital intensive large business and away
from labor intensive smaller ones. This 1s not to advocate repeal

of ACRS, but rather to indicate 1ti.11m1ted usefulness to the
entrepreneurial small business sector.

Investment Tax Credits. The use of investment tax credits (ITC)

has been a changing feature of the United States tax policy., The
objectives behind the ITC are admirable:
1. To stimulate the purchase of capital goods and thereby growth
in the capital goods producing {ndustries, and
2, To improve U.S. competitiveness by encouraging the upgrading _

and modernization of facilities and equipment.
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Under the provisions of the ERTA, there was a significant change in the
10 percent investment tax credit granted to asseis whose expected 11ife
was 7 or more years. Proparty with a 3 to 5§ year expected 11fe was
allowed a 6 percant—credit and assets with a 1ife of more than 5 years
were allowed the full 10 percent. The 1982 Act changed the ITC by pro-
viding that only 85 percent rather than 95 percent of a fim's total
tax 11ability could be offset.

As was the case with the ACRS, small businesses will benefit to a
degree from these 1iberalized provisions. But the entrepreneur will
have to have a posftive tax 11ability fn order to obtain the benefits
from the ITC. In addition, the entrepreneurship will also have to have
“sufficient-cash flow to purchase the assets. During the 10ss genera-
tion phase of the new business start-up nefther event is particularly
1ikely.

Since small businesses rely more heavily than older, Yarger, more-
established ones on used equipment, small business firms wil) benefit
decidedly from the increase in the amount of used propert; eligible for’
the 1nvestment tax credit which is increased by staps from $100,000 to
$160,000, This provision will be beneficial particularly in periods of
rapid inflation.

.waiﬂwincentives. ‘The 1981 ERTA Act contains a 25 percent {ncome
tax credit for new expenditures on research and development (R&D). It
is easy to overestimate how generous this revision 1s. Since the cre-
dit is non-refundable, f1rms‘§dthout taxable income will efther have to
caryy._the benefits forward for 15 years or apply it against prior taxes

paid. Most entrepreneurial small businesses will not be able to make
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use of these provisions until well into the emerging profit stage.

There are other problems with the R&D incentives. Full credit {s
available only for research conducted within the firm, Only 65 percent
credit is allowed for research done on an outside contract basis or
with university and exempt research organizations. In addition, the
credit can only be claimed on expenditures which are fncurred in the
actual "carrying on" of the trade or business. This means that firms
engagéd primarily in contract research or firms just starting will find
1t difficult to qualify,

Many small entrepreneurial firms will have trouble using the R&D
cradit since 1t is applicable only to additional expenditures they
make. Firms that are already spending a high, but constant amount on‘
R&D, are not 1ikely to qualify. In addition, the credit is figured
on the expenditures in excess of the average over the previous three
years. For new firms without three years previous experience the basis
1s considered to be 50 percent of the years current R&D expenditures
which effectively reduces the credit to 12.5 percent.

The R&D tax credit will prove beneficial to eptrepreneurships who
are expanding their R&D budgets. In addition, many existing firms may
be encouraged to begin an R&D program. It {s reasonable to assume
that the greatest beneficiaries will be the larger fimms who in the
past have had low R&D budgets and now expand them. Many of the newer,
smaller, high-tech firms which already are spending a constant, but
high proportion of their cash flow on R&D and which are not generating
profits will find the R&D credit of 1imited value.
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Detrimental Changes in the Tax Environment

Some of the recent tax changes have been clearly detrimental to
the best interests of new and expanding ventures. These provisions are
defactive primarily because they fail to realize the need for
encouraging a high and positive cash flow during the early stages of a
new business' growth and development. Most of the tax credits
described above are of very 1imfted value to firms which are
experiencing negative cash flow as 1s almost always the case during the
1oss generation phase of most new enterprises.

Repeal of Safe Harbor Leasing. From an entrepreneurial standpoint,
one of the potentially most valuable provisions of the 1981 ERTA Act
was the establishment of safe harbor I.oasi ng. As has been mentioned
frequantly in this testimony, a major problem of new firms during their
start-up is their inability to use tax credits since they have no tax
11abi11{ ties against which these credits can be applied. The safe har-
bor leasing provisions were viewed as at least a partial antidote to
this problem.

Under safe harbor leasing, a venture with no tax 1iabi11ty would
engage in a paper transaction transferring its tax credits to a ‘firm
with a federal tax 11abilfity. While title would actually pass to the
firm needing a tax write-off, the property would then be 1eased back to
the original firm, fhe firm with the original tax 1fability would be
able to offer more favorable 1ease terms to the original firm because
of the tax savings which the safe harbor 1ease arrangement would allow.
Testimony before Congress indicated the majority of firms which would
be unable to use the tax 1 ncen\tives contained 1n the 1981 ERTA Act
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13 For these firms

would be entrepreneurifal high technology ventures.
1t was estimated that the cost of capital would be reduced by 20 to 30
percent {f they could use the tax advantages which would be otherwise
made available to firms with positive tax 11abilities.

Further supporting evidence for'safe harbor leasing appeared when
the effects of unused tax credits on business mergers was considered.
New firms which had accumulated significant amounts of unused tax cre-
dits became increasingly attractive firms for mergers or buy-outs.
Without safe harbor 1easing 1t was felt that these firms would be
impaled on the horns of a dflemma., Either they would have unused tax
credits which would place them at a competitive disadvantage with
larger profitable f{rms or they would be continuously threatened with
the possibility of mergers or buy-outs.

Safe harbor leasing was implemented in such a way that its failure
was almost assured. When ERTA was put into action firms were given no
more than 90 days in which to close their leases. The firms which were
able to take greatest advanfage of these were the larger firms with
more experienced 1egal and accounting staffs which could move on such
short notice. Complexity of the rules established by the IRS and the
IRS's regulation prohibiting closely held corporations from acting as
lessors further closed the door to the use of safe harbor 1dasi ng by
small firms and encouraged fts abuse by 1arger‘ ones. As a result, over
three-fourths of the transactions and 93 per cent of the benefits of
safe harbor leasings occured to larger cmm:aor-ations.14 '

The resulting public outrage resulted in the effective repeal of

safe harbor leasing under TEFRA. Unfortunately, no new approach or
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provisions have been devised to compensate for the bias against small
firms with unusable tax 11abilities. Th1§ fatlure 1imits the effec-
tiveness of the tax credits discussed above as stimulants to {nnova-
tion, investment, and development of new products.

Social Security Tax Reform, One of the potentially, most damaging

changes which took place in the last four years is the passage of the
Social Security reforms which significantly fncreased Social Security
Taxes on the employee and employer as well as the self-employed. Early
in 1983 the Small Business Task Force on Soém Security established by
the SBA reported t‘hat these tax increases would place \a di spropor-
tionate burden on small entrspreneurial firms in the nation's
econom,y.14 This conclusion was based on the observation that small
firms tend to be more labor intensive, employing some 60 percent of all
workers covered by the Social Security system. In addition, there were
over 12 mi114on sole proprietors who pay the self-employment tax.

For those reasons the entrepreneurial sector is placed in a double
bind, The additional payroll costs would reduce the ability of these
firms either to compete with larger, less labor intensive corporations
or would force them to pay lower and less competitive wages to their
workers to absorb the Social Security tax increases. The increase in
Social Security taxes may 1imit the future ability of small firms to

continue their past level of new job generation.

Conclusions and Recommendations

The previous analysis has demonstrated that the past four years

have seen only slight improvement, if any, in the tax environment for
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small business and entrepreneurs, Small businesses remain at a disad-
vantage when compared to existing larger corporations in thefr ability
to raise and retain the needed capital for expansion. With the excep-
tion of the changes in the LIFO accounting rules, the Subchapter S
provisions, and the reductions 1n estate and gi ft taxes, few of the tax
revisions have been targeted specifically with the needs of those
starting and investing in new and growing ventures in mind. There are
three spacific legisiative approaches which are consistent with that
objective, A1l of these,could be enacted within the structure of the
current IRC.

Rollover of Capital Gains, Allowing fnvestors to roll over capi-

tal gains made in qualified new ventures should be enacted. This
rollover should be allowed only {f the capital gains are reinvested in
addi tional business start-ups or expansions. The precedent has already
been set in the area of residential housing. Extending this principal
to the entrepreneurial areas of the small business economy would 1ead
to increases in both the amount of funds initially {nvested and the
funds retained in new businesses.

Transfer of Unused Credits. Small businesses do not have the same\

flexibility as do large firms, which can more effectivaly use tax cred-
1ts and other loss write-offs. Larger firms use credits and 1o0sses
incurred in unprofitable divisions to offset profits and reduce taxes
which are earned in other parts of the corporate structure. This
discrepancy could be compensated for by allowing entrepreneurs to
transfer unused credits which have accumulated 1n one qualified fnvest-

ment to be applied to profits earned from investments in other new
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enterprises. Small firms should also be allowed to establish loss
reserves vhich would increase the amount of retained earnings while
cutting back on the amount of profits subject to taxation. A cautious
approach to the finding alternatives to safe harbor leasing should be
axplored.

Small) Business Participating Debentures. The White House

Commi ssion on Small Business urged the establishment of Small Business
Participating Debentures (SBPD). The Small Business Participating
Debentures take the character of both debt and equity capital., While
the Small Business Participating Debentures would be essentially debt,
the interest payments would be based on the fim's profits. When pro-
fits are Tow, the interest payments would be low but would rise as the
company's profitability increased. The interest payed by the firms
1ssuing the Small Business Participating Debentures would be treated as
an expense and deducted, but the investor would be allowed to treat the
interest payments received as a capital gain. The firm would achieve a
tax advantage since the interest payments wo\uld be deductable as
interest rather than considered as profits. Investors would receive an
fncentive as their income would receive the lesser rates of taxation
associated with long term capital gains,

Many of the suggestions for more comprehensive reform and overhaul
of the tax structure would provide general benefits to small busi-
nesses, but none would provide the specific incentives mentioned above.
Since 1982, over a dozen di fferent bills have been introduced in
Congrass promoting the idea of a "flat tax." While some of these bills

are detailed ravisions of the IRC, others do no more than call for
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additional studies into the feas1b11§ty and economic effects of the
general principles which they advocate. Currently, the Treasury is
making an fnvestigation of many of these proposals as is required under
the provisions of the DRA.

No attempt is made in this testimony to analyze, in detail, all of
the various provisions or {deas contained in these flat tax bills.
These bif??'do vary considerably. Some call only for revision of per-
sonal income taxes while others include corporate taxation as well.
The basic fdea behind all of them 1s to expand the tax base by elimi~
nating deductions, exemptions and credits. This expanded base would
allow for a significantly lower tax rate. All the bi1ls exempt Tow
{ncome taxpayers by a system of personal deductions. Some also “allow
for certain personal deductions such as home mortgages and charitable
contributions to éontinue. Others are not true flat taxes since they
retain tax brackets, although there Qou\d be fewer brackets than under
existing law. |

In considering these proposals, what should be included in the
analysis 1s the way the entrepreneurial small business sector 1s
treated, Do these proposals enhance the capacity of new and expanding
firms to attract new capital and to retain sufficient income for pur-
poses of expansion? Those proposals which leave the current corporate
lavias {ntact clearly are not improvements over existing conditions.
While most of the bills do address personal income taxes, most do not

- call for extensive revisions of the way the tax on income from

proprietorships, partnerships, or small business corporations are
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calculated. The case for these legislative proposals must be made pri-

marily on grounds of simplicity and not on the basis of the incentive
they provide for {nvestment in growth industries.

Those proposals which would have the greatest positive impact
would eliminate the double taxation of corporate profits by having
business income taxed solely to the firm at the same flat rate as indi-
viduals are taxed. Some proposals also provide that business invest-
ment may be vtotmy expensed in the year in which the investment
expendf ture 1s made. Those proposals also would eliminate entirely any
taxation of capital gains while some other proposals would retain the
current favorable treatment. A few would eliminate all preferable
capi tal gains treatment and tax gains as regular income.

Allowing for the expensing of investments would encourage addi-
tional {nvestment and tend to reduce the current disparity between
small firms which must raise most of the venture capital as equity and
larger firms which can make more extensive use of debt. Since interest
on debt 1s consfdered an expense and deductible, whereas dividends on
equity are considered to be income and taxable when received, the ‘
current discrimination in favor of larger firms would be reduced. If
the elimination of taxes on capital gains is 1imited to gains on the
sale of business assets, then the supply of venture capital will
increase and assistance will be targeted toward growth oriented busi-
ness.

There 15 one major di fficulty which has been previously discussed
that these proposals do not eliminate. New firms will not find

expensing of investment spending as a particularly useful tax break
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unless they can convert those unused exemptions into cash to pay bills,
accumul ate fnventory or finance expansion. As new firms accumulate
these unused credits, they become increasingly attractive targets for
merger. This will be particularly true as larger, more established
tirms, which have expensed their {investments in the years they were
made, may be looking for sources of unused tax cradits to offsét their
high tax 1{abilities. Replacing the current depreciation system with
an immedfate expensing option gives large tax breaks in the first year
(or years {f the used portions are carried forward). Mature firms which
do not maintain a high level of investment will experiaence high tax
11abi1{ties unless they acquire the tax credits of others. While this
problem ex{ists under the current code, 1t could be compounded under the
proposals now being considered by Congress.

Any tax proposal which lowers the effective tax burden and simpli-
fies compliance should produce\positive economic effects throughout the
economy. The entrepreneurial small business sector will be caught up
{n this improvement. But in the near future it may be desirable, to make
those changes which'target tax relief to entrepreneurs, rather than
waiting until the political climate is right for the passage of compre-
hensive tax revisions such as the flat tax proposals. Many of these
proposals contain 1{ttle which would be of benefit to those firms most
responsible for the generation of new jobs and the commercialization of
new technology. As has been the case in the past, tax alterations
designed to Be of general benefit may continue to accentuate the
problems of the entrepreneurial small business sector which remains the

principal source of {nnovation and new Jobs for the economy.
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STATEMENT OF JIM R. TATUM, C.P.A., PARTNER, PEDEN, TATUM &
CO., HOUSTON, TX

Mr. Tatrum. Thank you, Mr. Chairman.

I consider it an honor and a privilege to be here today. The testi-
mony that I am presenting represents my own simplistic views and
not necessarily those of my profession. Since I have been doing ac-
counting and income tax reporting and financial reporting work for
the 20 years of my career, you might say I have had a vested inter-
est in what’s been going on.

The Internal Revenue Code of 1954 has now been amended for 30
years. I don’t think we've got it right yet. Each successive tax
reform bill has served, for the most part, just to further complicate
the system, 4nd each time as it’s amended it becomes more compli-
cated and the level of compliance declines.

As earlier testimony has already pointed out, the American tax-
payers perceive that the system is unfair. They are provoked, con-
fusec}il, and bewildered. Those who pay taxes feel that they pay too
much.

I will give you an example. In a recent year I had a client who
grossed $1.2 million, and he made that money the old-fashioned
way—he earned it. He paid $120,000 in tax. Another client made
$800,000 gross income, but he paid $300,000 in tax. Another client
who was just a young fellow right out of school made $200,000 in
gross income and paid no tax.

Now, the man who paid $300,000 in tax did so simply because he
was a conservative investor. He wanted to use the traditional mar-
ketplaces for accumulating his capital—namely, the banking indus-
try, the stock and bond market. He did not want to participate in
all of the abusive and foolish tax shelter investments that are
available in the market today.

The man who grossed $1.2 million was looking at paying $500,000
in tax under our present system. And when you look at paying
$500,000 in tax for 1 year, suddenly money becomes worthless, and

39-960 O--84-——8
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any investment that offers tax-shelter opportunities suddenly
makes sense.

I think this bracket creep that we've got, caused by inflation, has
pushed so many working people into the 50-percent tax bracket
that now we have a national epidemic of tax shelters. I think these
tax shelters are encouraging people to make foolish investments. I
think it is detrimental to the accumulation of capital and encour-
ages wasteful spending and high interest rates.

Senator GRASSLEY. 1.et me interiupt you.

Is that epidemic of tax shelters lessening any since the marginal
tax rate of 70 percent down to 50 percent?

— Mr. TatruMm. Ldon’t think so. It 1s still epidemic proportions. I call
the market a “frenzied market.” It just doesn’t make sense, and I
hate to see my clients participate in it. But they don’t seem to have
much choice. And there are a lot of people who used to sell stock
and used to sell insurance who are now sellinﬁ tax shelters, be-
cause that's where the market is, that’s where the demand is. And
th%y are cashing in on it.

ou know, my clients view me as conservative. I tend to try to
encourage them not to invest in these things, because generall
they are not well-managed investments, they are loaded down wit
sales commissions, accounting fees, legal fees, underwriting costs,
management fees; the whole gimmick, the enticement for gettin
the money in there is the tax shelter, the tax benefit. If it weren't
for the net income tax system, we wouldn't have these markets. I
feel, therefore, that the net income tax system has these provisions
which serve to defeat the purpose of the system—that is, raising
revenue.

Well, the net income sly;stem is also very expensive to administer,
as we have already talked about. Accountants like me in total
spend millions of man hours each year calculating deductions, limi-
tations, exclusions, preferences, carrybacks, carryforwards. It is ri-
diculous. It seems to me there could be a lot simpler way.

I would estimate that 75 percent of the cost of complying with
the net income tax system could probably be eliminated if we
adopted a more sensible tax code.

I think now.the.need for wholesale tax revision is obvious to ev-
erybody, as reflected by the fact that you have held hearings earli-
er in the Spring. I think the voters, or my clients which are repre-
sentative of the voters, are primarily concerned about simplicity
and fairness. Given the opportunity, I think every American would
vote for a simple system.

Of all the methods of tax reform that have been proposed, I
think that the gross income tax offers the best potential for satisfy-
ing the voters and for providing the greatest amount of revenue at
the least amount of aministrative expense.

I think to understand the gross income tax system, that the defi-
nition of “gross income” is key. Gross income or gross sales would
be reduced by cost-of-sales in arriving at gross profit, or taxable
income. The cost of sales to me would be defined as cost of materi-
als or services which enter directly into the product being produced
by the taxable entity, provided that such materials and services are
provided from an independent nonaffiliated business entity. This
gross income tax—the same form, the same tax calculation—could



111

be made by all business entities, whether they are corporations, in-
dividuals, or partnerships.

As I see it, the gross income tax is potential profit, not artificial-
ly minimized net profit. A businessman, for example—a highly sim-
plified example—if he is a steel manufacturer would take his gross
income from the sale of his products, and reduce that by the cost of
raw materials that he acquired from a nonaffiliated supplier.
Therefore, the difference, if he sold steel at—and I am just picking
a number—$100 a ton and his raw materials cost him $30 a ton,
his potential profit would be $70. He would pay a low rate gross
income tax on that potential profit. How he managed his business,
how he produced that steel is then his decision. And I think he
would then have incentive to manage his business, to produce his
profit in the most efficient manner, and then to retain the capital
that resulted from his operations and invest it in the most judi-
cious manner. i

The C.P.A. profession right now employs most of its manpower to
reduce Federal income taxes. We serve our clients. They feel they
are paying too much in taxes, and they hire us to represent them. I
think that if the gross income tax were enacted, it is as simple as it
could be to me that a business could file its tax return every
month. Then the C.P.A. profession could be used in a way more
supportive of the income tax system. For example, if the tax re-
turns are as simple as they could be, the C.P.A/’s could, by require-
ment of law, review and sign these gross income tax returns.

A gross income tax system obviously would have to be phased in
over a period of time. My first thought on that idea would be,say,
to have a 5-year phasein period, where each business could prepare
either the net income tax return or a gross income tax return, and
he could pay a weighted average of the two taxes, with the higher
weight going to the net income tax calculation in the earlier years,
shifting gradually to a higher weight going to the gross income tax
in later years. You know, this dual tax computation is what we
have now, with the regular income tax, the alternative income tax,
the income averaging, the 10-year averaging. I have prepared tax
returns that have had probably as many as four different tax cal-
culations.

To me, the great challenge facing Congress today is to balance
the budget without creating a tax revolt, because I can promise you
the taxpayers are fed up with it. The ones that I work with, some
of them have just declared war on the IRS. They are going to do
everything they can to keep from paying taxes—including making
foolish investments.

I think the gross income tax provides you the golden opportunity
to solve the dilemma facing this country today. In other words, you
can go to the voters, and you can give them a simpler tax law. You
can broaden the tax base. You can increase compliance. You can
raise revenue. And you can balance the budget. :

It seems to me that income taxes really represent the cost of gov-
ernment. I know it is just part of the cost of government, because
you have other taxes; but I think the gross income tax could prob-
ably combine income taxes, Social Security taxes, estate and gift
taxes into one simple tax, and the cost of government—I don’t un-
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derstand why it can’t be paid by every businessman every month,
just like paying the rent, based on his gross profit.

I know you have special interests that you have to deal with, and
everybody wants their special deal, and I know different businesses
have different profit margins, and all this makes it very complex.
But I think most of the objections that have been raised reflect spe-
cial-interest thinking. And I think Congress, if it is going to solve
the problem, has to look beyond a multitude of special interests
and try to represent the interest of the country as a whole.

I think the net income tax system we have now represents or re-
flects the work of politicians who have catered to special interests,
but the solution we need today requires the work of statesmen.

Thank you.

Senator GrassLey. Mr. Vedder?

[Mr. Tatum’s prepared testimony follows:]
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My name is Jim Tatum. I am a CPA from Houston, Texas where I
have been doing accounting and income tax work for twenty (20)
years., For the last eight (8) years, I have been a parther in a
small firm known as Peden, Tatum & Co. Virtually all of my time

and energy is dedicated to serving clients.

Our clients consist of individuals and their privately held
companies engaged in businesses such as: Architure, Engineering,
Legal, Medical, Retail Sales, Equipment Rental, Wholesale
Digtribution, Metal Fabricating, Real Estate Development,
Commercial and Residential Construction, and various investments.
In my opinion, our clients represent a cross-section of basic
federal taxpayers, I am grateful for the opportunity to be here
today. I hope that my testimony will provide some insight into the

problems with our federal tax system at the grass~roots level.

I have had a vested interest in tax reform since the beginning
of my professional career. The CPA profession, outside of its role
of auditing publicly held corporations, owes its existence to our
federal net income tax (NIT) system, According to the September,
1984, issue of Money Magazine, sixty thousand (60,000) college
students wer; graduated this year with accounting degrees. The
Bureau of Labor statistics has predicted that job demand for
accountants will grow by as much as 40% in the next decade, It

appears that I'and many other accountants would be more securely

employed in future years if. Congress continues its trend gf annual
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tax legislation. But, the purpose of my testimony is neither to
advocate for my own personal benefit nor to represent the special
interests of my profession, Tax reform needed today must come from
unselfish interests in order to achieve a system that benefits us

all with fairness, simplicity, and effeciency.

Each successive tax reform bill has served, for the most part,
to further complicate the Internal Revenue Code. with each'
increase in complexity, the level of compliance has declined. Our
NIT system has become a kaleidoscope of everchanging laws,
regulations and rulings that are beyond human comprehension.

- Millions of manhours are spent each year calculating deductions,
limitation, exclusions, carrybacks, carryovers and preferences.
Millions of manhours are also spent each year in courtrooms

debating the correctness of such calculations.

American taxpayers are prevoked to the point of hostility by
this excessive complexity. Given the opportunity, every taxpayer

would vote for a more simple system.

Tax payers also resent the amount of taxes thay are required
to pay because they perceive that the system is unfair, There is
widespread belief that wealthy individuals and 1large corporations
have the opportunity to pay little or no tax. Those who pay taxes
often feel that they are paying more than their share. Public
hostility and resentment caused by complexity and inequity of our
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tax system has created an adversarial relationship between
taxpayers and the IRS, Due to bracket creep caused by inflation,
taxpayers are becoming more aggressive in their efforts to reduce
taxes: The IRS, having the unpleasant task of enforcing compliance
and collecting taxes, is becoming offensively agressive in carrying
out its responsibility, Please see exhibit "A" for an actual
taxpayer letter regarding experience with the IRS, Unfortunately,
the task of the IRS is so unpleasant and the tax system 1is 8o
complex that the IRS is unable to keep an adequate number of
qualified agents in the field. Thﬁ\lgvel of compliance with our

NIT system will continue to drop in coming years.

Recent tax reform has been enacted for the purpose of closing
loopholes, limiting preferences, discouraging abusive shelter, and
encouraging compliance. However, the NIT system still provides
tremendous opportunity and encouragement for taxpayers to reduce
their taxable income. The desire by taxpayers to reduce their
taxes is growing more intense each year. Many investment
syndicators, security brokers and financial planners are cashing in
on this multi~-million dollar market. They are convincing millions
of Americans that tax dollars can be converted iq&o wealth simply
by making certain investments. Tax shelter vendors are selling the
idea that taxes may be totally avoided with the purchase of their
products, CPA's are also becoming more agressive by encouraging

and, in some cases, even selling tax shelters,
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This frenzied market for tax shelter places millions of
dollars into wasteful, mismanaged, and often ' fraudulent,
investments each year. The NIT system also encourages businesses
to incur non-essential tax deductible expenses. Unfortunately,
expenditures for tax shelter and tax deductions redistribute wealth
primarily among the wealthy. Not enough of such expenditures
provide capital for investments more ecoqomically beneficial to our
national economy. Capital shortages, together with resulting high
interest rates, have persisted since the early 1970':: Such

conditions can be directly attributed to our NIT system,

The costs of our NIT system in tefms of 1its effect on our
national economy is probably immeasurable. The obvious cost to
government and taxpayers for administration, legal fees, accounting
fees and record keeping is an overwhelming burden in itself, But,
the hidden economic cost, high interest rates, manhours wasted by
professionals, and the lack of jobs for unskilled workers is bound

to be much greater.,

I esgimate that 75% of the obvious costs of our NIT system could be
eliminated with the adoption of a sensible tax code. Unless proper
action is taken by Congress to reverse our historical trend in
federal taxation, the NIT system will eventually collapse under its
own weight of complexity and inefficiency as it falls to provide

the revenue required for federal government,

-4
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I view our NIT system as a "tar baby". The more Congress hits
it with reform, the more bogged up and ineffective it becomes. The
Internal Revenue Code of 1984 has been amended for thirty (30)
years, I think it is time to throw the whole mess into the '"briar

patch" and start all over.

The need for a wholesale revision of our federal tax system is
now obvious to most voters as well as members of Congress, It is
my understanding that the following reform proposals have been
congidered: ' i

THE GROSS INCOME fAX'

THE FLAT RATE TAX

THE VALUE ADDED TAX

THE NATIONAL SALES TAX

THE DEDICATED EXCISE TAX

THE UNIFORM CONSUMPTION TAX
Voters are primarily concerned about simplicity and fairness,
Members of Congress, I suspect, are primarily concerned about

}ncreasing revenue in the most politically expedient manner.

In my opinion as a professional accountant, the Gross Income
Tax (GIT) is clearly‘the best choice of the various alternatives
listed above, I think the GIT system has the potential for
satisfying a landslide majority of voters with simplicity anq
fairness. The GIT system also has the potential for providing the

greatest amount of revenue with the least amount of administrative



119

i
expense, Maximum levels of compliance could also be achieved with -
GIT. Everybody wins with GIT because of the overall national
economic benefits which can be achieved by changing from NIT to

GIT.

Detailed>descriptions and definitions of the GIT system are

covered in publications available from:

Government Research and Development Foundation

309 Main Street

Blanco, Texas 78606
The simpl}city of GIT is best illustrated by exihibit "B"™ which |is
a sample one page Gross Income Tax Return, A return such as this
could be easily prepared and filed by business entities and
individuals liable for the tax. The returns are simﬁle enough to
be filed monthly, thereby providing a steady cash flow to the 'U.S.

Treasury Department.

Gross income taxable (at a low rate) under the GIT system
"would be defined by accountants as gross profit, using the direct
costing method for calculating cost of sales, In other words,
gross sales (exlcuding discounts and bad debts) of a taxable entity
would be reduced by the costs of direct materials and services
acquired from separate parties to arrive at taxable income, Gross
sales of a steel manufacturer, for example, would be reduced by the
costs of raw materials that go directly into and bhecome a part of

the product, provided that such materials are acquired from an

N
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independent non-affiliated entity. Gross sales of a lumber mill
would be reduced for the costs of timber processed by the mill in

the production of lumber products,

The definition of cost of sales 1is very critical to the
simplicity of the GIT system. In order for GIT to be simple, I
think the term cost of sales should mean "direct cost" incurred for
goods or services provided by a "separate party" entity. Direct
Cost refers to the cost of actual materials or services that enter
directly into and become a part of a product or service that is
sold by a taxable entity. A Separate Party is an independent
entity th;t is non~-affiliated by common ownership. The term
“"geparate . party" exlcudes employees, subsidiaries and

brother~sister companies,

The adoption of a GIT system will, no doubt, require a
phase~in period because of the long-term business decisions made
under our present NIT system., I suggest that during the phase-in
period, taxpayers could calculate both NIT and GIT. The tax due
could be a weighted average of the two amounts giving - more weight
. to NIT in the earliér years and gradually transferring weight to
.GIT in later years, After GIT is fully phased-in, GIT returns
could be filed monthly. -

The CPA profession, which now employees its manpower to reduce

federal taxes, could be used in a way more supportive of the tax
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gystem, Under the GIT system, tax reporting could be simplified to
the extent that each GIT return, by requirement of law, could be
reviewed and signed by an indepgndent CPA or other qualified
individuals., The IRS could audit selected returns and work in
conjunction with the AICPA to develop professional procedures and
standards for reviewing taxpayer records supporting a GIT retuxn.
In this manner, the CPA profession could help ensure virtually 100%
compliance. Furthermore, the IRS would not serve as a direct
adversary of the taxpayer.

The great challenge to Congress today is to balance the
Federal Budget without creating a tax revolt and economic chaos.
To find the s8olution to meet this challenge, Congressional
leadership must have the courage to look beyond the multitude of
special‘interesta. I think the proposed GIT system offers an
unbiased framework based upon independent research in which
Congress should concentrate its attention. The NIT system we have
today reflects the work of politicians, The solution we need today

requires the work of Statesmen.
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EXHIBIT 'A'

Dotz Vie Testre Electeie Conpary, .
7400 ASHCROFT . HOUSTON, TEXAS 77036 - (713) 772-3637

June 21, 1983

The lonorable Pon Paul
1234 Longuwerth

Houge Office DBuilding
Washington, D, C. 20515

Dear Mr. Peul:

e are sorry we worce unable to attend your qgot acguainted meceting at your
new offices at 4545 Bissonnet in Bellaire, Texas. hs my sceretary explained,
wo were out of town at that time,

There is scmelhing we feel necds to be called to the attention of our law
makaers and repreuentatives in Congress. e have always taken great pride in
everything ebout hmerica. We are proud of our heritage. We are proud of
the freodom we have been able to enjoy. llowever, we have oxperienced a form
of harrassment lately that has caused us to wonder just how much freedom we
really have as a citizen of the United States, paying taxes to the Internal
Revenue Scrvicoe.

This letter will be a rather lenghty letter but I do hope you will take timo
to read it in its entircty as we do not feel you can get the true picture
without knowing cvery little detaill,

Our Elcctrical Contracting firm has been in business since June 1, 1967, We
started our busincss with approximately $350,00 operating moncy in the bank
and built it to its prescnt size, based on honesty and good will. We believe
an honest days work descrvcs an honest days pay and vice vorsa. Most of our
advertising is by word of mouth and we feel this is the best means of
advertising.

In February, 1979, our records wore sclected by the Internal Revenue Service
to be audited for the years 1976 and 1977. The examiner was Ron Scott, who
wag a capable examiner and we cooperated in every way, furnishing him with
all data and records hc needed for the audit. There was an adjustment made
in the anount of $285,00 for the corporation and $190.00 personal adjustment,
This was mostly due to the fact that we have a company car which we use
partially for personal use and partially for company use. In discussing how
much we used the car for company use, it was determined that at least 50% was
used in the company and 50% for business. e thercfore agreed to pay 50% of
tho fair market rental valuc to the company for personal use, the amount to
be turned in on our W-2 form at the end of each yecar as compensation.

Again, in Novemher, 1979, thc same year, our records were ajain seclected for
audit by the Intcrnal Reverue Service for the year 1978. The examiner's name
‘was Richard Pisarri, and he too was a very capable cxaminer and we again tried
to cooperate in cvery way we could to surply any nceded information. That year

we received a refund for overpament in the amount of §$98,01,



123

The Honorable Ron Paul -2~ Juna 21, 1963

The follewing year, 1980, we were again selected for audit of our 1979 records.
At this time we fult what thiz vas harrassment, Ve called and cemplained to
someone at the IRs Office and that person stated they 2id not recalize we had
been audited that many tines and canceled the audit. e explained we were a
relatively small office with a small office staff and an audi® took up a great
deal of time from our work to obtain rccords and data for the examiner. This
person was extremely nice and understanding,

Now, again this year we were notified on March 28, 1923, that we had been
selectad for an audit of our 1990-1921 records. Even though we still felt this
was harrassment, we agreed to talk to the examiner and explain how we folt and
then if he wanted to procead with the audit, we would ceoperate witih him. e
asked why our rocoids kept coring up for audit and he said, his superviscr juct
felt this was a "gecod case". In trying to find out vhat consisted of a "good
case", he said he did not know why,we were selected,

This time the examiner's namc was Alan Pena. MNe¢ came to our offide on Aprilt-8,
1983, tle wore willing to cooperate with him also in furnishing him needed
information. MHowever, from the word go, cooperation with Mr, Pena was almost
impossibla, as he came into the office with an intimidating attitude, using
the power of the IRS to try to put a scare into us. He did not present his
identity card to us at this time.

\
He first startcd checking our receipts, trying to match invoices paid with
deposits made. e noticed he was having trouble, so we asked if we could be
of assistance. We say he was trying to match an invoice typed in October with
the October deposit slips. There was a November date stamped paid on the
invoice, so we told him to match the invoices with the deposit slip that had
the same date as the one stamped paid on the invoice. 1le then had no trouble.
It would be great if we could receive the money the same date we type the
invoice but unfortunately that is not the way ihings work.

He must have been agitated because we found it difficult at times to understand
what he was asking. He asked us for a "toe-a". ‘e asked him several times to
repeat it and finally our secretary said she believed he was asking for a "tour".
At another tima he wanted to know if we did any “battering". After some
deliberation and explanation of what the term meant, we detexrmined he meant
Ypartering”. This must have been frustrating and a little humilisting to him,
but it was not intentional on our part. Later we learned he was from the north
(he said Massachusetts) and had only been with the IRS for 10 months.

We are members of the Independent Electrical Contractors of America., Mr. McKuin
was President of our local llouston Chapter that year and Mrs. McKuin was
President of the Ladies Muxiliary of the Independent Electrical Contractors of
America. In order to fulfill our obligations as officers, we nceded to attend
some State Meetings, Executive Mcetings, Legislative Viorkshops, and our National
Convention which is held once a year. When Mr. Pena checked these expenses,

he said how did he know whother we were in attendance or not, He wanted a
brochure showing a list of the activities, even though he had our registration
fee receipt, our hotel bill and airline receipt showing we attended. However,
trying to cooperate, we found a brochure in our files and gave it to him. He
immediately put the brochure down in front of 'frs. McYuin and wanted to know
which of the activitics she attended. She pointad out a list of them, such

as opening ceremonies, oren hnusc, tadies Auxiliary Merting, Exhibits in vhich
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she had to work in a hooth, etc. He then started pointing at each activity
saying "Did you attend this onc? This one? This one?", etc. She polnted
out that she had never beon asked questions such as this before and in this
manner, He stated he was trying to separate business from pleasure. She
replied that she had attonded every activity on the brochure that was
required of her as a mcmber of the Ladies Auxiliary, He, in turn, disallowed
all her expenses for every meeting and recommended charging them back to us,

He inquired about the rental of the building out of vhich we are operating.

Ve informed him that we owned the building personally and rented it to the
corporation, and remarked that surcly that would not be questioned since

wae only charge $400.00 a month rental fee. He stated he certainly would question
it, he certainly would.

He wanted substantiation for use of the 1979 Oldsmobile for business., We
explained that we paid half the rental value for use of the 1979 Oldsmobile as
instructed by a previous IRS Agent since half was used in business and

half in personal use. He stated that what another IRS agent sald we could do
and what he was going to do were two differant things and one had no bearing
on the other. We would like to point out that we pay professional people to
represent us, keep our rocords, fila our income tax, etc., in order to make
sure we comply with government regulations, which includes the IR8. If each
time an examiner for the IRS does his own interpretations of what these rules
and regulations require, then we would be changing our record keeping each time
a new-oxaminer comes out: to audit. This can become quite expensive.and time
consuming. .

After going over the records for the 1980-1981 year, he told me he had found
several adjustments to be made and he was recormending them to be charged as
dividends. He also said he was going to a real estate office and find out the
air market value for rental of this building and if we were not renting it for
enough, he was recommending it be charged back as a dividend., e tried to explain
to him he could not do that as you have to have a monetary value to charge a
dividend. He said he could do f{t. We again tried to explain that if we were
renting the building for $1,200.00 a month and it was only worth $800,00, wc
could understand how a dividend could be charged for the extra $400,00. But
since wu only charge $400.00 a month when we probably could get $800.00 to
$1,000.00 from somcone else, how could he charge back a dividend? le said he
could do it. He did not know exactly how but he would go and read up on it

and when he came back he would explain t0 ue how he could do it. The next
morning Mr. Pena called back and said he was dropping the question of the rent
of the office building, and after a long pause he said, "I was wrong."

He stated he wanted to go ahead and audit our 1981-1982 rccords as he had found
enough adjustment to warrant going into the next year. We told him that we
would talk this over with our CPA and get his advice and let him kmow.

After talking with our CPA, we wore of the opinion that My, Pena was a very
.inexperienced examiner and that our company was being used as a training ground
for him. It was costing us considerable time and money and we felt this was
very unfair. Our CPA agreed to meet with Mr». Pena the next time he came to our
of fico and talkudto him, Ve wanted to tapc this conversation, begsause we had
decided to refuse to let Mr. Poena audit the next ycar because of his inexpevience
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but wire willing to let another experienced agent do so, and we did not want
the IRS to feel we were re¢fusing to have our booke audited. If this were on
tape then it could not be misinterpreted by anyone. However, Mr, Pona refused
to let us tapo thls as he said we were to let him know ahicad of time ¢o he o
could bring his cwn tago recorder. '

our CPA asked Mr., Pena for his identity card, which is the first time he
presented it., After questioning him, wo learned that ho was from Massachusetts
and had ¢nly been with the IRS for 10 months, as proviously stated. He told
our CPA that he folt he had found enough adjustaents to warrant going into the
noxt yoar, but both parties agreed that we would not do so until woe had timo to
talk to his suporior. Cur CPA called and talked to a Paulette Reese, Acting
Hanager of the office, and later we, ourselvcs, called her to azplain to her
that we folt Mr. Pena was too incxperienced to do this audit, that he had
harrassed us and used an intimidating type attitude to try to scare us. The
only thing she said was "I am sorry, 'ire. tcXuin." she also discouraged uz
‘from changing to anothor agent as she said this would only prolang the audit.
Wa told Ms, Reese that we werc going to tape record Mr., Pona tha next time he
came out and she laughed and said somothing to tho effect that we were not one
of the tax evaders, were we. We told her we were willing to pay our fair share
of taxes but we felt we were being harxrassed by the IRS and would like a tape
of what was going on. We cexplained we felt we were beiny threatened.

Fealing that an experienced Manager would probably be more reasonable and
listen to explanations, since Mg, Reese was just filling in, we agreed to let
Mr. Pena do the 1981-1982 audit. Mr, Pena was advised to bring his tape
recorder as we wanted a tape of each thing he said, in view of the threats

he had made regarding dividends.

Mr. Pena showed up at our office on April 26, 1983, to complete the next year's
audit -(1981-1962) He was upset bocause we insisted that the tape recorder be
on. He only came into my office three times during the day to ask questions
and get data. At least the tape recorder served to keep him from threating
or harrassing us.

Mr. Pena wrote a total of 15 pages of adjustments. We had to contact our CPA
again and go over each one of these to try to answer and substantiate them. This
took one whole day. Mr. Pena met with our CPA one whole day to go over the
substantiations. Mr. Pena 5till refused to accept our substantiations or
explanations. Some of the adjustments %.nd receipts and explanations attached
which he had overlooked and he suggested that they were not thore when he checked
them first. But the original staple was there that hcld them together. We
purposely did not remove the staple to make a copy because we did not want to

be accused of doing this.

He would not accept the list of uses for the 1979 Oldsmobile nor the mileage
kept for one full week for the El1 Camirm showing the total mileage of 335
iiles for 5% days, out of which 5% miles were used to and from work. We feel
it is necessary to drive the El Camino home for sturage aind to protect the
company's property. Our construction trucks are all stored and locked in our
warehouse as they are loaded with equipmont and there is no room for the El
Camino. If we left this truck outside the office, it would be burglarized.

Our CPA met with the Brancn Chief at Mr, Pena's office, a Mr. James Heinrich
and went over all the adjustments with him, He stated My, Pena was doing

exactly what he was instructad to do. This was another expense to us for

our CM's time. Me infarmed our CPA that regardless of who they sent out here

39-960 O~—84—--9
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The Honorable Ron Paul 5= June 21, 1983

to examine our records that we would regard it as harrassment., He did
state that he had cautiodned Mr. Pena on his telling customers that he was
declaring dividends, .
We would also like to point out that we try to impress upon our employaes
that they help create an image of our company by their manners and appearance.
Mr. Pena's mannerisms, his personal habits and his personal grooming were
vory offensive to us and cspocially to his profession., Sometimes it was
nauseous to be in the same room with him while he was writing., We woxe
embarrassed to have our omployees and espechally ouxr customers see him

and think maybe he was an employce of Don McKuin Electric Company, Irc.

We are espacially embarrasscd that he reprosented any part of our govern-
mont, Host of all, our taxes were helping pay his salary,

As stated before, we have always been proud of our country, our government,
and have always falt it a duty and obligation to pay our share of taxes for
the benefits and protection we receive. However, after going through this
ordeal with Mr. Pena, this is one benefit and protcction that we can well do
.without.

Several individuals have told us that you can't fight the IRS. They say you
might as woll go along with them and pay whatever they say. Alsv, we have
been told if we disagree and fight them on anything, that our records will be
flagged and they will harrass us each year. This is hard for me to believe.
Is the IRS a big monster that stands over us with a big stick, telling us

to do this or else? We feel that the IRS is unreasonable in our case, and we
feel as citizens and taxpayers that we do have some rights. 'Are we wrong?

Thank you for taking the time to read this.

8
D e mah KRS s e
Donald G, McXuin

DON McRUIN ELECTRIC COMPANY INC.
Mo

) e -
_///l St K I /)/ '/{(///}t,/
Wilma L. 4cxu1n
DON McKUIN ELECTRIC COMPANY, INC.

Y?;r constituonts ’
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STATEMENT OF RICHARD K. VEDDER, PH.D., ECONOMICS
DEPARTMENT, OHIO UNIVERSITY, ATHENS, OH

Mr. VepDER. Thank you, Senator Grassley.

There are two disadvantages of going last, one of which is nearly
all of the audience has left, and the second is that nearly all the
other witnesses have said what I wanted to say, particularly Pro-
fessor Kendrick and Professor Bradford. But nonetheless, I will
proceed under that handicap.

Let me make five points based on my own research into tax
issues, not only at the Federal but also as it relates to the State
and local-level.

The first point, of course, is one that numerous other witnesses
have made, that the current tax system fails miserably on all of
the criteria that are usually applied to evaluate taxes. I won’t say
any more about that. Others have done a good job.

y seco?id point is that the evidence from the States’ experience,
the State fiscal experience, suggests, other things equal, that the
higher the overall level of taxation the lower the rate of economic
ﬁrowth. The growth-inducing effects of governmental expenditures

nanced by higher taxes are apparently more than offset by the
gowth-inhibiting disincentives associated with these higher taxes.

hether the evidence of the States is entirely transferable to the
Federal experience I think is somewhat debatable, but it is hard to
believe that the State and local experience is totally irrelevant.

The third tpoint I would make is that my research, which covers
the period of the current Internal Revenue Code, 1954 up through
1982, using statistical techniques such as multiple regression analy-
sis, shows that the higher the maximum marginal Federal income
tax rates are, the fewer returns that are filed from high-income
Americans, and also the less income is received from these groups.
This, incidentally, refers to the little discussion we were having
earlier with Commissioner Cohen and others. I am firmly of the
view that lower marginal tax rates do increase significantly compli-
ance, and I think there is statistical evidence to back that point up.

At least to a limited extent there is evidence in the higher mar-
ginal rate brackets that we are in the negative portion of that infa-
mous Laffer Curve, and that by attempting to tax the golden goose
too much it has sort of run away.

The fourth point I would make, returning again to the evidence
of the States, is that, other things equal, the higher the reliance on
income taxes as ogposed to consumption taxes, the lower the rate
of economic growth. If two States both take the same percentage of
personal income from individuals in taxes but one relies mainly on
sales taxes and the second relies mainly on income taxes, the State
that relies more on sales taxes, other things equal, has tended in
the last 156 years anyway to have a higher rate of economic growth.

Therefore, I would conclude from this that that evidence would
suggest that income taxes are more growth retarding and have
more growth retarding disincentive effects than sales taxes.

Fifth, other things equal, States with high progressive marginal
rate structures in their income tax tend to have slower rates of eco-
nomic growth than States with relatively flat rate structures.
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Now, what are the policy implications of all of this? Three, in
particular. First, any so-called tax reform that merely piles a new
tax on top of the old inefficient system will likely have adverse ef-
fects even if the new taxes are in themselves less growth-impeding
than the existing ones. Using the need for tax reform to foist new
taxes on the populace without radically overhauling the existing
system would be economically unfortunate, and I think I would
agree with Commissioner Cohen on the point there that it would
also add to the administrative complexity of the system.

Second, critically important in any form is a sharp reduction in
marginal tax rates, and probably some reduction in the spread be-
tween the lowest and the highest rates. Practically any move in the
{)ndicated direction would require substantial widening of the tax

ase. ‘

Third, the statistical evidence at the State and local level sup-
ports reducing reliance on income taxation as currently defined
and increasing reliance on consumption oriented taxes, for reasons
that were mentioned earlier by Professor Kendrick and Professor ,
Bradford, to the extent of course that we view an increase in the
rate of economic growth as a desirable macroeconomic objective.

Since Mr. Tatum has mentioned the gross income tax proposal,
and since you, Senator, apparently have some interest in this con-
cept, I might make a couple of remarks briefly about that. And 1
amffthinking in particular of the proposal of Mr. Jones of your
staff.

I think the proposal is intriguing, because it does have a great
potential of broadening the base and reducing the rates. There
seems to be some problem in my mind right now as to the nebulous
definition of the term ‘“cost of sales” in Mr. Jones’ proposal. Under
Mr. Tatum’s interpretation, which I would hope would be a correct
interpretation, the tax could be viewed as somewhat close, in my
mind, to a value-added tax, since you are merely subtracting the
i:ostlof materials and are in fact taxing the value added at the firm
evel.

Now, I happen to think value-added taxes are desirable taxes,
and I like the term gross income tax rather than the term value-
added tax. If anyone remembers what happened to Mr. Ulman
after he advocated a value-added tax, there may be some advan-
:ﬁges to this approach; but I do think that it comes close to being

at.

I think one has to be very careful in defining the term “cost of
sales” but I do think this approach deserves some consideration in
any evaluation of the system.,

hank you very much.
[Mr. Vedder’s prepared testimony follows:]
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Senate Finance Committee
Subcommittee on Overaight of the Internal Revenue Service
Hearing, September 17, 1984

DO’S AND DON’TS OF TAX REFORM
By Richard K. Veddear
Professor of Economics

Ohio University

1. PROBLEMS WITH THE EXISTING SYSTEM

If an enemy powar bant on daatroying our nation wera aomehaw
given tha opportunity to deviae our tax code with a goal af
sapping the nation of ita aeconomic vitality, impairing the moral
fiber of its people, waating huge reaourcea on unproducitva
adminiatration, and cauasing diviaion and fruatration {in {ts
paople, it could do little better than adopt our current
Internal Revenue Code. Our current tax syatem is a sad momumaent
to a critical defect in the inatitutional framework of our
political system, namely the ability of special interest groupsa
to datermine policiea not in tha public interest of the entire
American population.

The American tax aystem is a complete meas. The current system
of individual income taxation fails on all three criteria that .
are uaually applied in evaluating taxes: adminiatrative coats and
aimplicity, economic efficiency and neutrality, and equity or
fairneas.

With reapect to adminiatrative coats, our tax aystem ia
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absorbing an ever increasing portion of the nation’s resources in
the aessantially unproductive activity of paying taxea., The
anployaas of the I.R.S. are juat a aemall tip of tha icaeberg. In
a éhapter of a forthcoming book being published by the Pacific
Inatitute for Public Policy Research dealing with capital
taxation,

I nade a crude estimate of the growth of what I call the “tax
army” over time. The tax army includes the employees of the
Internal Revenue Service, plua half the accountants and
one-fourth the lawyera in this country. In 1930, that army
numbered 290,000 paerasons, while today it approximates
900,000 Amaricans, including some of the brighteat minde in our
country. The tax army is larger than the U.S. Army. The mere
act of paying taxea coata our aociety literally billions of
do;lara every year.

The moat aserioua administrative problem, however, ia the
tapidly growing problem of tax evaasion. The underground economy
1a;gtow1ng at an axponential rate. In two atudiaes that I have
do?e with colleaguea, we demonstrate that there is a very cloae
roﬁationahip betwaeen the marginal income tax rate paid by the
t;pSGal taxpayer, and the willingneaa of the taxpayer to pay
taxea. We all have a choice - to pay taxes or not pay taxes.
When the coat of paying taxes growas too larjyae, increasingly we
tend NOT to pay them, undermining the ayatem of voluntary
'a;aesanant that has been at the haeart of the American syatem of
individual income taxation for more than 70 yeara. Nonpayment nay

take the form of tax avoidance or, increasingly, tax evaaion.
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In one just completad atudy co-authored with Phillippe Watel,
we examine the raelationahip betwaen the number of returna filed
by the rich;nt Americana (thosae with over one million dollars in
income) and the marginal tax rate that is applicabla. The atudy
covered the period 1954 to 1982. There is an axtraordinarily
atrong statistical raelationahip between effective marginal incone
tax rates and the number of raturna filed. Nearly three thouaand
millionaires ware flushed out by the income tax raeduction £rom‘70
to S0 percant as a consequence of the Economic Recovery Tax Act
of 1981, and other lawa reducing capital gains rates have had
aimilar although laess dramatic effecta. Ona way to daal with the
growing problem of tax evasion and exceasive tax avoidance ia to
lowar the marginal tax ratas, lowering tha coat to the taxpayer
of complying with the intent of the Internal Revenue Code.

Problama of Neutrality and Efficiency
Volumes of very good studies have been completed demonstrating
that the current tax syatam fails momumentally with reaspect to
tax neutrality and economic efficiency. We all know the tax
laws, given the large numbers of aexclusions, deductions, credits
and preferaencea, lead raesourcea to being allocated to aome
activities that do not have as high of a social rate of return aa
other activities that are shunnad because they do not receive auch
favorable tax treatment. This leads éo lowar productivity and
aconomic growth. I have little to add to what haa already §e§n
written and aaid about thia problenm.
I do have some evidence, however, about the overall impact on

economic efficiency that high marginal taxea hava. A good
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laboratory for evaluating the impact of different forms of
taxation ia our 50 atates. No two atatas have the same tax
aystem, and variation in aconomic performance betwaen the atates
can be relatad to variation in tax syatems to sea if taxes make
any difference. In several studies, including one done for a
sister Conggoaaional committee, I have found that, other things
hald the same, that the higher a atate’s marginal income tax rate
(for a typical taxpayer or for the highest income taxpayers), the
lower the rate of growth in per capita personal income over the
period 1970 to 1982, States with no income tax or taxes with a
16w flat rate graew up to one-third faster than states with
relatively high income taxes with a large apread in the marginal
rates from the lowest to the higheat. Intereatingly, however,
there was no correlation of any meaningful magnitudes between
rataea of SALES taxes and economic growth. What doea thia all
suggeat? If the axperience of our ovwn atates ia any guide, and I
strongly would suggest that {t is, we can conclude that income
taxation tendas to reduce economic growth, and in particular
income taxation that fnvolvea high marginal rates. By contraat,
aales taxas do not have a detrimental effect on economic
activity. Thia suggests that if aconomic growth is a primary
goal, the tax syatem should be modified to include less reliance
on progreasive income taxes of the form currently levied, and
nore emphaaias on salaa or conaumption taxes, or on income-type
taxes with relativaly low marginal rates.

Fairness Issues

Equity or fairnesas is a concept that is elusive to define and
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involveas lots of asubjactive judgments. What is fair to one
peraon may seem grossly unfair to aomeone else. No so-called
axpert can show that a tax ia good or bad on equity grounds aince
there are no objective criteris for determining equity. At the
sane time, acholars can present avidence on the distributional
oifo&fz of taxation for othaeres to uase in avalusting tax syatenma
according to their own individual values.

Given the fact that the taxpaying public is the ultipato judge
as to tha falrness of a tax syatem, I think it is very useful' to
look at evidenca over time on the attitude of taxpayera to our
curraent syatem of &exatson. The Advisory Commiassion on

Intergovernmental Relationa haas been surveying people for over a
. dacade, and one clear trend in public attitudes has emarged. The
proportion of perasons viawing the personal income tax aa the most
unfair tax of aii-the taxes imposed by any level of government
haa over doubled. Whereas in the early Seventiaea people viewad
the property tax as our moat unfair tax, today the income tax
wins that dubious distinction in a landelide. The last decade
has seen our income tax become more complex and bewildering, and
the effective rate of marginal taxation faced by moat taxpayera
haa growned significantly.

The major reason, I think, that people increaasingly viaw the
federal individual income tax as unfair is that it faila
niserably to meet the objective of what exparts in public finence
like to call “"horizontal equity." Taxpayers with the asame inconme
or in tha aame aet of aconomic circumatances now pay widely

diffaring smounts of taxea. Some peraona with £100,000 income
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nay pay nothing in taxes, othera pay a few thousand dollara,
while aome pay perhaps $30,000 or $40,000 in taxes. Vertical
aquity -~ fairnesa betwaan DIFFERENT income groups, haa not
changed much over the yearas. What galla people is not that the
maximum tax rate on high income Americana is only 80 percent, but
rather than aome rich Americans eacape paying much taxes at all.
Horizontal inequities are clearly the result of a growing
prolifigation of deductions, credits, allowancesa, etc., as well
aas the growth in outright tax evasion that has created two
claases of people, the hapless millions of honeat Americans who
pay taxaes, and a amaller class of dishoneat tax avaders who
escape paying their tax obligations. The growth in tax evasion
has greatly increased the problem of horizontal inequities, and
undermined in a very serious fashion the moral fiber of the
American people. The tax ayatem is not only a aconomic acandal
of the firat magnitude, it is the cauase of an increaaing MORAL
problem. We are becoming a nation of petty thieves and
pickpockets because of the inequitiea and high marginal rates

agssociated with our current syatem of taxation.

II. SOME "DO’S OF TAX REFORM
Any new tax asystenm must meet at leust one and preferably all
three of the following object.ives:
1. lower administrative costs and increaae
taxpayer compliance
2. achieve greater neutrality and promote econonmic

growth
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3. promote a greater degree of perceived fairnesa.
The two key elements in any reform ia to reduce
the RATE at thch the tax baase is taxed; and expand
the SIZE of that base. When tax rates reach 40 or

50 percent, the incentives for tax avoidance are
too high. Moreover, to the extent some income ia
excluded from the base, gross distortions in
resource allocation are bound to arise. Moreover,
this causes the hoéizontal inequities diascussed
earlier., With lower rateas, the distortions
(non-neutrality) are reduced, aas are horizontal
inequitiea and problems of non-compliance.

Widening the tax base is necesaary to avoid revenue
loss, but in addition in itself reduces
administrative problems associated with evaluating
and policing legal exclusions from the base as well
as horizontal inequities associated with our
current Byzantine system of deductionas, exemptions,
credits and like.

When I talk about "tax rates" I mean MARGINAL tax
ratea. Marginal ratea determine the amount any
additional economic activity will be taxed, and they
are the critical ratea in influencing human
behavior. Lowering marginal rates can dramatically
atimulate new economic activity, aa the Steiger
Amendment of 1978 ashowed ua with respect to capital

gains and the Economic Recovery Tax Act of 1981
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a

showed ua with respect to economic activity
generally. It is no coincidence that we are having
the poatwar’as moat robuat economic recovery in the
midat of phasing - in the postwar‘s largeat reduction
in marginal federal income tax rates.

Interestingly, we collected fai more taxes from
high income Americane in 1982 than in 1981 despite
the drastic reeduction in the marginal rates
applicable to that part of the population. In a
reccession year when overall tax revenues were
down, collections from that group of the population
getting a larger marginal tax reduction were
acctually up. As studies by both James Gwartngy
and myself (both with other colleaguea) ahow, the
aize of the taxable base ia highly reabonaive to
the marginal ratea in. effect. Our £fidinge both
suggeat that in the upper income rangea in
contemporary America, we are in the negatively
asloped portion of the Laffer curvee; in other
words, tax rate reductions have meant an increase,
not decrease, in tax revenuea. All of this adds
support for the proposition that‘meréinal tax ratea
nuat come down aas part of tax reform. Summarizing,
THE CARDINAL RULE OF TAX REEFORM IS: DRASTICALLY
LOWER MARGINAL TAX RATES WHILE EXTENDING THE BASE
SUBJECT TO TAXATION.

There are other thinga we can no doubt do in aﬁy
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reform of our tax system, but these other things
are almost trivial in importance compared with the
need to fully achieve our paramount objective, aso
we muat concentrate our energies on reduction of
ratea, to be financed in part by the expanaion of
ithe tax base, and in part by the economic gr;wth
that a more rational tax system would provide.
III. "DON’TS" OF TAX REFORM

There are more “don’ta" of tax reform than *doa",
since it is easier to sin than to achieve
salvation, at leaat in Waahington, D.C. Let me
apeak §£ only two or three onea. The moat critical
*don’t", of course, is to not impose & new “"better"
tax on top of the disesatroua tax ayatem we already
have in the intereat of "“fiscal responaibility" or
“deficit reduction." I am very much concerned that
aome persona view tax reform aa merely a nifty
political device to raise more money without
inflicting too much political damage. There ia no
reform unless the old ayatem is junked. That is
not to say that the enhancement of economic
efficiency under a new tax afatem would not lead to
higher output and incomes for Americana. Thatt
would happen, and would allow the goveernment to
collect more revenuea while burdening the population
1ees.> Thia would alao lead to aome deficit

reductiona. But do not undertake reform merely to
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reduce defiéits; concentrate on removing the
inefficiencies and inequities that the current
ayatem creates.

Another *don’t" ia to allow the tax baase to be
réduced by special interesat groups seeking special
treatment in any diascussion on tax reform. Speecial
treatment leada both to a narrowing of the tax base
forcing us to adopt higher rates) and leads to
inequities, particularly of the horizontal kind.
Once you treat one group of persons in a special
way, equity end-politicel pressures force you to
treat others in a apecisl way too, until we are back
where we started. Worst, special treatment leads
to a non-neutral tax ayatem thet leadas asome personsa
to engage in unproductive activitiea that have been
nade artifically productive by the tax ayatenm.

A th%rd *don’t" in reform, probably, ia to
continue to treat business enterprisea totally
aeparately from individuals and households.
Buainessea are owned by people, and ultimately only
people pay taxes. Aa I ask my studenta, what army
did General Motors ever lead? Clearly a desirable
attribute of any tax reform is the fuller
integration of buaineas and individual entities.
The double and even triple taxation of income from
capital that exists in our current ayatemAia a

ascandal that is largely reaponaible for our low
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rate of aavings and capital formation, the major
single reason why America’s economic growth in the
laat generation ia one of the lowest of the major
industrialized countries. Fuller inteegration would
promote efficiency and alaso tend to eliminate
inequitiea. If the experta cannot even agree who
bears the burden of our corporate taxation, it is
highly unlikkely that the burden is distributed in
a manner that serves our sense of social justice.
IV. THE POLITICAL ECONOMY OF TAX REFORM

Conventional wisdom has it that truly radical
reform of the tax ayatem ia impoasible. The
apecial interest groups and PACa will ashower
retribution on any incumbent who attacka cheriashed
tax preferences, snd the elimination of those
preferences is vittal to getting true reform.

Aa a former employee of Congress filled with a
grreater sense of cynical political realiasm than
moat college professora, I am in complete sympathy
with the problems that you political entrepraneurs
encountered in draftting legislation. The power of
PACs and lobbies is enormous and they may well be
making politiciana who blithely ignore them an
endgangered apecies in dire need of environmental
protection.

Nothwithatanding that point, I think there i;

asome reason to hope that adoption of a wide
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base-low rate tax may in fact be politically

~feaslble. First of all, the American public’s

unhappinesa with the exiating tax system has been
growing, suggesting that there.is . a lot of
potential support for a new tax aystenm. The-one
thing I simply cannot understand is why neither
candidate for President is pushing tax reform aa a
major part of his campaign, since polls indicate
that calls for such reform should be
enthusiastically received by the public.

Piecemeal attempts to eliminate tax preferences
in order to widen the tax base are seldonm
spectacularly successsful given the power of the
lobbiea. GENERAL elimination of auch preferences
may actually be more attainable aince what the
apecial intereata lose in tax prefe;encea in many
casea will be offset by gaina from aubatantial rate
reductiona, not to mention the likely expansion in
economic activity that would accompany a
rationalizing of the tax sysaten-.

Let me cite one example. I1f you in piecemeal
fashion decided to eliminate the deduction for
intereast income on municipal bonda, the entire
investment community would fight the move tooth and
nail. If, however, you eliminated that deduction
as part of a tax reform that lowered marginal tax

ratea to 25 percent and excluded aavinga from the
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tax base, a different aituation would emerge. Sonme
municipal bond dealers atill would be incensed, but
moat of the investment community would see the
gaina from rate reductiona and better treatment of
savingas to be greater than the losaes from losing
special statuas on municipal bonds.

The key may well be to s;y no to all the apecial
interests wanting tax preferences. Tax
simplification ia a little bit like virginity; if
it is violated once, it ia gone forever. Oncg you
open the door to one group,a sense of fairness
auggesta you need to give another group a break.
Before long, you are back where we started. It
night be better for everyone, any yield a better
tax bill, if political leaders like the
diatinguished chairman of the Finance Committee
forged a bipartisan consensus that "we are going to
asay ‘no’ to everyone."

V. ALTERNATIVE REFORM PROPOSALS

I have deliberately saved discussion of
alternative tax syastems until last. In my judgment,
almost any of the alternative tax asystems under
committee conasideration today are auperior to the
existing Internal Revenue Code. The differences in
economic impact of the alternative aystema, while
substantial, are leas significant than the

difference beetween the current ayatem and the
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least desirable of the alternatives.’

Unfortunately, I do not believe that many members
of Congress view these alternative ayatema as
asubatitutes for existing taxes, but rather as
complementa to the basic aystem. Thias is
particularly true of the achemes that involve
taxing a base conceptually quite different than the
income basis not uaed.

The Value Added Tax (VAT)

For that reason, I am unenthusiastic about a value
added tax (VAT) or a national asales tax. I auapect
our political leadera view them as “new" type taxes
and thue aa new aourcea of revenue to reduce
deficita. Conceptually, a reasonable caase can be
nade for a VAT. Value added taxation involvea taxing
production and productive inputa, including labor
and the returna (profita) to capital. While the
taxation of productive acctivity almoat never ia
deairable from a atandpoint of increasing private
production, a VAT tax can reduce problema of
non-neutrality, of the aeparation of buasineas and
households, and of horizontal equity. Moreoveer, a
15 percent VAT with almoast no exemptiona would
raise more money than current income taxea on

individuala and corporationa. If, however, a VAT
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were imposed on top of other taxea, severe negative
impacts are posaible( Aaide from the inflationary
impact more commonlyvdiacuased. a VAT raiseas the
marginal coat of hiring workers, raising unit labor
costs which leads to a reduction in the quantity of
labor demanded.At least until marketa adjusast, value
added taxes can create unemployment. Europe in its
poat-VAT period haa had much higher unemployment
than pre-VAT, and that may not entirely be a
coincidence. For VAT not to create unemployment,
however; either prices muat rise, cauaing inflation,
money wages muat fall, or a combination of both.

It is highly unlikely that the burden of a VAT
would fall evenly on the population, and it seens
lesa likely that a flat rate VAT would be as
“progreasive' as the current income tax system.
While that does not bother me on equity grounds, it
no doubt would bother othera, such as Mr. Mondale.
Given what the VAT did for Al Ulman, I suspect this
tax is not the prime candidate in consideration in
any reform in any case.

A Nsitional Sales Tax

Similarly, a national sales tax has many positive
thinge about it. Adminiatratively, the tax ia
relatively eaay to collect and cooperative
arrangements with the statea would ease compliance

and administrative cost problems. The tax ia not
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one on productive activity, and removes the
anti-savingas and capital formation biaa in current
law., At the atate and local level, atudies that I
have done show that states that rely heavier on
sales taxes tend to grow somewhat faater than
astates emphasizing 1ngome taxea. On equity
grounds, one can argué persuasively that it is
consumption, not income, that provides pleasure in
life, and that it is therefore more appropriate to
tax it.

At the same time, however, a national sales tax
has three strikes againat {t. Firat, it is
difficult to interject progreaaivity, which aome
view as important on equity grounds. Second, as
nentioned before, moat view auch a tax aa an add on
to the current system, meaning there is no reform
of the income tax. Third, the atates have éqlea
taxea, and would fight the national sales tax
concept, arguing they have preempted this revenue
source and in a sense have political '"asquatter’sa
righta" on it. Moreoveer, I could not envison
Congress approving a tax with a rate over 10
percent, raising at the very moast 2200 billion a
year, far leas than current income taxea. In no way
would a national aales tax subatitute completely
for an income tax. Finally, there probably are

aome aignificant tranaitory inflation problems with
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this tax. In fairnees, however, there are
tranaition problems with any new tax.
A Gross Income Tax (GIT)

The gross income tax or gross receipts tax has
been advocated vigorously for years by Mr. Jim
Jonea, who I understand is now working on your
staff, Mri”Chdi;man. It is a concept that deserves
nore serjous attention than it ia getting. In many
ways it is the ultimate tax in terms of the goals
of tax reform, namely radically reducing marginal
tax rates and expanding the asize of the tax baae.
It i3 alao a tax that ia clasaic in its aimplicity
and thus would ease the administrative burden and
compliance problems of the Internal Revenue Service.

In its simplest form, it is a tax on the groas
receipta of buainesa enterprisea. Mr. Jones
suggests several variants of his ascheme, one, for
example, having individuals filing returns on their
share of their employers gross receipts; in another
variant, emplbyers would file on behalf of their
employees and there would be a substantial decline
in the number of individual filings, a great
blessing for both the public and the IRS.

The one deduction allowed from groaa receiptas ia
for "cost of salas", a term that means different
thingas to different people. Narrowly defined, it

-
would just include raw materialas. Broadly defined,
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it would include labor costs associated with
production. In the former caase, the tax would not
be too different than a value added tax, while in
the latter case, it would come fairly cloae to
being a net income tax not radically different in a
conceptual sense than the current tax base.

Based on the desirability of base expansion and
rate reduction, I find a gross income tax with few
deductions to be asomewhat appealing. The ultimate
gross income tax, or GIT, would have no deductions.
I believe auch a tax with a seven percent rate
would probably raise more revenue than the existing
income tax. Such a "pure' GIT, however, is not
‘without problems. Consider the grocery atore with
$5 million in sales annually, and $1 million in
invested capital that typically makes about
8150,000 in annual profita. With a aeven percent
GIT, its annual tax bill would be #350,000---an
enormnoua amount equal to 35 ita percent capitael and
more than twice profita. To be aure, the tax would
be passed on, but asuch a tax might impose
significant ashort run hardships on buasinesses.
There would be enormous incentives for firms to
merge in order to avoid market tranasactiona asubject
to tax, a move that might have anti-competitive
implications of a serious magnitude. A GIT that

allows for generous deductions for costs of sales
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alleviates some of these problems, but alaso would
have to have higher rates to compennate for the
amaller baae.

Finally, many would condemrn the GIT approach on
equity grounds, since it does not readily provide
for progressivity and might be perceived to violate
some peraogf ideal with respect to the "ability to
pay"” principle of public finance. Since questions
of equity are so sub;ective,‘i hesitate to pass
judgement on that criticism, and certainly a GIT
might reduce perceived serious horizontal
inequitieas. It is an approach with problems, as
are all others, and deservesa greeter atudy.

Flat Rate and Quasi-Flat Rate Pro;;sala

I have been an enthuatastic and early aupporter
of the flat rate tax movement. Elsewhere I have
argued that almost all flat rate proposala are
superjior to the exiasting tax code not only on
grounda of administrative coata, compliance and
econonic efficiency, but also on equity grounda. as
well, aince almost all flat rate proposalsa
eliminate or substantially reduce th; problems with
horizontal inequities (persons with the same inconme
paying aubatantially different amounta of tax.) The
rise in the unpopularity of the current income tax

coincides with a growing deviancy of that tax from

the principles incorporated in flat rate taxe .,
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The move upward in the typical marginal tax rate
paid by Americana haa not only bred disenhancement,
but it haa meant that the diaincentive effects of
high marginal rates are influencing many Americans,
not just a few rich. The ratio of the prevailing
marginal rate to the average rate has also grown
over time, an undesirable attribute given that
marginal rates have distinct disincentive effects
that reduce the quantity of available resources and
thus total output.

It i{s important to remember that most so-called
“flat rate taxes" are not flat rate at all, but
instead merely have less rate progressivity than the
existing law. Also, some of the flat rate
proposals effectively are consumption taxes, that
ie taxea that exclude savings from the tax base. A
relatively "pure' flat rate propoaal is that of
Hall and Rabushka; it can be filed on a poatcard,
has virtually no deductiona, and haa only one rate
applicable at all income ranges. Goinglto the
other extreme, the Bradley-Gephardt proposal has
several income brackets, permits aeveral
deductiona, and would require filling out a form of
moderate length.

Any of the major achemes proposed would improve
on the existing asystem but there are differences.

Bradley-Gephardt is probébly more progreaaive than

39-960 O—84——10
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Hall-Rabushka, which may be good or bad depending
on your ayatem of values. Hall-Rabushka is guperior
in terms of simplifing forms and putting lawyers
and accountantas to more productive activity, as
there is virtually no possibilities for tax
gamemanship with their proposal. Their proposal
also would probably involve a rate of 20 percent or
leas, while Bradley-éephardt has a maximum rate
that reaches 30 percent. Hall-Rabushka has complete
integration of buainesa and individual taxation,
while Bradley-Gephardt has very little integration,
although the sharp reduction in corporate tax ratea
under Bradley-Gephardt would reduce very sharply 4
the problema of double taxation of returns fronm
capital. Kémp-Kueten ia somewhere in between
Hall-Rabuashka and Bradley-Gephardt. For example,
while the maximum rate on Hall-Rabushka is about 20
percent (they originally proposed 19 percent), and
Bradley-Gephardt is 30 percent, Kemp-Kasten ia

exactly in between at 25 percent.

In keeping some politically popular
deductiona, aome of the quaai-flat tax plana create -
!
some economic problema. Let me cite just one

example. Under Bradley-Gephardt, state income

taxea are deductible againat income but salea taxesa
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are not. Presently, both types of taxes are
deductible. By eliminating the sales tax deduction
but not the income tax one, the Bradley-Gephardt
bill provides some incentives for the states to
increase income taxes but lower sales taxes, as
that would lower the federal tax liability of
citizens under Bradley-Gephardt.

So whaet? To begin with, that makeg the federal
system non-neutral with respect to the taxing
decisions of states. More importantly, there is
substantial evidence that high income tax states
grow slower than low income tax ones, while sales
taxea do not have that debilitating impact. The
bias created by Bradley-Gephardt works in the
direction of favoring taxes that are in fact
growth-inhibiting, mainly because the favored taxea
reduce ratea of return on human and physical
capital inveatment, retarding reasource growch.
While the magnitude of the problem is probably not
really that substantial in this case, it does
suggeat there are pitfalls in trying to retain
certainly politically popular deductiona at the
expenae of othera.

In short, I prefer a "purer' flat rate proposal
of the_Hell-Rabushka variety to the leas radical
bills like Bradley-Gephardt. Kemp-Kasten is

somewhere in between. Yet while I think
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Bradley-Gephardt is a vastly inferior bill to
either Kemp-Kasten or Hall-Rabuahka, it is also
superior to the ayatem we currently have., Even
with Bradley-Gephardt, we would have a major

reduction in the disincentive effecte agssociated

with-high marginal income tax rateas, we would have
aome reductiona in problems of horizontal inequity,
and we would probably ease some administrative
problema, including the growing problem of
noncompliance with the tax lawa,
VI. SOME CONCLUSIONS

Deficit reduction is desirable, but it would be a
tragedy if we look at alternative taxes mainly as a
meana of lowering deficits, ignoring the tremendous
loas of efficiency, and the large administrative
burdens, that the current tax codé promotea. There
are differences worth debating between various
alternative tax achemes. There are transition
problema with all achemea, problems that I have not
materially touched upon. ‘However, our current tax
ayatem is so burdensome in an economic and moral
sense on our country that nearly all the
alternatives represent an important improvement
over the éxistng ayatem. Aa we conaider tax policy
in the coming year, let ua be bold and replace our
current tax system, a system that jis costly to
adminiaster, is wideiy evadgd, promotea wildly
inefficient and antiproductive economic behavior,

and ia increasingly viewed aas quite unfair. Thank
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Senator GrassrLEy. First of all, do you all accept the premise,
then, which one or two of you spoke to, that changing the tax
system, getting the marginal rate down, getting at the under-
ground economy, improving the credibility of the system particu-
larly with the middle-income taxpayer, are necessary prerequisites
regagdless of what we do on enforcement to have greater compli-
ance’

You have spoken to it, but I just want to get a summary of that
point now. .

Mr. Tatum. Well, let me reiterate what has been said earlier. I
believe I agree with the statement you just made, that compliance
could be enhanced by first of all making the system simple, and
perhaps most of all by making it fair, or at least making the people
feel it is fair.

Right now we are dealing with just the op{)osite——a system that
is very complex and which most people feel is unfair. They are
never sure if they have taken advantage of all of the deductions
and credits that they are entitled to. They are really bewildered by
the whole system. They feel compelled to go to a professional, and
adlqt of times the professionals don’t agree on what is the best
advice.

You know, what we have now and what we have been working
with is just a kalridoscope of constantly changing rules and regula-
tions that are beyond human comprehension. And you know a
small accountant like me—I can’t comply with the Code. It's too
complex. It's beyond my ability to work with. So accountants are
developing their own system of justice.

Now, going back to your original question I think, if you make it
straightforward, - fair, and simple, people are going to tend to
comply with it.

Now, we have got another problem that is really not talked
about here today, and that is the amount of money that the Gov-
ernment spends. A lot of people resent the amount of tax they pay;
nobody really wants to support the mammoth amount of Federal
spending that goes on. But I think the bullet or the pill would be a
little easier to swallow by the public if they felt it was fair and if
you gave them the opportunity to pay their share of the cost of
Government every month just like they pay the rent. I mean, we
all pay our rent, we all pay for our groceries, we do it every month.
We don't try to beat the system—the system doesn’t give us the op-
portunity to beat it. The net income tax system gives us, still, a lot
of opportunity to beat the system and to protect ourselves from
what we feel is wasteful, abusive spending by Government.

Senator GRASSLEY. Mr. Vedder?

Mr. VEDDER. I agree with what your assessment was earlier. If
you cut the marginal rates, you are going to go a long way toward
taxpayer compliance. That isn’t to say, of course, that the number
of IRS agents is irrelevant, but it is not the major way to move
toward increasing compliance, in my judgment.

Senator GRASSLEY. Mr. Kent?

Mr. KENT. Yes.

I think that we have developed in this country what I have
called “a new cult of entrepreneurship which is paper entrepren-
euralism.” That means that instead of going out and producing
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new products and developing new technologies, trying to meet con-
sumer demands, lowering cost of production, what today’s entrepre-
neurs are doing is trying to discover the loopholes in the Code, be-
cause that is the way you can make the most money. You can
maximize the bottom {ine not by benefitting society but by figuring
out some way to exploit some of these loopholes and tax advan-
tages that are there. The people that are making the money are
those who can afford enough specialized expertise, to find out what
those paper entrepreneurship opportunities are and to use them.
Anytime you reduce the benefit which is involved in engaging in
paper entrepreneurship, you will get more real entrepreneurship.

enator GRASSLEY. One of you did address the issue of transition
from one tax to another, from our present income tax I guess to
the gross income tax. That individual, and I forget which one it.
was, may want to address transition from that to the other forms
of taxation we have been talking about. And I guess the main thin
I would like to have the rest of you address is that issue as it af-
fects any of those taxes and whether or not the extent to which
that is a serious problem. I sze getting from here to there as a ver
serious problem, regardless of all of the very optimistic and benefi-
ci&i aspects of any alternate tax system we have been talking
about.

Mr. Tarum. Well, I see a conversion from the net income tax
system to a gross income tax system as a very positive thing in the
eye of the public. To convert from a net income tax system to a
value-added tax or some of these other tax proposals, it would seem
to me, would be very complex. I don’t think the public would see
that as very positive. 1 think it will be just more confusing, more
complex, more people just have to go to their accountant or their
lawyer and say, “What does all this stuff mean? Tell me how I
can’'—you know, in this maze of complex provisions—‘tell me how
I can defeat this system.”

I think if you don’t make it simple, you are going to fail.

Senator GrRAssLEY. Now, you spoke to the fact that it is necessary
to do it, but what about tﬁe practical problems going from a net
income tax to a gross income tax as fairly simple, but do you see
the problems insurmountable in any of these areas of transitions
from one to the other?

Mr. Tatum. Well, I just feel that the other areas that you talked
about seem more complex. Now, the national sales tax has some
merit, but I think that shifts too much of a tax burden to the
people who spend most of their income to purchase cost of living.
People at the higher end of the economy who can live off 10 ?er-
cent or 20 percent of their earned income would probably pay less
tax and would get by paying less. Also, I don’t think the national
sales tax gives you the opportunity to provide credits or incentives
to stimulate the economy. A gross income tax would still give you
the opportunity to provide employment incentives, capital invest-
ment incentives, self-retirement incentives. I don’t know how a na-
tional sales tax, which is collected at the peint of sale, gives you
the opportunity to stimulate the economy in that way.

Senator Grsssrey. Mr. Vedder?

Mr. VEDDER. I am not an expert on tax administration. I am not
entirely unconvinced that one couldn’t go cold turkey from one
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system to another, but I do admit that there would be significant
inequities created. The young family who just bought a new home
and has enormous mortgage payments, anticipating long-range
future deductions on those, would feel very grieved, I'm sure, if we
phased out the mortgage deduction as part of any reform. That
may be sacrosanct and can’t even be talked about—I don’t know.
But for that reason, I guess I would think that one could phase in a
system in a period of 5 to 7 years, where one essentially reduces
existing deductions by, say, 20 percent a year, and at the same
time lowering rates to compensate for the growth in the base,
ending up with some system 5 years down the line. Now, that ap-
plies more with regards to something like a flat-rate income tax
than it does the gross income tax concept; but if you were going to
go to something like Bradley-Gephart or Kemp-Kasten, I would
think that it could be done.

I am not an expert on that, though. I haven’t thought it out com-
pletely. I admit there would be significant problems, but I think it
can be done.

Senator GrAassLEY. Mr. Kent?

Mr. KeNT. I think that there would be very significant transition
ﬁroblems. That doesn’t mean we shouldn’t have a complete over-

aul of the tax-code, but I do think that these transition problems
would create very real hardships that we don’t want to inflict, not
just these hardships would be on families with high mortgage in-
terest deductions that they have now, but on businesses which
have taken deductions, and have set up an investment program ex-
pecting to depreciate a very significant amount of their assets.
Unless you allow them somehow or other during this transition
period to compensate for the tax advantages they thought they
were going to have when they made the investment, then you
would certainly, I think, devastate a very large percentage of your
business community.

The transition period that you are looking at doesn’t have to be
as long as 30 years, as some of the witnesses before your committee
in your spring hearing indicated, but I think you would have to
look in some instances at transition periods as long as 10 to 15
years before you would be able to fully implement any of these new
flat tax programs.

That doesn’t mean we shouldn’t do it, it just means that we have
to be realistic about how difficult it would be, considering the tax
preferences that are there, that people have legitimately made de-
cisions on the basis of those preferences. It would be unfair to them
to disrupt their business and personal lives by snatching those
away from them.

Senator GrassrLey. All right. That’s all the questions I have, but
let me remind you as well as the previous panel that I forgot to
mention that maybe other committee members who weren’t able to
be here today because of their schedules may have questions that
they will submit in writing, and also that the record will be open
for a few days, like maybe 15 days, so that you can submit any ad-
ditional testimony or make any corrections in the record that you
feel necessary to make.

Thank you all very much, and that’s the end of this series of
hearings. :
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[Whereupon, at 11:45 a.m., the hearing was concluded.]
[By direction of the chairman the following communications were
made a part of the hearing record:)
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MR, CHAIRMAN, My name is Edward A. Ellisgp. Jr. of Baltimore, Md,
and I would like to thank this Committee that my request to testify on
behalf of the American people, to provide input to this committee has
been honored.

The subject of taxation, which is boforeu%his comhitteo, is
perhaps of no less importance today than it was over 200 years ago
when oceans of blood were spilled by a peop;e:who freed themselves
from many of the sufferings of which todays“peopla complain.

» Let us not forget in our discussion on taxation, the blood
spilled during the Revolutionary War . . . for it was this sacrifice’
which today allows this public hearing on taxation to “ake place, and
the will of the pecple to be neard by their slected representatives.

furing the past several years I have travslled across ths United
States and have been fortunate enough to meet with citizens from
almost every station in life. I have lectured on tne topic of taxation
before audiences composed of businessnmen, mangfacturers, farmers,
individual entreprensurs, and just plain ordinary folks who live by
the sweat of their labor. ' '

I was inspired to learn dqring my travels, that the people across
our nation are not as divided in their views, when it comes to taxation,
as portraye& by todays political pundits. The common thread yhich I
am happy to report to this committee, which binds our nation;s
people, is one of honesty, for they have been quick to support with
vigor, the honest system of taxation which our founding fathers wrote
into our Constitution - that is, after they have been educated to this
system which has been curiously overlooked. or purposely ignored by

-the-peeples elected representativesy——- - - ois o o e oo
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The very fact that a special hearing on ta*ation is now in progress,
and countless points of view have besn.staied before this committee
by special interest groups seeking to extricate themselves troi an
obviously inequitable system of taxation, is evidence that a tax on
earnings is not only patently oppréssive.vip 1s£deetruct1Vo to ‘the
general welfare of our nation. . .

During the first Congress of the United States, lst Session;.
April 8th, 1789, Mr, James Madison, speaking before the House of
Representatives which enacted our nation's first Revenue Raising Act,
stated: .

", ..s.a national revenus must be obtained; but the

system must be such a one, that while it sescures

the object of reverue it shall not be oppressive to

;ur constituents. Happy it is for us that such a

aystem is.within our power, for I apprehend that

both these objects may be obtained from an impoat °

on articles imported into the United States."

Gentlemen, it is within this Committees power to promote a ’
system of tawation which is nét ojpresaiwe upon the people of the
United States, nor any of the special interest groups in attendance
at this hearing. All that is needed, is a desire to do so.

It is a commonly accepted fact that a tax upon the earnings of
our nation's labor, manufacturers, agricultural industry and small
businesses is a. tax upon production. That, a tax upon productién.
stifles a free exchange between labor and industry; impedes America's
ab§}1§¥'tqvproduce;_incraasea.tha-p;iee—of—ou:—articlss sxported;

w#hich in turn is destructive to America's ability to compete in

'
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foreign trade, and thus, a tax based upon earnings is not only oppressive,
it is not in the best interests of the United States.

To obtain a national revenue, from which to discharge the
national debt, provide for our nation'e.conmon defeﬁae-and fuhd ﬂhose
constituti?nally authorized objectives.which are enuneraté¢ 1n-§ur
Constitution, it is imperative that this édmmitt;o take note ofithc
1st Congress of the United States which enacted odr ;ation‘a firat
revenus raising act. ‘

This Act opened with a stately preamble spirited by patrviotism,
responsibility, the love of freedom, and a sincere desirs to bring
prosperity to America through an America First Pclicy:

"Whereas it is necessary for the support of government,

for the discharge of the debts of the United States,

and the encouragement and protection of

manufacturers, that duties be laid on goods,

wares, and merchandises, importad ..."

Iﬁ ;greement with the wisdom of our fouﬁding fathers and in;the
interests of the United States general welfare, it 1s essential tﬁat,
all federal revenue currently-raised from the earnings of Americas
labor, agricultural industry, manufacture%s,land small businesseﬁ be
suspended, and necessary revenue be raised from other sources, to wit:

(1) That articles of consumption, both domestic and imported,

such as cigarettes, spiritous liquors, jéwelry,’(dtfféiéiﬂ:*M%””W""”“H~'m'f“
of consumption which are of a purely luxurious nature)

ought to have an inland excise tax added to their consumption;

taking into account the price of similar articles imported,

- and adjusting thls tax on each spe;ffié-;;ziéi;.so both may
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compete in our market on a fair and equal basis, while bearing

in mind that an excessive tax upon such articles will reduce.

consumption and diminish a just de}ce from which to fill

the national treasure.

(2) Imported goods which are not of a:purely luxurious.nature,

which ‘can be, or are manufactuxod_in'Amoricu.'pueht t; be: . ;_;‘

taxed with a view to encourage and protect American o

manufacturers, while promoting f a ;.p#trade, as opposed to

f r e e trade. The principles to be taken into consideration

in the selection of those lmported articles to be taxed, and .

the rate at which each imported article ought to be taxed ars

theset .
(a) Inmported articles which are produced by slave labor
(produced in a labor situation in which the inalienable
right of the individuals to contract out their own
lator as they see fit being denied them without Just
cause) shouid be taxed in order to protect ths stardard
of living enjoyed by Americans as predicted by the )
Framers and made possible by the obsdieﬁce to our
Constitution by our elected officials.
tb) Articles of consumption such as steel, airc;gft,
computers, vehicles used to facilitate internal and external
commerce, tools of production, farm equipment, military
provisions, etc., ( all being necessary to the internal
strength of our nation) ought to be §§;ed“yhen imported,

with a view to encourage and protect domestic manufacture

of such-articles. - Imposts-and duties—upom—imports—in this— -
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class are justified upon the principle of national

security; that the United States must never become so

dependent, or 1nterdependent‘ ux;on foreign manufactures
as may weaken our internal manufacturing capabilities

as would endanger our natlon's general welfare if
“"7 foreign trading partners should su!d'deru.y becone

hostile toward America, or intimidated by other

hostile foreign powers.

(3) In addition tc the above mentioned taxes on consumption,
a tonnage tax upon the freight of foreign vessels importing
articles of consumption is a proper method to: a) regulate
trade with foreign nations; b) secure avnatioml revenuasg

¢) sncourage the growth and protection of American owned
carriers which are employed in foreign trade; d) protect
American manufactures from unfair trade. '

Vessals and aircraft employed in fovreig-n trade being
built in the United States, and belonging wholly to a citizen
or citizens theresof, ought to be given a preference at our '
ports of entry. The principle upon which a tonnage tax upon
the freight of foreign carriers ought- to be imposed. must.. take
into account the nations with whom America tra.dea': their’ polic,f
on importA taxation upon articles of consumption which America .
produces for expori and any preference these foreign nations
may give to carriers over our nations carriers at their ports
of entry.

Applied properly, such a tax will provide a source from
_ which _to draw.a_national.revenue; will greatly-enhance-a—fair —-
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trade between American and foreign nations, particularly those
nations exporting into our country virtually duty free, but
are quite protective and discriminatory when it comes to
accepting America's exports on an equal footing. This tonnage
tax upon the freight of foreign imports will also provide a
necessary mechanism to proieot America's vital manufactures
which is essential to America's internal strengtﬂ.
(4) An internal tax, not mentioned above, and proper in its
application is an excise tax upon domestic carriers when employed
in interstate commerce, but, only justified in certain and
limited cases: a) to insure safe passage of carriers as they
pass from state to state (i.e. federal jurisdiction to
prosecute and penalize hi-jackers, pirztes, etc.,); b) inspecticn
for contamination of food stuffs and raw agricultural produce;
c) safety measures for hazardouw materials being shipped from
state to state,

The principle justifying the above iescribed tax is not one
of raising revenue, but rather, only to raise necessary funds
to pay for the cost of federal policing of interstate commerce
as above mentioned. . . be it understood that each carrier is to
bear its own just proportionAéé relAted to the cost of federal
services rendered as applicable to the spacific policing protection
afforded. No other kind of federal tax upon interstate carriers
can be justifiad, and as such, all other federal taxes which now
increase the cost of interstate commerce and increase the cost of
articles of consumption; are oppressive to production; damaging

to United States competition in foreign trade, and ought to be
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immediately suspended.

Having expounded somewhat upon the method of raising a national
revenue as adopted by our founding fathers, an America First éolicy,
enacted during the First Congress of the United States, I would like
to focus attention upon taxation as it applies to a balanced federal
budget and the retirement of the national debt.

I have alsc furnished to members of this committee a bulletin
which has been widely circulated by Lieutenent Colonel, U, S. Army
retired Archibald E. Roberts. This bulletin contains a documented

article titled "A SBGOND GONSTITUEIONAL CONVENTION, WILL IT HAPPEN? ! *

I have co-authored this article to expound upon the method by which
our founding fathers agreed to pay off the debt of the Revolutionary
¥ar, and insuve that a baianced budget would be maintained in the .
future by subsequent Congress' elected to manage the firancial
affairs of our national government.

In respect to a "Balanced Budget- Tax Limitation Constitutional
anendment,” which is the title of Senate Report No. 97-151, 97th
Congress 1lst Session, pages 7,16,19 and on several other pages, it'is
acknowle&ged by the Senate Committee on the Judiciary that indeed,

a requirement for a balanced budget exists in our Constitution!
However, this Senate Report has failed to detail for the rea@er the
Constitutional procedure for balancing the federal budget. Had this
procedure been included in the Senate Report No. 97-151, it is quite
obvious the subversive and fraudulent nature of the balanced budget
amendment promoted by Senate Report No. 97-151 would have been

exposed, along with the fraudulent call for a Con-Con to balance the

federal budget. i ..
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The third item which I have included in my report to this committee
is a brief review of the debates which took place among those
enlightened and sincere representatives who authored the First ﬁgvenue
Act during the First Congress of the United States. Not only«dié
.these gentlemen carry out an America First Policy, and were able to
solve the vexry economic sufferings which our nation now experiences,
but they were able to accomplish this without taxing or oppressing
America's labor, businessmen, or manufacturers. Théy accomplished
their ends by simply following the principles set forth in the
Constitution of the United States of America.

I have affixed to theée remarks in the Appendix, a document

titled PROSPERITY HRESTORED THROUGH THS STATI RATE Ta¥ of which I

was the co-authexr. T have also included in ths appendix a summary

of research of the Sixteenth Amendment which may reveal to this
comnittee for the first time the documented legislative histogy that
the Sixteénth Amendment as passed by the Congress and ratifieé by the
states has not given any new pewsr of taxation to the Congress of the
United States, Its power to reach (through Article 1 Section 8 Clause 1)
the profits of corporations by laying a tax on the corporate charter,
the tax to be measured by the amount of income produced by the
corporation using that charter, or to tax the licenses of lawyers,

or to tax the ill-gotten gains of criminals - has never been disputed.
But for Congresses to have perpetrated a fraud upon the American people
bin extending the expired "Victory Tax" from World War II and using the
awesome, oppres:ive. despogiéllqictatorial power of an agency known

as the I. R. S. to intimidate and make fearful American citizens in

srder that their property be extorted from them under the ggipg qsv
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paying.their “fair share" of taxation to support the government - the
Congress of the linited States has never been granted a power to tax the
unless apportioned.

people or their property directly/ This is proven by Article 1, Section
2, Clause 3, and Article 1,Section 9,Clause 4 of the Constitution

which have never been repealed; the Congressional research service,
operating for the benefit of our lawmakers through the Library of
Congress; through its representative, Mr. Howard Zuritzky, has prepared
a report in which he concurs with the research that has been done b&
myself and others in this country, that notwithstanding the Sixteenth
Amendment - there is NO POWER to lay a direct tax upon any individual
or upon the property of any citizen of the United States unless it be
apportioned according Lo representation. As was practiced in the vast,
«4hen the direct zax of 1798, zhe *axes of 1813, 1%, 15, 16, & 17, and
sne direct taxes of 1861 were laid, in order to reduce the war debts-
the war debts of tnz Revolutiorary War, when the debis of the States
were assumed by the federal government, then the taxes laid to pay for
-he cost of the War of 1812, and in 1861 when a direct tax was laid to
ay for the cost of the Civil War, only the Northern States paid or
‘Were collécted from, since the Southern States were in rebellion. In
1891, the Congress recognizing the disproportionate burden of the
Northern States to have contributed to the direct tax of 1861 ~ they
refunded to those States that had paid or from whom the tax had been
collected, the amounts tendered or received. In 1894 when an attempt
was made to lay a direct tax without apportionment - that tax was struck

iown by the court in the Pollack case - and the Pollack case is still

she rule today. Notwithstanding the Sixteenth Amendment.

39-960 O~84—-—11
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In the Brushaber and Stanton cases, the Supreme Court articulated that
if a tdx is direct - it must be apportioned. Therefore, by its own
languagé the Sixteenth Amendment ?ndicates‘it was a tax not subject
to the rule of apportionment, thus it must be subject to the only other
rule in existence - that of the rule of uniformity which is applicable
only to Indirect Taxes. The Sixteenth Amendment applies to a tax -
an indirect tax in the form of an excise tax - therefore it is not
applicable against ANY American citizen who works for a wage, salary,
fees, commissions, etc., exercising his constitutionally protected
right to earn a living.

This fraud and practice by the government must cease. But it
#ill take the effort of an inforned Congress to end this evil practice
against the citizens of the United States, The present proposals
refore this Congress of a FLAT RATE TAX, a GROSS INCOME TAX, as
sroposed by Jim Jones, Kemp-ggfssiill. the Bradley-Gephardt Bills
would only extend evil prabtice of the I.R.S. and not follow
Constitutional Taxation unless these bills are identified as
applying only against lawyers, corporations, op criminals as does ‘the
Sixteenth Amendment, (which is only the redundant expression of
Article 1, Section 8, clause 1 qf the Constitution). The present
proposals before the Congress, such as the.Flat'Rate Tax, A Gross
Income Tax, A Value Added Tax, A National Sales Tax are further abuses
on the American people as the Congress no doubt by now, has become
aware of the fact that American citizens are doing their own research
to learn the present practice of taxation is foreign to any intent
>f taxing aéthority to be granted to the Congress of the United States

against its citizeas., There is, 1ccordiqg'po Ebg_{: fl_._S.wf g;gpvpment
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throughout the country whereby people are no longer voluntarily filing.
"tax-returns" haviﬁg learned that this is the only way authority over
themgselves and their property can be granted to the I.R.S, - i.e. by
their voluntary submission of a signed 1040. We have heard the word
"underground-economy” which again is a demonstraﬁion}:;plication of
Orwellian ianguage whereby in effect uhai is iruly meant is that
because of drug taffic and other illsgal activities, prostitution,
gun-rﬁnning, or whatever, that there is an under-world economy since’
the Congress has the power to tax with one statute that which is made
criminal by another. But there is no underworld economy whereby people
engagin& in an exchange of their labor, which is their property, for
noney - which is the property of another - and thersfore incur for
themselves no tax responsibility to the United States government.
Jefferson's inaugural address explained quite clgatly that in his mind
the sum of good government was one that would not take from the mouth
of labor the bread that it has earned. It was NEVER intended in the
formation of this country that any man should be taxed by his
government upon his sweat. We hear this myth that a person only pays
their fair share. Since this government was only created and given
limited powers, and one of those powers was to provide for a Navy,

a military force to protect us against—hosiile nations - this Union
was formed therefore, to protect our liserty. How then, could one
man’'s liberty cost any more than anothers? Where was this country
founded upon any such principle - that the more productive a person
may be - the more fortunate a person may be because of the productivity
of his ancentors ; that he was responsible to provide greater support

to the government f{or the protection of his or her liberty?
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By following the method of taxation employed by our founding
fathers from the inception of this government, we will find that those
people who are the wealthiest, and who buy more luxuries than anyone
else will pay a greater proportion of taxe; by the manner and fre-
quency in which they spend their money. The Flat Rate Tax (w th
graduat@ons), the FAST Tax, and the Gross Income Tax (Jim Jones -
author) propésals is an attempt to change the definition of "Income",
to permit the taxing of American sweat. The Suprema Court defi-
nition of income does not include the wages, salaries, fees, or
compensation for services for unenfranchised Americans who have ex-
changed their labor (property) for money (property) in the pursuit
of their constitutionally protected right to earn a living.

Congress cannot define income. The U.S. Supreme Court has

held:

«ssit beccrmes eésential to diatinguish between what is,
and what is not"incore'"...Congress may not, by any dsfintition
it may adopt, conclude the matter, since it cannot by legis-
lation alter the Constitution from which it alone derives its
power to legislate, and within whose limitations alone, that
power can be lawfuily exércised,

Eisner v. Macomber, 252 US 189 (1920)
The sixteenth amendment allows an "excise tax" only on "gains®
and"profits" earned through the exercise of a government granted
privilege or criminal agtivities.
Present IRS interpretations are actually directed towards coll-
ecting a direct tax on both the source and the income, in regard to

all forms of compensation, when the law allows only for an indirect

tax.in the form of .an excise upon.-income, . —eeciiom e o
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The misapplication of tha law practiced by the IRS with the tacit
approval of the Congress and the Judicial system permits governmental
rape of the personal and business finances of America.

Are we suprosed to be of good chger t};at. the Congress is look-
ing into new proposals for the collecting of taxes? Is the action -
of the Congress arising from a concern that the tax system is unfair :
and op'pressive'? Or is it because more and more Americans are -becbming
informed that they don't owe an income tax and are walking away from
economic slavery des-pite the threats and afmses of the IRS?

The Congress promises tax reform. The dictionary reminds us
that "reform" is an attempt to correct that which was corrupt from
the beginning,

It matters not whetner the conditions that exist are the inten-
tional or accidental fault of the members of Congress, They have
taken an oath to uphold the Constitution and obey it and they are
in violation of that oath in many ways and not just in matters of
f(axation.

“For months we have heard that any plan now proposed, if édopced
must prodice the same amount of taxes at a minimum. This does not;
take into consideration the vast expenditures of monies for objectives
for which there is no constitutional authority whatsoever, This
monetary goalbdemonstrates the total lack of concern by the Congrass
to restrict itself to spending only as constitutionally authorized.

The Congress is zuilty of permitting the IRS to criminalize

citizens who only want to protect their property from a confiscatory

.government.

It 1s the pre‘sent. membership of the Congress that needs to be

2
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replaced and not a tax collection system. Impeachments should be
sought against those who continue to violate their oaths of office
and those who are currently standing for office should be struck domn
at the polling booths. )

We have Senators who have been better educated in the provisions
of Parliamentary government such as that practiced in England than have
been taught the intent of the Framers who wrote the Constitution, the
Law of the Land, '

The best thing to come out of 'Hashinéton in mmy decades is the
Jrace Commission Report and that contains sufficient evidence of the
abuses of the Constitulion concerning fiscal practices of the stewards
of government.

The Ccngress is supposed to be ccmposed of our public servants
and not our masters. Other abuses of the Constitution and vinlations
of trust will be addressed in my soon to be published book, " Congress
In Rebellion®,

In closing may I remind this committes that over fifty years ago,
'Will Rogers said, "There is no organized crime in the United States
except for the Congress of the United States.", and I submit that the
criticism is still valid today. ’

Gentlemen, the plan for taxation which I submit before this

committee 1s in fact, the Constitution of the United States of America.

Bty i, |
Edward A. Ellison, Jdr. ' .
Free State Constitutionists
6539 York Road

Baltimore, Maryland 21212
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A AMERICA FIRST POLICY

by: ;
Edward A, Ellison, Jr, ‘

- John Nil??am Kurowski :
- !

It is a commonly accepted fact, that a tax upbn the
earnings derived from our nation's labor, manufactires,
agricultural industry and small businesses, is a tax upon
production; that a tax upon production__impairing a free
exchange between labor and industry _increases the!price
of our articles exported; that an fncrease in the price of
our nation's exports is destructive to America's ability
to compete in foreign trade, and thus, a tax based upon
the earnings of production is not only oppressive,|it is
not in the best interests of the United States. !

To obtain a national revenue; from which to eischargc
the national debt, provide for our natfon's common: defense
and fund those constitutionally authorized objectiyes whic!
are enumerated in our Constitution, and, which " shall not
be oppressive to our constituents”, it is imperative that
all federal revenue currently contributed by America s
labor, agricultural industry, manufactures, and sma1l
businesses, calculated from their earnings, be suspended;
and necessary revenye be raised from other sources, to wit

(1) That articles of consumption, both domestic and
imported, such as cfgarettes, spiritous liquors, jewelry.
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it ioles of consunption which are of a purely luzurious
‘wure), ought to have an inland excise tax added to their
wsumption; taking into account the price of similiar art-
‘es imported, and adjusting the tax on each specific art-
@ 0 both may compete in our market on a fair and equal
.is, while bearing in mind that an excessive tax upon

h articles will reduce consumption and diminish a just
irce from which to fill the national treasury. A tax up-
- articles of this nature (luxury), allows each person to .
-tribute to government by the manner and frequency with
<-h he spends his/her money.

(2) Imported goods which are not of a purely luxu-
us nature, which can be, or are, manufactured * in
rica, ought to be taxed on their import with a view to
Jurage énd protect American manufactures, which will
wte fair trade, as opposed to free trade. The princi-
$ to beftaken into consideration in the selection of
arted articles to be taxed, and the rate at which each
irted aﬁticle ought to be taxed, are these:

(a) Imported articles which are produced by slave
r (a labor situation tn which the inalienable right of
‘viduals to contract out their oum labor as they see
its denied them without just cause) ought to be taxed to
cect the: standard in our country which guarantees each
izen's freedom to contract out their labor. Failure to
;se a tax on imported articles produced by slave labor,
w0t only unfair to our nation's labor, but will leave

nation's minufactures in an wnfair competitive situ-
12
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(b) Articles of consumption such as steel, air-
craf@. computers, vehicles used to facilitate in-
ternal and external commerce, tools of production,
farm equipment, military provisions, etc. (all being
necessary to the internal strength of our nation)
ought to be taxed when. importedgs with a view to en-
courage and protect domestic manufacture of such art-
icles. Imposts and duties upon imports in this class
are justified upon the principle of national security;
that the United States must never become so dependent,
ar interdependent, upbn foreign manufactures as may
weaken our internal manufacturing capabilities as may
endanger our nation's general welfare if foreign trad-
ing partners should suddenly become hostile toward
Amerioa, or intimidated by other hostile foreign
powers.

(3) In addition to the above mentioned taxes on.con-
sumption, a tonnage tax upon the freight of foreign ves-
sels importing articles of consumption is a proper method

to:
~(a) regulate trade with foreign nations;

(b) secure a national revenue;

(c) encourage the growth and protection of American
owned carriers which are employed in foreign.trade;

(d) protect American manufactures from unfair trade.

Vessels and aircraft employed in foreign trade being
. built in thé United States, and belonging wholly to a
citizen or citizens thereof, ought to be.given a prefer-

ence at cur ports of entry. The principle upon which a

ad
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upresenéatives (votes) 1n the House of Representatives.
he tax is to be used only if imposts, duties and excises
ail to meet Congress' annual expenditures.

Upon imposition of the State Rate Tax, the Secretary

1 the United States Treasury, to extinguish an annual
eficit, would submit a bilT to each state's capitol for

ts apbortiongd share of this deficit. Each state wquld

» left free to raise its apportioned share within a time
pecified by Congress. In the event there is a surplus

f money in the United States Treasury at the close of a
iscal year (i.e. ther is no deficit), this surplus would
e appliad to a sinking fund to reduce or extinguish the
ational 'debt. If there is no deficit, nor a national
ebt, any surpluses raised from imposts, duties and excise
axes may be returned to the states by the same rule of

.pportionment.

. Noce{ A copy of “Prospericy Restored by the State
ate Tax" may be obtained by contacting authors.

.um certain (annual deficit), and each State will be requir-|
' to contribute a share calculated upon its number of

J
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FORMLA FUR COMPUTING EACH STATES' APRORTIONED SHARE OF DIRECT TAX

states’ to. of Representatives{vates)
in House of Reprosentatives
totel aumber of Representatives
1o House of Repressatatives

MATHENATICAL COMPUTATION FOR THE SYATE OF MARYLAND FOR A
$ 100,000,000 DIRECT TAX APPORTIONED AMONG THE STATES (STATE RATE TAX)

amount needed, not fundable Scates’
X by federal indirect taxes = share of
(iagosts, duties, excises) 8.R.T.

Md's No. of votas 3
in House of Repe.
total No. of Repe. m
. in House of Repe

= 1.8 X $ 100,000,000, = $ L&39,000, XayLand's shave o

The following chart shows the current rate of apportionment for a few
- States. This chart demonstratas sach States' obligatioa under the Stste Rate
tax, or, the returnable amount dus to ihn State Lf federal indirect taxes have
exceuded the annual expenditures of Congrass. The chart {s based upon s
$100,000,000. returnsble surplus, or the sase sum certafn to be laid as as

.apportioaed direct tax:

o or s Aroionon s or
Alabasa ? S Lews e $ 1,609,000,
wlloguu ) 43 10,44 2 = 510,344,000,
Delevace 1 . .92 - 3 229,000,
Hlinots ' -2 5.517% = § 5,512,000,
Racylend s , 1.832 3 = §1,839,000.
Miseord 10 . 2.298 % = § 2,298,000,
New York T $.965 3 ~ §8,965,000.
West Virgiata 4 9192 = 3 919,000,

WOTE: Uader the rule of apporticament, Washiagtos, D.C. ot being & State,

and not haviag 8 vote fo Coogress, is not subject to the State Rate Tax.
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tonnage tax upon the freight of foreign carriers ought
to be imposed, must take into account the nations with
whom America trades; their policy on import taxation
upon articles of consumption which America produces

for export; and any preference these foreign nations may
give to carriers over our nations carriers .

Applied properly, such a tax will provide a source
from which to draw a national revenue; will greatly en-
hance a fair trade between America. and foreign nations,
particularl} those nations exporting into our country
virtually duty free, but are quite protective and dis-
criminatory when it comes to accepting America's exports
on an equal footing. This tonnage tax upon the freight
of foreign imports will also provide a necessary mech-
anism to protect America's vital manufactures which is
essential to America's internal strength.

(4) An internal tax, not mentioned above, and
_proper in its application, is an excise tax ypon domestic
carriers when employed in interstate commerce, but only
justified in certain and limited cases:

(a) to insure safe passage of carriers as they
pass from state to state (i.e., federal jurisdictionto’
prosecute and penalize hijackers, pirates, etc.);

(b) inspectioh~fbr contaminatfon of food stuffs
and raw agricultural produce;

(c¢) saftey measures for hazardous materials be-
ing shipped from state to state.
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The principle justifying the above described tax is
not one of raising revenue, but rather, only to raise
necessary funds to pay'for the cost of federal policing
of interstate commerce as above mentioned . . . be it
understood that each carrier is to bear its own just
proportion as related to the cost of federal protection
rendered as applicable to the specific policing service
afforded. No other kind of federal tax upon interstate
carriers can be justified, and, as such, all other federu
taxres which now increase the cost of interstate trade,
increase the cost of articles of consumption; are oppres
aive to production; damaging to the United States in Lhe:
competition for foreign trade, and ought to be immediatei
suspended.

Having offered an America first policy by which to
raise a national revenue, benéficial to America's labor,
manufactures, agricultural industry and small businesses.
the question remains'as to the retirement of the nationa:
debt.

Under the proposed plan, if the annual expenditures
of Congress exceed the revenue raised from imposts,
duties and excises, then, Congress shall impose the
State Rate Tax in order to preclude Congress from adding
a year end deficit to the national debt.

The State Rate Tax is a direct tax required to be i
posed if an annual defi.it occurs. This tax is to raise
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SECOND CONSTITUTIGNAL CONVENTION
CITIZENS PETITION FOR REPEAL OF MARYLAND'S
CALL FOR CONSTITUTIONAL CONVENTION

Rescinding Maryland’s call for a Constitutional
Convention to balance the Federal budget is the goal of
Edward Ellison and John Kurowski who lead & State
petition drive to defend and preserve the Constitution
of the United States.

By complying with emergency taxing power in the
Coustitution, Article 1, Section 2, Clause 3, they say,
Federal lawmakers can immediately affectan annually
balanced Federal budget without the risk of a
constitutional convention.

Fearing loss of fresdoras of person and property posed
by the constitutional convention syndrome, a growing
body of alarmed citizens ask ‘or a review of their State
involverent in the balanced budget stampeds.

The emotionally-charged issue, hysterically promoted
by the National Tax-payers Union. 323 Pennsylvania
Avenue, SE, Washington, DC, and other groups froating
(knowingly or unknowlangly) for world government
advocatss, may result ia replacing the Constuuuon of
the United States with a soviet-style Constitution for
the Nawstates of America (March 1984 CRC bulletin).
Newstnu c«:nn(muon exists! Punded by the
er F and produced by the Center for
nu smuy of Democratic lastitutions, Santa Barbara,
California, it awaits implementation by & captured
Congress.

A constitutions}l convention would prov!de tho

A SECOND
CONSTITUTIONAL CONVENTION |

Only two S(tte 9 Legiolumru Approval is now 1
needed to d d 1 C 1
take place for the mu-ory purpose of "balancing the
federal budget.” This puts our Nation at & crossrora §
which will separate true patrictic Americans whohav:
raad their Constitution and are awars jt olreu.:. ‘
commands the fedaral budgetis requirsd to be balancs :,
trom those who hnva not read the Coastitution and L.

i clesrly datos that
Conmsn shall bdmco its budget.

Surely, the-call for a Constitutional Convenzion :
no‘-libou!orco“ervuuvoluua.norloitoxch'sive.
being pr by d ats or Wi
however, & very serious matter in which the truth oug™
tobs epoken and made availabletothe general public: ..
all costs. Way? Beoausa the freedoms which Amarica -
Citizens 20w enjoy. and havs foolishly taken for grant. _
for so many vam. may very well be unjasti;
shoulc
take place, On tho other hand, tf Congress is nc.
immediately compelled to obey tho Conatitution.
requiring sound fiscal policies, a constitutioca:
convention may be forced which could jeopardize ou:
most sacred freedoms,

To undonund tha real threat of allowing »

appearance of legality and opportunity forel
the Constitution, now & bar to one world government
sponsors.
11 dered state balanced budget
purposes polarize pubdlic (msluuun and channel
tum towarda phicconclusion.
Challenging civil and private revolutionaries, Ellison
and Kurowski explaja whatdedicated citizens in slsur

el allewi

n to take place, it is importan:

to recall whn dmon wok place io New York in 1967

During tfe mid-1960's, a conatitutional convention was

called to amend New York's Supreme law. Atthe time. 2

small group belisving the goverament's power of

taxation ou‘n\ to be ulod t.o aid rollzloua schools, was
toth

states may dotoderail therushtowarda
convention,
The argumont for reconsideration, based on
consmuuonal aulhorixy. is set out in their handbook,
S 1 WillitHappen?",
extractsreprinted below, and FETITION BEFORE THE
MARYLAND GENERAL ASSEMBLY. reproduced in
dunr

*Permission, Edward A. Ellison, Jr, and John William
Furowsii :‘.Oli‘dmmslon Conrt 893 Treaanait A\

~y o

P ato

adopt no ituti hib inat such aid.

Fonunuely. in view ot tha tbron um. government aid

ituti leadst gov which
{n turn allowo the governmont'a powm- of the purse to

be used to T and 18 over those

who becomes Hmncl:lly nddlcled. the citizens of New
York had the final say by popular vote, which 1s
required to amend New York's Constitution.

After the vots was counted to approve or

. disapprovewhatthedelegatedto the convention thought

best for the People, the People of New York disagreed
with their delegates by over 72 per cent! The {inancial
irdependenceofreligiousschools wasthus saved from
possible o.verament take.ovar through *the prwn- ¢



© SECOND CONSTITUTIONAL CONVENTION (cont.)

the purse. But.only because the People had the final say
by their popular vote on any charnges to be made tothatr
State Constitution.

Following a constitutional convention, in which
the United States Constitution and its Bill of Rights
cnuld have been totally rewritten and destroyed, the
ratification process does not permit the People to have
the final say gh & popular vote. Although the
People may disagree with their State Delegates and
Legislators by a72 percent margin—astheydid in New
York—s populsr vote in each of the States is not
necessary for the Stategtoratify what State Legislatures
may think are appropriate or expedient changes to be
made to the Constitution of the United States.

There are lwo ways by ‘which to amend the
Constitution of the Un{ted States. as stated in Article V
of the United States Constitution:

ARTICLE V.

‘The Corgress, whenever two-thirds of both
Houses shall deem it necessary. shall propose
A di ts to this C ion, or, on the
Application of the Legislatures of two-thirds of
the several States, shall call a Convention for
proposing Amendments, which in either Case,
shall be valid to all Intents and Purposes, as part
of this Coastitution, when ratified by the
Logislaturesofthres-fourths of the several States,
or by Coaventions in three-fourths thereof, as the
one or the other Mode of Ratification may be
proposed by the Congress; Provided that no
Amendment which may be made prior to the Year
Onethousand sighthundred and eight shallin any
Manner affect the first and fourth Clauses in the
NinthSectionofthe first Article. and that no State.
without its consent, shall be deprived cf its equal
Suffrage in the Senate.

Simply put. the Constitution can ba ded inone
of two ways: the first {s by & proposed amendment{s)
being offered to the States by Congress, which are
Iimited to one specific issue, and if ratified by three-
fourths of the States becomes law. The other {s by a
C: ional C being di ded by two-

*thirdsof the State Legislatures. in which case theentire
Constitution and its Bill of Rights could wind up being
rewritten, and ifapproved by thres-fourths of the States
becomes law.

Herein lies the dividing line between those who
want the Constitution followed, and also want a balanced
budget, from those who would allow our Republic's
most precious document to be tinkered with by State
politicians, before establishing the truth. The question
is* W11l truth prevail, or will truth be ignored allowing
38 State Legslatures to do as they please?

In support of the truth, a review of the debates held
in Convention during the framing of our Constitution—
specifically those which eventually produced Article 1,
Section 2, clause 3, and Article 1. Section 9, clause 4
areessential reading forall who believe a constitutional
convention is necessary o “balance the federal budget.”
The fact is, the Constitution already commands the

budget to be balanced! Not only is this true, but, the

balanced budget clause of our Constitution. Article 1.
Section 2, clause3, hasbeen imposed a number oftimes
in our Nation's history [sce appendix A) (deleted). and

s taday ber .y iganred by the ver 'evaders who are
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The balanced budget clause of our Constitution
reads in part

“Representatives and direct Taxes shall be
apportioned among the several States which may
be included within this Union ... "

Thisarticle of supreine law vests Congress withan
emergency power demanding a direct tax to be laid
upon the State Governments, (in proportion to each
State’s voting strength in Congress) if the
constitutionally authorized éxpenditures of Congress
exceed the revenue raised from impost and excise
{indirect) taxes.

la di { of this C 1 C d,
Congress now borrows to finance ita deficits, then taxes
terest on 4

to 1‘ny the money, instead of
taxing the State G ts to fi sald defici
which would { diataly end 1 dafioit

and save American Citizens billions of dollars per
month interest payments which they now pay on
borrowsd monsy.

Although tt is true that Congress has been granted
power to borrow money, the exception to, and the
Constitu.ional restriction placed upon this borrowing
powetr, is that Congress may not borrow to finance a
delicitl

On an annual basis, a deficit may be described as
the amount of money Congress spends, and/orborrows,
during a fiscal year :n excass of the amount of monsy
brought in from indirect taxes (1mposts and excises)
during thatyear. This fiscal year, Congress hasmanaged
to borrow and spend approximately $180 Billion m2ry
than it has brought in. To finiace this deficit, Congress
will simply borrow money which will eventually be
taxed away from the Americen People. Having borrowed
this mouney, tha American Peopls will now be taxed. :1
addition to the $180 Billion, over $11 Sillion per mcn:i
to pay interest on the money borrowed by Congress
‘This action of Congress increases the publicburden of
taxation in violation of the balanced budget clause of
the United States Constitution!

Ineffect, the American People are now being taxed,
in violation of the C itution, over £.u2 Bitlion per
yoar to pay interest on borrowed mor.ey. and pay thess
Billlons of dollars before one dir.e of collected tax
revenus is used to provide for orir Nation's commoa
defense or promote our genaral wellare. Why? Becausa
Congress ignores the intent of our Constitution, and
those whocall for a balanced budget, they tail to realize
a balanced budget clause already exists in onu:r
Constitution. walling to be enforced, which would
instantly cuze Cong currentirresp )} kel
and criminal fiscal policies.

During the Constitutional Convention of 1,37, 2
thorough reading of the debates which touk place in
Convention, clearly shows that Article 1, Section 2,
clause 3 (the balanced budget clause), was specitically
adopted o insure fiscal responsibility and Nonesty
from a Congress about to be given life. Equally true 1s
the fact that the State Raltifications, signed by the
original thirteen States of our Union, echo this point
quite clearly. For example:

STATE OF MASSACHUSETTS

In Convention of the delegates of the Feople of the
CommonwealthofMassachusetts Februuy 6th 1788

LB e Vs A any Tanas



but when the Monies arising from the Impost &
Excise are insufficient for the publick exigencies
nor then until Congress shall have first made a
requisition upon the States to assess levy & pay
their respective proportions of such Requisition
agreeably to the Census fixed in the said
Constitution; in such way & manner as the
Legislature of the States shall think best, & in
such case il any State shall neglect or refuse to
Ppay itg proportion pursuant to such requisition
then Congress may assess & levy such State's
proportion together with interest thereon at the
rate of Six per cent per annum from the time of
payment prescribed in such requisition
This same language is also found in several other
Resolutions signed by the original thirteen States by
© whomtheConstitution ofthe United States was ratified.
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now being di '+ . which
nowengagesin landcriminalb ing
practices: practices which have become so evil in
nature that the very existence of the United States, and
our general welfare, is now threatened by a nationwide
financial collapse.

The emergency taxing power contained in Article
1, Section 2, clause 3, of the United States Constitution,
was granted to Congress for a number of reasons; to
extinguish thedebtof the Revol y War: to preclud
Congress from ating year-end d through
borrowing; to insure Congress had adequate taxing
authority iz the event an emergency should arise
whereby is:irect taxation might be found insufficient
to meet such an emergency. But, equally important,
this article of Supreme Law was meant to prevent a
!‘actlo\n n[:lljority in Congress from destroying our

d by a

{8ees Appendix B forSouth Carolina and New H. h
Ratifications.) (deleted)

is in fact ded to lay a direct tax

upon the State Governments (the State Rate Tax)if". ..

Monies arising from the Impost & Excises are
for the publick exi,

If followed today. not only would Congress be
compelled to end each fiscal year with a balanced
budget, but, irresp ding and | i
taxation by Congress would instantly be ended! Why
then, call for a constitutional convention to balaace the
budget, whea the C ion already the
provision? [s ttere a better plan being offered by those
who call for a convention? Is there a defect in cur
Founding Father's solution, or mischie! in the air?

Contrary to the belief that fiscal restraint was not
addressed by the Framers of our Constitution, the
foregoing facts cannot be changed to what they are not.
A balanced budget provision already exists which will
render Congress fiscally responsible 1f and when the
People demand it be followed.

The real problem, if one exists, is that we have
dishonest legislators, conservatives and liberals,
republicans and democrats, masquerading as fiscal

P ially, by using its voting strength to
increase the tax burden upon those whom they could
outvote, without also increasing thefr own burden of
t tion in a similar fash {See Pollock v. Farmers'
Loan and Trust, 158 U.S. 601; 1894)

The very practices forbidden by our Constitution
are now joyfully ongaged in by a criminal element ia
Congress. and are the roots from which todays
irresponsible spending, inequitable taxatioa,
uncontrollable borrowing, and year end accumulatad
deficits have grown. Every evil associated wiin
democraciesofthe past, which hagledtotheir predictabls
financial destruction, is now commonly practiced by
our publictrustees in violation of the Constitution they
have swora to uphold. and which governs ous
Constitutional Republie.

The leading evil associated with democracy (m>b
rule goverament) is that the rights of an individua, or
minority cannot be protected against the omnipotans
majority, and that as soon as the people learn they ¢ 1n
use the political system to vote and tax away tha
property of their neighbor, they do so. Consequentiy,
the societies’ productive baseis then slowly eaten 1way
until there is no productive base left. Generally, as
hlato‘ry proves, it is at this point when economis

conservatives whodisabey the intent of our G
have conned American Patriots around the country
into g aC 4 1Con n will restore
fiscal responsibdility in Congress Assembled; and have

quested tinancial contr be made for such a
cause. But some, as we should like to believe, are
simply misint d, and are now begi g to with
their support for a Constitutional Convention in favor
of the truth!

Itisafund 1 principle of ional law,

- that legislative intent must be established when

g what the C meaons. To follow

the Constitution, is 1o carry out the intentions of the

authorsof, or parties tothe written instrument.. . these

intentions are found in the debates during which time

the C itution was d, and were r by
James Madison and others.

In the instant case, the delegates of the States sent
to the Convention of 1787 (the Authors of our
Constitution), and, the parties to the Constitution, (the
States), clearly intended, as exhibited in the delegates’

debates during the convention, and also the ratification

are atthoir worst, that themass of the peopie
will submit themselves to any form of government
which promisesreliet from their sufferings. Our Nation
is now sitting on that borderline. Will we ba so foolish to
allow a Constitutional Convention to take place whon
ourC Iready d ds C tobalance
its budget? __

In conclusion: From 1787 to the present, there's
been no need to call for a constitutional convention.
Twenty-six amendments are evidence of this fact. If the
true purpose of the leaders who are pushing for a
constitutional convention is indeed a limited one. aad
cgnlined to "balancing the federal budget”, then why
not simplydemwdtheexxs\ingbahncodbudgatclau;o
of the United States Constitution be enforced? Ought
not such an attempt first be made before proceeding
into the uncertain areas of a full blown constitutionat
convention. and flirting with the dangers involved
therein?

‘The Framers of our Constitution indicated in the
notes on the debates as recorded by Madison, that their

——tonduct fram the.tima ol-abandoning the-purpose of -
a

di

g ihe Articles of Confederation, to writing a

© ~documents signed by the States, that if the of
Congress should not be met by the revenue raised from
impostsand excisetaxes(indfrecttaxes) that Articie 1,
ion 2. rlause 3. (the State Rate Tax} would be
~rased

39-960 O—84——12

new constitution. was criminal and exceeded any
authority hich they had been commissionea.
Thereupen T first act was an agreement that ail
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be kept absolutely secrel. Is there any doubt this
practice would not be repeated if a constitutjonal
convention {s convened now?
8 0600 0GGCE 00

America could notparticipate in a world government
and retain the protection or guarantees of our
Constitution because such a constitution would be in
conflict with any set of rules used in the governing of
all nations under one controlling oiigarchy. Freedom
asenjoyed by Americans is not enjoyed to such degree
any where else in the world, and such freedom would be
& contradiction under a global government controlled
by power brokers and/orinternational bankers. America
isthreatened by the greater clear and presentdanger of
a Constitutional Convention than was ever posed by
her exposure in World War I, If, the Korean or Vietnam
conflicts. The arousal of the people to demand obedience
totheC by C the E. ve and the
Judlolary, is the only method for the saving of America
to perpetuate for Americans the liberty and freedom
upon which this Nation was founded.

bEFENDANDPRESERVEchNSTH’U‘HONI

Adapt Maryland Petition to rescind/prohibit
participation by your State in constitutional con-
vention to balance Federal budget.

PETITION
Before ths Maryland General Assembly
Annapolis, Maryland
1984

We, the people of Maryland, hersby petition our
State Legislature to adopt Resolutions as affixed hereto,
by which the State of Maryland:

1. Will rescind Maryland's existing call for, and/or
iclpation in, aCi i 1C ion tobalance

particlp n,a
the federal budget:
2. Willdemand the Unitéd Statas in Congress Assembled
in order to balance the federal budget to immediately
comply with, and utilize, the emergency taxing power
authorized by Article 1, Section 2, Clause 3 of the
isting federal Constitution: said Article of Supreme
Law having already boen debated at greatlength during
the Constitutional Convention of 1787, and agreed by
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WHEREAS, the Congressof the United States Assembled
has failed to conform to the fiscal restraints of the
Constitution of the United States. .

WHEREAS, the Constitution of ‘the United States
nds that when ies raised by federaliy

imposed Duties, Imposts and Excisesare insufficient
to meet the public exigencies, a Direct tax must be
laid by Congress, apportioned amongthe States. as
prescribed by Article 1, Section 2, Clause 3, to
extinguish the deficit, and théreby “balance the
annual federal budget;”

WHEREAS, the C fhe U,
has 1

fundead

which

A

abhilitt

e
now exceed eight (8) trillion dolars;

WHEREAS, the Cong; fthe Unl A
has in violation of thefederal Constitution practiced
the borrowing of dobt contrary to the grantof power
to borrow money upon the pledge of pudlio credit;

WHEREAS. the C A bled has unlawtully
burdened our Nation" ingg with

needless interest payments on debt, now ata yearly

rate in excess of 120 Billions of dollars per year;

WHEREAS, Congress Assembled has madeno provision
to extinguish the principle of said debt;

WHEREAS, Congress Assembled now spends 120
Billions of dollars per year from collected tax
revenue to pay interest payments before collacted
tax revenue is used to provida for our Nation's
common defanss or the general woeliare of the
United States;

WHEREAS, suchel now th: todestroy
the very existence of Maryland's economic
enterprises,andth freedom of herci

RESOLVED, that the State of Maryland hereby resciod
Her call for a Constitutional Convention, and/or
rti t in & C 1 1 Coavention to
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“balance the annual federal budget.”

RESOLVED, that the State of Maryland demands that
the Congress of the United States Asssmbled follow
Article 1, Section 2, Clause 3 of the United States
Constitution to extinguish any annual deficit which
would ariss when revenues of Duties, Imposts, and
Exol 1 d under the grant of taxing power

tad

the States to be the ble and least corrup!

Artiole 1, Section 8, Clause 1 are

thod by which to eff! abalanced federal budg
PROPOSED RESOLUTIONS

RESOLUTIONS ADOPTED
1984
by
The General Assembly of Maryland
for the purpose of:

I Resdinding Maryland's call for and/or participation
in a Constitutional Convention to balance the federal
budget:

1I Demanding that Congress Assembled comply with
and utilize the emergency taxing power of Article 1,
Section 2, Clause 3 of the United States Constitution to

immediately effectuats an annuaily balanced federal

budget!

WHEREAS. the Congress of the United States 1s 1n
rebellion against the Constitution of the United
Stven

i in
insufficient to meet the public exigencies (those
[of lly auth d objectives) thereby

balancing the annual federal bud’got;

RESOLVED, that if Congress Assembled fail to obey
the Constitution soastobalance the annual fedaral
budget, that the State of Maryland, by the direction
of Her Governor, through the office of Her Attorney
Generah will charge the Congress as being in
rebellion and of treasonous conduct;

RESOLVED, that the State of Maryland recall her
representatives and replace them with others who
will uphold their oath of office to support an¢ obey
the C {on. bringing suit Her former
rep in their pi y uader
Article 1, Seciion 8. for their treasonous conduct;

RESOLVED, that the Legisiature of Maryland have
- adopted these Resoluti to ind Maryland's:
¢all for, and/or pacticipation in, a Constitutional
Convention so that the peace, dignity and
at of the State of Maryland may be
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PROSPERITY RESTORED BY THE STATE RATE TAX

Unlike any of the political party gimmicks and
chemes currently being offered by career politicians,
he State Rate Tax is part of a plan to remedy out-
ight dishonesty, now practicec by the Congress of the

nited States. As you will see, this plan is not sinply
" ‘nother tax proposal, nor a political party creation to
aintain the current status quo. It is a revolutionary
mncept to introduce checks and balances linked to tax—
tion, which will terminate reckless spending by Congress;
11rest year end deficits accumlated by Congress; and,
reclude inequitable taxation which has been institu-

ionalized by political party loyalists.

Under this plan, the control of Oongress is in part
«ihieved by immediately requiring all federal expenditures
5> be met] by indirect taxation,imposts, duties and excises.
posts are taxes imposed on imported goods or merchandise;
wuties custam charges levied on things brought into
he countpy; excise taxes are inland impositions upon ar-
“icles off consumption (alcholic beverages, c:.garettes,
jasoline, etc.) manufactured for sale or consumption with-—
'n the country. Excise taxes may also be imposed on Zlleg-
L1y earned income (gains or profite); upon income earned
muler lidenves granted by govermment, or uponm income earned
*hrough 3 specifio privilege which government has been
wleyated power to authorise.

|
The |theory behind funding government functions from
raxes laid upon articles of consunption, is that <itizens
are ke hefree to contribute to government in the manner
and freqxfency by which they spend their money.

Taxgs on articles of oconsumption, it must be noted,
contain their own check and balance against political
corruptidn, and are the least oppressive of all taxation.
A tax on artic]es of consmpuon, says Hamlton, nunber:

21, Fedex}alxsb
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" . . . may be compared to a fluid, which will in
time find 1t:s level with the means of paying them.
The amount to be contributed by each citizen will
in a degree be at his own option, and can be reg-
ulated by an attention to his resources. The rich
may be extravagant, the poor can be frugal; and
private oppression may always be awided by a
judicious selection of cbjects proper for such
impositions. (I)t is a Signal advantage of taxes
on articles of consumption that they contain in
their own nature a security against excess. They
prescribe their own limit, which can not be ex~
ceeded without defeating the e.nd proposed__that is,
an extension of the revenue,"

If any particular article of consumption is exces-
sively taxed, it would reduce the wolume of its sales and
the raising of revenue would be eluded. This check and
balance will determine the limit to which each selected
article may be taxed, By forcing Congress to select
specific articles of consumption, as opposed to a blanket
national sales tax, a system of taxation is achieved in
which the general public may actively participate in the
selection of the specific articles to be taxed, and, to
what degree they will be taxed

If, for exanple, Omgress laid a twenty dollar per
pound tax on all imported caviar sold in the United States,
(an excessive tax evep for a luxury article) the wealthy,
and nerchants dealing in this product would undoubtably
cry “foul" and withdraw. their political support from those
representatives responsible for the imposition of an ex~
cessive tax on caviar, If, however, the tax were moder-
ated to a tolerable level,:the purchaser's resistance
would also.diminish and revenue would be generated!

Another inporbant advantage to labor and industry,
when revenue is raised by taxes on specifie articles of
consumption, is that the necessities of labor (food,
shelter, clothing, etc.) tools of production, and sup~
plies necessary to conduct business may be excluded from
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the tax list. This will &allow industry and business to
flourish unimpeded by taxation; employment to expand, and
the welfare of our States' commerce t6 be actwely pro-
tected from oppressive taxation.

Under the proposed State Rate Tax plan, the expenses
of the federal government _those specifically authorized

. by the Cbnstitution of the United States, which are clear-

1y "enurerated and subjoined to Article 1, Section 8,
Clauses two through eighteen are to be funded by indirect
taxation! If the annual expenditures for these Constitu-
tionally authorized functions of Oongress exceed the rev-
enue raised from imposts, duties and excises, then, and
only then, shall Congress be required to impose the State
Rate Tax in order to preclude Oongress from adding a year
end deficit to the national debt.

The State Rate Tax is a direct tax r1aquired to be im-
posed if an annual deficit occurs. This tax is to raise a
sun certain ( annual deficit ), and each states' share is
to be calculated upon its nunber of representatlves (votes)
in Oongress. The tax is to be used only if imposts, duties
and excises fail to meet Congress' annual expenditures.

Upon imposition of the State Rate Tax, the Secretary
of the United States Treasury, to extinguish an annual
deficit, would submit a bill to each states' capitol for
its apportioned share of this deficit. Each state would
be left free to raise its apportioned share within a time
specified by Congress. In the event there is a surplus
of money in the United States Treasury at the close of a
fiscal year (i.e. there is no deficit), this surplus would
be applied to a ginking fund to reduce or extinguish the
national debt. If there is no deficit, nor a national
debt, any surpluses raised fraom impost duties and excise

. taxes may be retumed to the states by the rule of ap~
portionment.



186

FORMULA TOR COMPUTING EACH STATES' APPORTIONED SHARE OF DIRECT TAX

States® No. of Representativens(votes)
in House of Representatives
total nunber of Representatives
in House of Representatives

amount needed, not fundable States'
X by federal indirect taxes = share cf
(imposts, duties, excises) S.R.T.

MATHEMATICAL COMPUTATION FOR THE STATE OF MARYLAND FOR A _
$ 100,000,000 DIRECT TAX APPORTIONED AMONG THE STATES (STATE RATE TAX)

Md's Mo, of votes 8

n of Reps. Maryland's shy:
in Hiouse of Rept- — » 1,839 X $ 100,000,000, = $ L,&3,000, j2Y

* apportioned tar
in House of Reps 435

The folloving chart shows the current rate of spportionment for a frv
States. This chart demonstrates each States' obligation under the State Rate
tax, or, the returnable smount due to the State 1f federsl indirect taxes have
exceeded the annual expenditures of Congress. The chart 1s based upon a
$100,000,000. returnsble surplus, or the same sum certain to be laid as an

aprortioned direct tax:

SR e Lo Conprers amacebied)  On IRNT 10 BE KEvNDRD
Alabams ? 1.609 X = §1,609,000.
Californta 45 10,34 ¥ = $10,344,000.
Delavsre 1 2292 = $ 229,000.
I114notn 24 $.5172 = § 5,517,000.
Msryland s 1.839 2 < § 1,839,000.
Masord 10 2,298 = § 2,298,000,
Nev York 39 8.965 % = § 8,965,000.
West Virginis [} S192 = § 919,000,

" NOTE: Under the rule of apportionsent, Wsshington, D.C. not being s State,

and not beving & vote in Comgrass, fs not subjact to the State Rate Tox.
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ATE RATE! TAX ENDS FISCAL IRRESPONSIBILITY

Arong the many benefits offered by the State Rate
< is its ability to control Congress' current reckless
scal policies, If Oaongress remains fiscally irrespons-
le and attempts to use ita limited power of taxation to
benevolent at home or abrovad, or finanoe ventures that
2 not Copstitutionally authomaed, or ignores the com-
1d that annual deficits are to be cancelled at the close
each fiscal year, the consequences of such actions will
nediately pose a political threat to each states' current
ninistration. In the former case, if Congress continues
exoeed its constitutionally authorized cbjectives, re-
iring the imposition of the State Rate Tax to extinguish
weficit so created, the financial strain on the state
:asuries will became so overtaxed that a politically
desirable burden will be repeatedly thrust upon the
.sting state legislatures, causing them to increase state
xes to fund Oongress' unlawful expenditures. 1In the
tter case, if Congress should ignore the conmand that an
nual deficit is to be cancelled at the close of the fis~
"1 year, and votes to borrow to fund this deficit, the .
cumula deficits will rapidly mount and hang over the
ads of e states' legislators like an axe, ready'to be
portioned at any time and deplete t'he State 'I‘rea.,uxy

In either case, if a states' Oongressmna.l Delegation
cides to| follow reckless fiscal policies while in Wash-
«Jton, D.{., the oonsequences of such policies will place
threa political liability upon the Govemmor of that
ate and Lts legislators, forcing them to bear the burden
. increasing state taxes, or, they may promote their own
litical ﬁut:ure by demanding a recall of their States'
<kless s . This check and balance will stinulate
e Govm%dz_; each state and their lLegislators, to keep
jealous on the spending policies of their represent-
iives sent to Washington, D.C., and will act as a. safe-
aard to ure that a states' Congressional Delegatmn
111 vote financial limitation which its own state can
-3ar.

1]
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TAKING STOCK IN AMERICA'

One of the most damaging things to America's labor,
small businesses and manufactures, is Oongress' reckless
policy of borrowing money which needlessly and destructive-
ly increases our national debt by billions of dollars each
week !

Ixstead of America' s, mory ied interest being asked by
Congress to take stock in America by investing in the
modernization of her small businesses and manufacturers,
so they may once again compete with fareign competitors,
provide employment for Americans and restore America's
strength - and ability to produce her own articles of con-
sumption__all of which makes for a healthy nation (Qongress
through the Department of the Treasury, auctions off bil-
liors &f dollars in interest bearing govermment securities
each week, to a special monied class cartell. Among this
monied class special interest group are foreign financiers
who rush to purchase United States Securities, while Amer-

icas' labor, small businesses and manufactures will not -
only be taxed to pay back this borrowed money, but the
interest thereon which now. amounts to over 11 billion
dollars per nonthl

The sad truth is, Cbngmsis using its power of
taxation and borrowing in a perverted fashion, not to pro-
vide for America}ds common defénse or piromote its general
welfare, but rather, Congress is using its powers to bleed
Americal® small businessman, and laboring class citizen,
to pay financial dividends to an affluant class who invest
in government securities, and use their interest profit to
nodernize the industrial enterprises of commmistic nations
such as Red China, where glave labor exists. Why is it
that patriotic Americans, after taxation, have not a dime
left with which to take stock in America and modernize her
industrial enterprises? Who was it that stated "If treason
. be profitable, let none dare call it treason?"

Because Congress has been left unchecked, and allowed
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to engage in unmonitored spending and borrowing sprees,
Americas’ labor and industry is now paying over $130 bil-
lion pervyear in needless interest payments on borrowed
money, and pay this interest before one dime of collected
revenue is used to provide for our natioms' common defence
or promote the general welfare of the Um:ted States.

: 'nns irresponsible bonwing by Congress has placed
the United States in an extremely hazardous situation,

while it jhas happily increased the profits of interna- -
tional bankers and financiers to the tune of over §$11 bil-
lion per month! .

The ‘enormous  interest paymmts now paid by American
Citizens, because of Congress' pohtlcally expedint lust
for borr&ung causes the private sectors' investment
capital to dry up, interest rates to skyrocket and in-
vestment :credit for business and industry to becomo un-
affordable. This never-ending-borrowing by Congress
has impaired the growth of Americas' small businesses,
has hel to create unemployment in almost every state,
and has forced a number of our states' largest industries
to ei flee our country or go bankrupt.

Undér the State Rate Tax plan, the accumlation of
federal deficits and reckless borrowing to fund these
deficits iwill become a nightmare of the pest,and Crngress
will no longer be free to engage in borrowing policies
~ detriment toﬂmesmtesneedtoexpandaxﬂmdemize
their tnal enterprises., .

STATE RA'*'E TAX SAVES N‘ERICAN CITIZENS BILLIONS

Thejannual cost of maintaining a federal income tax
cbllection agency (IRS) whose budget is about $3 billion,
would be|almost totally abolished, and the annual cost to
the nati. bo&uintimeandmsmm.toreoordcon—
fidenti fmam.ial transactions of our nations' entire
.‘pogzlatxm, under a pretéxt of raising revenue, would also

be ended’ by the State mte Tax :
' i %

i
1
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POLITICAL DISUNITY IN AMERICA REDUCED

The State Rate Tax, because it is a tax imposed y
the state govermments by a fized formula, and not upon
people or thair property,will abolish the present systr
of federal income taxation and all the dishonorable tar
sheltering gimmicks and labbying of Congress to create
special interest tax legislation. Special interest ta:
legislation has caused a dangerous rise in political
factions throughout America, and has led our nation to
become politically disunited. By establishing a fixed
rule for direct taxation,there is no allowance for pol:
ical disunity to be bred through the creation of tax
loopholes and special interest tax sheltering gimmicks.
created by Congress. This will help to bring the Stat
closer together to solve Americas' real social and eco
nomic problems, and reduce political disunity bred amn:
the people by Congress.

RELIGIOUS LIBERTY PRESERVED BY STATE RATE TAX

In view of the alarming development recently occu
ing in our nation, by which the power of taxation has
bean blatantly used to control and regulate into ex-
tinotion a number of emall fumdamantalist ohuroches ani
their gchools, the State Rate Tax will come as a bless
“ing- to our nations' - religious- commmity: <t will pre-
serve their religious freedom guaranteed by the Firat
Amendment of our Constitution, and shield the Amendmen
-from being weakened .under the cloak of raising revenuc

STATE LEGISLATURES BEST JUDGES IN RAISING DIRECT TAX

There is no question as to a states' legislature
being the best judge as to the mode of raising a fed-
erally imposed direct tax. The State Legislature be-
ing closer to ‘the people, is better informed to disbw
such -a burden in an equitable manner, taking into aoccx
unique geographical and economic circumstances, and nc
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ing talation accordingly. The State Rate Tax allows each
State to be its own judge in deciding how its share 6f
this federal burden shall be raised, and will protect all

people,  rich and poor alike, from the costs of the fed-
eral government being raised and collected by Congress in
an unjust, arbitrary manner; it puts the control of such
an_impoftant and personal matter into the hands of the
peoples! local representatives who must meet this obliga-
tion. |

Under this plan a balance is achieved in which
equitable taxation will be the final result, If a state
govermment should impose inequitable taxation, even if it
is only!resorted to when raising a states' share of the
apportioned direct tax imposed by Oongress, and the state
government insists on distributing its burden selectively
upon the States' productive citizens or its -small business-
es at rates which become intolerable, these citizens, or
small biysinesses, are able to flee from such taxation to
states se administrations respect the productive mem-
bers of |society, and which offer equitable systems of
raising|revenue,

‘freedom of a stata' business commmity to flee
oppressive taxation is an important check and balance to
. prevent the. power ofwaumbetng used to -destroy. As
it is practiced, productive citizens have no where
to flee|to escape federal taxation, and so, Congress is
1eft wiengage in mischief and manipulate taxation so as
seek ‘out hard working wage earmers, or small business-
es, asking them to pay a disproportionate burden of fed-

eral axTend.Lttmes, regardless of where they may live.
OPPOSITION TO THE STATE RATE TAX ' '

, nnseinoppositionbomasube Rate Tax claim
ﬂmsysteumuldplaceanmfmtaxbmdanxpontmse

states the greatest woting strength in Congress.
The fact is, the State Rate Tax e not to be imposed
except dire emergency as prekusly outlined, and

. indirect taxes are to be Congress' primary source of
revenue. However, the states having the larger woting

'



192

\

strength in Oongress, and required to pay a proportionat:
share of this direct tax based upon their larger woting
strength, will also have a greater say in the policies
Oongress adopts, and a larger population to absorb their
burden if the State Rate Tax is imposed.

By matching each states' share of the direct tax to
its wting strength, no state can use its woting strengt’
to increase ‘the burden of taxation upon other states wit
out also increasing its own burden of taxation in a simi
lar fashion! Thus, the woting strength of each state o
in no way be used as an economic advantage when the Stat.
Rate Tax is inwvoked; each state pays according to its
voting strength as required by cle 1, Section 2,
Clause 37 Article 1, Section 9, Clause 4 of the United
State Constitution, and this was the intention of our
Founding Fathere.

IN CONCLUSION

Congress has never been granted a blanket power or
unlimited power to tax the people. Oongress has no pow
to directly tax one, for the benefit of another, a viol-
tion of voluntary association; nor a power to be benew!
at homs or abroad at the expense of the American citize
through a tax on his money or -other property. OCongress
may not tax to spend as it pleases, for whatever whim i
may entartain. -Our-Fouxiling Fathers gave us a free cou
and meant for us to remain free, and gave us the tools v
which to keep us free. The tools of the Constitution a:
the checks ‘and balances it provides are to protect the
sovereignty of the Citizen, ‘

There has never been a grant of power from the peo
to the Congress to tax the people of the United States.
State Rate Tax is the Constitutionally provided limited
power of direct taxation permitted to Congress by the -
of the paople. And, we will continue to suffer as a na
until we demand ouwr Congtitution be followed.
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August 30, 1984

Roderick A. DeArment

Chief Counsel

Committee on Pinance, Rm, 8D~-219
Dirksen S8enate Office Bldg
Washington, D.C, 20810

Ros Written Statoment for Tax Raform Hearing, Sept. 17th,
Deur Mr. DoArment:
Please find enclosed for submission to the record
of the hearing to be held on September 17, 1984 addressing
fundamental tax reform a brief written statement.
This brief two-page staterent summarizes the

attached article which I recently published in Tax Notes
Magazine.

Sincerely,

hn A. Newman
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\ Hearing on Fundamental Tax Reform
Sentember 17, 1984

BEYOND .THE 1985 TAX REFORM ACT

It's been said that taxes are what we pay for a civilized
gsociety. Our success at being "civilized" is as much reflected
in how we apportion the burden of taxation, as in how we distri-
bute public benefits, With annual deficits approaching $200 billion,
the national debt climbing toward $2 trillion, and our tax system
in a state of total disarray, there is an immediate need to re-
examine our tax policy and to develop a simpler, fairer and more
workable system of raising revenue.

Numerous proposals have been made for a "flat rate" income
tax, a consumption tax or a European-style value added tax. Thase
arae all rather complex creatures of an earlier age which, at best,
will provide only temporary relief. 1If the United States is to
move successfully into the 21st century, a tax system suited to the
times is imperative. 1In the near future, wa will sea fresh oppor-
tunities for more enduring fundamental tax reform emerging with the
technological revolution,

still somewhat novel, the computer is producing transforma-
tions in our society which will dwarf changes wrought by the in-
dustrial revolution. One change is in the development of electronic
fund transfer systems (EFTS) as a substitute for cash, checks or
other paper transactions. The most familiar example of EFTS is the
popular automatic teller machine. A more recent phenomenon is the
use of EFTS to make direct deposits of payroll and social security
payments, By the end of this century, we could be livinag in a
virtually cashliess society, paying for most purchases with plastic
debit cards verified through voice or handprint identification.

That's very interesting, you say, but what has that to do with
ta» policy and the national debt? The answer is that with the
economy flowing largely through the veins of CFTS networky, there
will exist a unique opportunity to draw taxes -- the lifeblood of
gsociety -~ from the broadest conceivable tax base. One possibility
is for a comprehensive, low-rate EFTS transfer tax as a potential
substitute for the federal income tax. An EFTS transfer tax would
penctrate deeply into the fabric of the everrday economy, co-exist
with the lowest possible profile and, most importaantly, raise con-
siderable amounts of raevenus. This pay-as-you-go "nickle and dime"
tax would eliminate tax returns and other hassles associated with
the “"self assussment" procass, the most irritating feature of the
income tax. An ESFTS transfer tax would be collected automatically
at the tima of each transfer and remitted immediately to the
closest Federal Reserve Bank, saving taxpayers and the Treasury
billions in administrative costs.
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With the EFTS transfer tax, one's tax burden would be based on
one's participation in the economy, perhaps the best measure of
ability to pay. And the EFTS tax would be nearly impossible to avoid.
With the convenience of EFTS networks, large denominations of cur-
rancy could be removed from circulation, thus eliminating the under-
ground - economy. Bartering is inherently inefficient (that's why we
developed money), unless conducted through organized exchanges which
arq easy to regulate. And, of course, the low rate of the tax is the
best prevention against cheating.

Yes, you say, but what about financial privacy? What about
Gaorge Orwell's 19847 Suchconcerns are well founded as wa move to-
ward a cashless era under an inherently intrusive system like the
faderal income tax. With the EFTS tax, by contrast, compliance
efforts would be concerned solely with activity between accounts, not
with either the purpose of the transfer or the identity of the
account owners. Financial privacy, threatened under the income tax,
could be improved if we shift toward a simple EFTS tax.

Finally, movement toward this typa of tax is likely to improve
the quality of our government, The Treasury Department could be
granted statutory authority to monitor and adjust tax rates at short

ntervals, improving coordination between tax and monetary policy.
This will give a helping hand to the Fed, which cannot tackle all our
economic problems alone. It will also free Congress from the con-
stant pressurae from tax lobbyists pushing for special treatment. The
result is a simple, fair, efficient and more responsive system of tax-
ation in which evaryone pays their fair share.

For a detailed discussion of this vroposal, see Tax tiotes Magazine,
July 23, 1984, p.395, .

John A. Newman

100 North Broadway, Suite 1800

St. Louis, Missouri 63102

(314) 421-4800
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— TAX POLICY BASED ON
THE COMPUTER
by John A, Newman
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Dncunlon..u......,........‘...............‘... 396 s
A. Bvalustion of the Faderst Income Tax . . '$00 Manvel, Tex Collertion Trands, Tax Notes, Februsry 8,
L BIMPCHY. v iviiienriirirnrninne, 1084, p.832, 838 Thae wo 11ilion dollsr national debt anticipsted
2EQUItY .. for 1988 represents & doubling of the deb from Spproximalel
3. Efficlency........ et one trittion dollars n 1981 /g Of all the presidents since |02‘
& 8tabllity .. ) .00 only one. President Truman, sveraged an overalt surplus during
olsummn);ym”m“ :""':":::":'::“:.‘"oo his administration The most 1)

oceurred In 1089 during President Nixon's administrstion See
enerally. Manval, Background for those Record Delreits Tex
0103 January 2, 1904, p 88.87
Treasury Secretary Regan recently ummw'd "The tax tew
often g

8. EPTS Networks' Toward s Cashless Society
1. T‘pu of Electronic Fund Tra
2. EFT8 Networks . ...,

3. Risks and Benaits of a Cash Yerrenns 401 :'n.:« temporar, J'.':QK ©f particular interes! groups, (hat M':
y oups. v

C. The EFTS Transaction Tax: A Proposal.......... 402 4dded 10 the complexity of the system and dislorted economic

1. ThO Proposal ........vvvvuuissnines, €hoices * The Bacretary promised 10 deliver 10 the President

(8) Underiying Theory ............... Propossts for funda: a1 Lax reform by December, 1084, a time

The TaxBase.................... frame which emphasizes the politics! nature of the process Soe
5:)’ mc“’.:e.a of :p,. Tax.,... ﬁo’. ‘?om of Donald T. Regan, Tax Notes. Pedruary 8. 1984, p

(d) Tax Rate Schedule .,

(o) Compliance and Collectio 404
1) ’;OIOM‘I'II R.lvénuo‘smcll‘ e e :g;
/] iona! U BONS. ... vuviiiniias
3.('9' fuatio of u\og ', EFTS T The technological fremework for EFT networka,
@ ;}‘,;,;,;é‘;-m'“--""' e which could be In place within ten yoars,
(0] BQUily oo furnishes a unique opportunity for the develop.
(€) Ethiciancy, . mont of an effective tex policy,
(d) Stability
Conclusion ..., e, 408
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Reafflrming the notion that progress sometimes entails

0 returh 1o "D&siCSs," numerous proposals have been
mndo for a radical restructuring of the present system
Intoa ﬂn-uu income tax or aiternatively, for a complete
abandonment of the income tax in favor of a consumption
or valus-added {ax.‘ Although these proposals offer
politically-viable options for interim tax reform for the
next several years, they overlook fresh opportunities for
more ondur‘lr:.e '\mdlmlMll tax reform which are now

oing wit

The combination of exemptions for the poor
and tax preferences for the rich have converted
the theoretically stiractive inoome tex into a
largely proportional tex on the middie class.

tions wilt be died through s The
technologice! framework for EFT networks, which could
be in place within ten years, furnishes s unique oppor-
tunity for the development of an effective tax policy. This
article focuses on one such possidliity: a comprehensive.
fow rate EPT fertex as s p itute for the
income tax.
In otder to consider mu propoul In its proper context,
the toward three objec-
tives: first, 10 review the lmdmoml criteria for & "good”
tex and the faiture of the present lymm to fullill those
goals; second, to explore the fund
hnology and the iated risks and banef
of acashless ooclﬂy and, finally, to evaluate the potentis!
for an BFTS tax in Jight of the traditional objectives of
sound tex policy.

DISCUSSION

A ftvaluation of the Federal Income Tax
Y_hor_o are st least four criteria traditionslly employed in

Althouy h stifl novel, the puter will pro-
duce transtormations in our sociely which are likely to
make changes wrought by the industrial revolution pale
b eomplmo'n Among these ehln 08, the development

ing the qualities of a parlicular tax, Firel, 8 tax
should be simple and easily understiood by those who
must comply with its terms. Second, & tax should be
PONNg both equal burdens upon similarly.

situated taxp. ( (} | equity) and y dil-
forent burdens on lnplyou in dimum financial cireum-

[ F18)are moving us
rapidly toward a cashiess ers in which nearly all transac-

r——
1The Income 1ax was first Introduced in this Sountry bm!ly ll
S wartime duting the A Civil War

$600 (0 $5,000 were taned 81 five parcent. from §8.000 16 uo ooo
81 7.8 peccont, and incomes exceeding §10.000 were taxed &t 10
POrcant The tax expired shorlly after the war. in 1804, the in.

|l (vertical equity). In addition, & tax should be

officient, or & neutral | ion In the at of
rosources as well as an effective method of raising
revanue. Finally, & tax should be & responsive too! of
fiscal conuol in order 10 help stabilize fluotuations in the
economy ! The following discussion examines the current
state of the ingoma tax in light of mu traditionat
objectivie,

+ Simplleity. Even a cursory evaluation of mo present
tax system is enough (o confirm Profeasor Surrey's
observation that, "(owl tax policy is In total disatray !
The Hity of the i fax is ail

COME 1AX Was RQBIN SNACIEY. DUl i Struch down &b
tional in Poliock v. Farmera’ Loan & Trust Co.. 158 U S 601
(1005). 8o0 US Const Art |, section 8. ¢i 1, section 2, ¢t 3,
lmon 9 ¢l 4 pre 9 direct, unapportioneg tex) Polum

h !
ma. 8t which 1ime our Current INcome 1ax was oumod lu
Eunmuy McCarthy, The Foderal Income Tax 3 (3d Ed. 1068)
ogisiative history 10 the original 1813 Act indicates hat mmnu

YEisctronic Fund Transter Systems (EFTS) ate perhaps best
described as a Mﬂ of financial mvlcu baged on computernized
for cash, checks

1ax08 already had been adopied by 82 forei “Qﬂ
states, including France and Russis See. H No 8, m
Cong , Ist 8ese., reprinted in 19301 (Part 11) C 8. | Taday. the
federal corporaie and individual Income taxes sccount for #p.
roximaiely 44 parcent of total {ederal revenues (8 percent and
percent, mne\mly). he single largest source of revenus
Socisli recelpts 101 20 percant, excise taxes, 4
percent, miscellanecus te 3 Mleon! and, significantly, bor-
‘rovm\a will produce the ¢ 22 parcent of
nues 8See Fiscal Year 1848 I iget Estimate
Manvel, Tex Collection Trends, Tax Notes. Februar
34, Numerous bills have been Introduced in
modify the existing incoma tax by brosdening (he tax base snd
reducing reles 809, 0. g Mnnon iruloy(l 1421), DeConcinl
(8. 837), Mattisld (8. 2188

ders) reve. |

and other urv ulnuouom f uy mclwo (1) automated telier
machines (ATMs) (Ihe now-familiar 24-hour banking computers
which provide customars with easy 860088 10 thei? sccounts 10
make or among )
sutomated clesring houses (AGHs) (computerized inter-bank
1ransfer systoms providing paperiess transters of debils and
Sredite among accounts). (:l) polnl -ol-sale terminals (POS)
located in retail estadiish-
mmw. [U) lmmono bin uylno o'mco (TBP) (permits cul-
mnm 10 pa 9 bills via tro
me). Se0 w. The Cashiens soemy em ot the c:on‘
mﬂ 46 (1981); 8 Eloc
lrr:mg Fund Iunclloll:, Fod. Ras. Buli. 398 (JuM. 1983), Tavber,
[

(8. 1040); R
nmcum ma ua) Dum(un 1 10) Ome (H.A,3274),
mnc e (HR 2884), mnuM R. 170, Pa H.A. 26 nd
sut (H.R lm Snd HR 2137). See m m
nm 10 Fuilill the Promige, Tex Notes, January 30, 1984, p. lM.
. Other proposals have besn made 1o mmmm IM ine
em taxin favor of o consumption tax, 900, 0. i

1983, p 347, 01 8 valus-added tan S0 Mclu Valve
Addod Tox: Ellocts on P/odvcumy and !quuy. Tex Notes,
Soplomber 26, 1083, p. 971

] Fund Transler System: Cone
sumer Protection, Podmmnmmu. and Beanch Banking Laws,
10 Ohio N U | .Rev. 323, 328-27 (1089)

4800 Pachman, Federsl Tax Policy & (Rev. 8. 1071). Setling
Nationai Priorities. The mc lwaol 173-200 (Brookings (nst
1983); G Revis I income Tax, Tex
Notes, Aug 4. 1983, p 427 n mmm Tex Relorm: it's Time
10 Pullil the mmm. Tox Notes Jan 30,1984, p 407, 411,

"800, Sutrey, Our Troudled Tex Policy: Falae Roules and
PI?OI Patha to Change, Tax Notes, Specisi Repon Supplement
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(0 ot least two factors. First, the system is conccpwolly
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goluy ptocon '* The proliferation of tax preferences,
dnlublo social policy or merely to

dficult. For o ample, l tax band ~on “net
an

or o denis lol* et ]
mm ‘The inherent difficulty of dmlnqulmmg between
pusiness and personal expenses is evidenced by the
continued inabllity to resolve the treatment of employes
fnnge benefils, & struggle which has endured for 70
yoars.! There also are complications arising from applica-
tion of an annuai accounting period, exacerbated by the
progressive rate structure which rewards deferrat of In.
come and acceleration of deductions, and by the need fo
apply the tax to 8 antities,
such s nnouhlfl ! Despite these coneoplual hurdles,
Congress was confident when it passed the original 1913
Rcw:uo Act that these difficulties would be resolved
over time:

“|a)s soon as this tax and its adminisirative ma-

chinsry become fairly understood by the people
and adjusted by the couniry its operslion and
offects will meet with as much general satisfaction
a8 any tax law. ... All good citizens, It is therefore
betieved, will willingly and cheerfully support and
sustain mu tax).... "

The |

lﬂd [

I , h in recent
' the annus! tax oxoondlluu budget Is now esti-
m a1 $265 billion.'? With hundreds of tax preferences
representing 70 years of shifting political fortune cur-
rently on the books, it Is not surprising that the Code has

dintoa p of i ies In terms
of simplicity, then, mc income tax has been an unmiti-
gated failure, an observation confirmed by the nnd by
over40p of taxpayers to obtain prof 2l assis.
1ance in the preparation of tax returns atacont oxceeding
§1 billion," The foliowing discussion evaluates the feir-
ness of the income tax, traditionatly cons 8 primary
lu.lmonlo» for its complexity.

The Iatest round of compliance messures Is
being Imposed on taxpayers already bewiidersd

‘by an incomprehensible tax system.

& tax generally is

second mulor dolncl eonmbunnzlo the complmly of the

(ncome tax: it:. |
tation. Congress soon discovered IMI "dedyctions and
sxemptions offered a politically attractive means of con«
ferring spacial treatmant, by virtue of the difficulty of
measuring the benefit of & particular tax preferance and

of such beidies from the snnual bud-

YA number of frunge bcnohu Mvo been exempted from taxa:
uon by statute, includ conan ingure
child care and yeo sducational

nponm 800 1..C. sactions 40118, 219 (pensions). 79, 104,
108 (insurance); 120 (child cars). 127 (empioyes oduuuon)
Nonhstatutoty fringe benefits present ditticult

8. Equlty, At mn:tonod earlier,

on similarly-situated taxpayers (horizontal equity) and

ditferentiates in (ts burden on taxpayers participating in
ihe economy to a greater or lasser extent (veriical equity)
inthis latter reQard, the tederal inoomae tax is designed in
theory to be progressive, imposing mmlnllly Qreater tax
burdens with improvemenis in one's abliity |o pay. The
2010 bracket amount and for

eliminate tax for those with low nmlngo. tor those with
more Income, the tax rate schedules are structured with
marginal rates uneln% from |2 percent on Incomes

n i

sues Of delinition, valustion, liquidity snd taxpayer morale. m
higM of the inherent ditficuity of unmmg incidental working
condmom from oumam n 1978, C im«
pose l on  fringe
wwhu Se0 section | F l. u 427, which was omnm 10 run
through 1983, mlm\ 1, P.L 98187, Sec 8OV, 7.
Among the y iloms are lm ule
af company equismant, travel passes, 4nd employes parking
privileges See Quttman, The §ingle-Rate Income Tex: Polic
Quastions and Technical Issues, Tax Notes, Novembar 14, 1983,

p 839, 842:4, for 8 more thorough discussion

'!uumnm K of the Code is & complex sttempt (0 mesh tex
law wllh the commmg ontity md 800regate theories of partner
ship , 86 7. 630
(tlm (cnnom theory used lo oxplain unbm'y on mo»p« of
interest in partnership in return for services), 8//'d, 492 F.2d 286
(7th Cir. 1974); LR C section 101 (1978) (persons emymg on
Dusinesses a8 partness are tiable for tax in their individus!
capacities); /d. saction 702 (pass-through of income, deductions
and credits), Id. saction 703 (parinership basis rules) with t R C
saction 708 (1978) (parinarship has its own taxable year), Io
section T08(b) (partnership has continuous ife). Id section
707(s) (partner may dea! with partnarship in arm's-fength trans.
action). See a/s0 A Witiis, Partnarship Texation, section 27 04
(3d 0d. 1981).
“HM.A Rep No. 8, 63d Cong. Ist Sess, reprinted in 19391
(PantihC 8.1, 3
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appmchmg $6,800 t { o
$162,400." Progressively hlohu tax burdens are lunlmn
A\
"1The firet tax budget was in 1968 ang

Involved 40 items at & cost of approximalely $44 billion. Today.
1he expenditure budget has ballooned 1o several hundred ilems
of & tota) cost for 1985 eatimated a1 §268 billion, 48 compared to
an expected deficit of $180 bilhion. See Revenue Loss Ealimales
for Tex Expanditures by Punction, Tax Notes. Feb & 1984, p

83839, Table Q-2. Se0 0150 Hallield, supra note 4, 8t 411 where
(he author observes that individusls with earnings in the L0p one
PAICANnt enjoy Bppronimately 13 parcent of certain tax expend-
fure benetits See Congreasional Budgel Ofhice, Tex Expend:

tures (November, 1982). p niv.

HAMONG the iargest tax expenditures cwonny inforce are the
ol of pension ($88 billion),
deductibility of n me interest (828 biilion). deducti-
binty of nonbusiness stale nnaTow 18x03 other (han on personat

(822 bitlion); of for
madical insurance premiums ($20 billion). special capitel gain
rates (§16 billion) and deductibility of interest on consumer dedt
(811 bitiion), for 8 total cost of $150 biflion in hiscal year 1985
§00 Revenue Loss Ealimates lor Tex Expenciiures by Funcion,
Tax Notes, Fab. 6, 1984, p. $38:39, Table G-2

1u8es Congressionat Oudw Oflice. Revising the Individua!
lfac.om Tax, (July, 1083). p 2. cited in Hatlislo, supra note 4. a1

“Bee | R C.oeclion 1(0)(3). These rates represent a substantial
reduction from & 10p rate of 70 PRrcent on UNEaINEC INCOMe In
atlect o8 recently a9 1981

w»
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undaer the theory of ability 1o pay: opponoml argue that it
is mouly 8 pretext to “sosk the ncn

201

failure 10 achieve vertical equity siso h [ y
the interplay of infistion 4nd progressive tax rates This

of one’s phil hical views, the th
woeunivlly of the income tax Is not borne out in its
actusl operation. In fact, the income tax is hl?hly 109708~
sive In its complete wxemption from ml munlclpll

Kot creep.” an unlegisiated tax incresse
whleh again, fails primarily on the middie class."*
in addition to & lack of vtvllcll aquity, mo Incomo m
doss not lg\pou equal b
or

on
ple, the deductibitity of lnuml pay.

bond interest and the special 60 p or
lon -term capitst gaing.'* Accmmod deprazistion pom:y

nd--ironically—the steep progressivity o1 the {ax rates
Mvo contributed to the pfommuon ol various tax shet-

monu by homeowners places tenants having equal earn.
ngs 8t a significant disadvantage.® while individusls
lving of! wages pay substantislly higher taxes than

ters offering further oppo

sive taxation.” Moreover, the cumm system only
lnoomo-n does not even attempl to 4 aconomic power

d with lated wealth, which obviously
bears on one's ability 1o pay. In practice, then, the
combinstion of exemplions for the poor and tax prefer-
ences for the rich have converted the theoretically atirac.
tive income tax Into & largely proportional tax on the
middie class.' Qrowing dissatisfaction with the system's

\

“Por 8 tho:ough giscussion of the relative advantages of
ovel 400 Blum & Catvin, The Un.

my Case for P:og/mm Toralion (1983). updeted in Blum,
Reviniting the Uneasy Cade for Progreasive Taxalion, 60 Taxes
16 mm Logisiative history (0 the onging! 1913 Revenus Act
with the existing system of
propomonm OXCING tAxes “These 1axes rest s0lely on consump.
tion. The amount each citizen contributes is Qoverned, nof by his
ability to pay 19x, but by his consumption of the articies taxed it
requiren 88 many yarde of ¢loih 10 clathe, and as many ounces of
1000 10 sustain, the day lsborer, a8 the largest holder of Invested
wedlth, yet each pays ino the Federal Treasury a tike amount of
texes upon Lhe 1ood he eats, while the formar &l present pays &
Iarger rate of tax upon his cheap sull of woolen clothing than the
istter upon his coslly suit The result is that the poorer classes
beat the chis! burden of our customhousd taxation.” S48 H R,

Rép No B reprinted in 19391 (Part monl.i -The lomlulmu,._

of both points
modern wellare state and by the !m that the income m ln
theory Of Practice, has never 10 resch
of Invasted wealth, per 49

“IA.C sections 103, 1202

"Ouring consideration of the 1978 Tax Relorm Act, 8 study
wal made of some of the practicsl effects of tax sheiters The
otudy teveaied, for that & with
$480,000 of income patd (ax at an effeclive rate of 0 3 percent,
another executive paid 3 8 parcent on & salary of $832.000, &
lu et paid 1o 1ax on $151,000, and & dentist paid no lax on

000 of income. Btaft of Joint Comm on Taxation, Tax

‘Mlm of 37 Ind I Ingome Tax Re-
turng, 94th Cong , 2d Sess. 1 (Comm. Print 1976). Congress
responded to thase horror stories by the

" 1mpad

9 squsl s of cortain
i inthe b sector, policy, tax
preferences snd various lccounll»o practices have pro-
duced a wide disparity in effective corporate tax rstes
Indusiries such as rubber, trucking and tobacco paid
um ding 38 p: {in 1982, while other

h tually enjoyed s subsid
180 I8 'l wcwlno dlvorgonco

h as
of nearly 10 pmm " There
an

oontage of totsl federal uvonun Tm corporate mm of
tota! revenues declined from 28 percent in 1980 10 8
percent In 1982 while individuals' share of the burden
increased during the same period from 39 percent to 49
percent.

11 hee been estimated that the Treasury Depart-
ment could save 18.8 cents per payment if Il
substituted direct automated clgering house
transters for monthly soclal securily checks.

In u?m of the foregoing, it is rather evident that the
61 the Income tax system varies greatly according
1o type of income, nature of business and form of owner.
ship. As such, the income tax provides neither equal
u'mmm 801088 income classes, N0t progressivity among
classes
a. Rificlency. A tax is efficient if it 18 & neutrat factot in
1 y aspect of effi.
otoney Is whather the (ax I8 an effective method of raising
revenue. With regard (0 neutratity, the present Income tax
system creates enormous misaliocations of resources.
!ov example, the doduollbtmy oi interest axpense encour-
808 | di ot the ex-
pense of savings and, &9 One commentator has noted, is
artly for the P inthis

18x" 10 exact 8 minimal level of taxation from Investors angaged
in ongoing shelters, the “depreciation recapture’ rules 10 prevent
0caps from cortain ahelters 81 capital gain rates and the “at
Hek" rules |o plm 4 1iG on the use of 1oss deductions out of
§00 sections 65-88,
1248, 1280, m lw 231810 invesiments, however, were given &
Special examption from the at risk fules and it is this area that
umg offers the best sheiter opportunities. See section 488(0)

)

‘gee Packman and Okner, WhO Bears the Tex Burden?
(1974), whete it is arQued that Ihe current system of income tax
is only mildly progressive See a/so Guttman, The Sinple Rate
Income Tax: Poncy Queslions md Technical lisues, Tex Notes,
Nov 14, 1983, p 830, 854, whare the sulhor points oul the
frequently omooond “fat that FICA 1 which exceed the
income tax burden (or approximately one-hail of the work force
018 lovied ON gross wiges and, with the cailing on coversd
WEQUS, 0 10 be 1aIhar tegressive

p P

. dcbtov mentaiity."" Moreover, the tax &
undermines our traditional work ethic insofsr as high
marginal tax rates impose a diajncentive on additional

“mplemgniation of “indening” of tax rale tables, scheduled to
beaginin 1588, 18 dulenle 10 curtall the sHects of infiation and
pravent “dracket creep.“ See |.R C. saction 1(1).

WLAC section 183 1n 1088 this tax expanditure s expectad 1o
cost the governmani approximately §28 billion. See Revenve
Loas Eatimates for Tax Expendilures by Funclion, Tax Notes,
Fabruary 6, 1084, p. $30.

1Ses, Average lllmm co:rrm Tar Rate Pegged at 18
Percent, Tax Notes. November 21 1083, p. 854,

1800 Hatlield, supra note 4, 81 409.
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mom to earn money ¥ In the business context. the.
ot

and y of dividends

encouraQes highly leveraged corporate clplill structures

Tho lvlllunmy o! accelersied dapucmlon having no
P to actusl

202

t
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have naver hesitated to act on their perceptions For
exsmple, one study concludes that the underground
oconomy nciuuny pund durmq loria war 1l when it
pp d8pe of G ition of wage with-

darl Tt b M

having no
aconomlc oonom aside from fax advantages For ex-
ample, as stated recently by the Senste Finance Com-
mittee.

D]espite the glut of rents! housing In certain Sun
it nmom. oyndtcmo 18 shelters have conﬂnuod
10 overd of the ¢
tion doducuom and other tax benelits. ... The
nation’s economic growth is reduced to the extent
that investment is diverted from more ? uclive
investments, with 8 higher pre-tax rate of relurn."*

In light of the foregoing, then, it is rather apparent that
the Income tax has not been & neutral consideration in
the altocation of resources.

The EFTS tranaler tex is based on one’s ablility
1o pay, measured not by net Income or coun-
sumption, but rather by the degree (0 which an
Individual participates In the economy.

in addition 10 8 lack of nevtrality, the income tax has
not been s plmeulmy mocmo maethod of raising reve-
nue Th t 8t the initial
slages of the complisnce pvocm would seem to provide
4 UNIQUe 0pportunity 10 administer a tax without undue
governmaent invoivement The success of such a system,
0f course. hinges entirely upon the colle willing
of individuals 10 disregard their natura! inclinations to

h d the houu wow § percent until 1975
when it began escalating 1o the current level, which has
been esfimated at ? 5 percent of GNP, o/:$222 bilhon *
Uniike wage wuhnommo durnng the 1940s he mon

round o ¢ s i3 being imposed on

payers l"ud by an incomprghensdie
tox system As cuch 1ncraased lrust-ation of coping with
thess & might <o

(1] domwmmo tnuyu morale. the comcmono ol a
voluntary reporting system of taxation Increasingly. 1he
plasent system is DaIng 10081300 88 & tax ON honesty
whlch fower individuais are prepared 10 pay
Stabiiity: A tinal objective oi tax policy Is 10 produce
mmuen helpsy in the Y.
otlhu sutomatically or through manipulstion of tax rates
in theory, the federal income tax has an automatit
stabdiiizing effect by virtue of the progressive rate struce
ure As one's adj d gross dechines, 1ax rates
dIclmo mon Qquickly, Droulvmq 2 greater mouun of
tate the economy
d qrou incomae incresses. 1ax
ively higher taxes, lummmg the

Conversely, as ad)
rates impose progre

rige of discretionary and pl The
overal! effect |l & more st plllun of comumphon "
. It seems unhikely that the

In
1ax conforms 1o ity theoretical model. As incomes in.
Crease beyond a certain tevel, mnlyou enjoy the lum
dom 10 engege In ax
bonds. ¢

into clnlul
qaml. and particis
pation in various tax sheiters ollor opponunmn 10 cire
cumvent progressive 5. The brunt of the tax
burden tends to fsll on midd uu taxpayers who sre
confronted with effective tax hing propor.
tionality. Moreover, 10 the exten additional earnings in
the middie cllu soctor arise from the popular practice of
“of the books"),

of ordina ry i

avoid tax. The naivete of this unfortunate
tantamount to having the lox 100K after the chickens~Is

d by three decades of public op polis confirm.
ing that, regardiess of the true leve! of taxation, taxes
have siways been considered too high.® And taxpayers

10n (he 01her Hand, it could B argued that some taxpayers
sciusily may be molivated 1o work harder in 163ponss 10 the
PIOFIasNIVE 1810 S1UCIVTE, in O1G0r 1O 1ok nome & target levet of
wapes
H5o0 Sonate Pmm:o cmmmn lumnn-oo of Deticit Aeduc.
tion Act of 1984, Se:

NEee Henry, Nonoomplunco with U.8 Tex Law=Eyigence on
Sie, Qrowth, ang Componinon. 37 Tax uw 1, 44 (Fall 1983},
¢iting @ Olllup ‘The Qatiup Poli (1980) Mr ty's line article

ofthe ¢ mnn assumptions
uaed in vmoun Sludies attemping to mlmm 1he s12e of the
"

djob (
the present aymm actually might have 8 destabilizing
offect on the economy.

A second factor in economic stabilization is the respons
siveness of the income tex as & tool Jor eftectuating
changes in fiscal polioy. In this regerd, the current
paymant system implemented largely through wage with.
holding provides & mechanism for & quick response to
policy changes.® The rub, unfortunately, is that untike
monaelary policy, which lﬂIO‘ s ¢lose monitoring ftom the
relatively isoisied Federal Reserve Board, changes in
fisca) policy depend on the opistative process,
laborious eftont which ean & months or years to
compiate.?* As such, even If the present income tax were

a1 the of illege!
drug end telaled trade) esceaded $100 billion in 1976, or 13
percant of total 1eporied 8nd unreported taxable incoms, and
has dean ’mvm o an average rate Of beiween &8 percent
since 197 ax Low at 61:82 interestingly. the aulrm

The ove M.omo.. lane
inferost, mmmu, ewm gains, renty h::\d royalties) Th:l
| ’

fargaly the ptomm of wlboyl. Cabbies, (191d hands, and sireel
vendon " g at8d
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MSee Tann, The Underground Economy in ine Uniled E1aley:
Annusl Eatimates, 1930-00. 30 int Mon Funa Btalf Papar, 28),
207-300 (June. 1883). Tne $222 bilion ligure is dased on &
receni Conaus Bureau Study rep 1n Pax Notes,

26, 190, p. 1208,

:ln mnman, Foceral Tax Pohcy 83 (Rev. 00 1971)

Mid. 8132, 49. For 8 eritique of the lax
Sutray, Our Troubled Tex Policy: Faise Routes and Propar Peihg
lo cnnnoo. Tox Notes, Bpeciat Report Suppiement (1981). p

Hgisialive process. §00

W
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the of fund transfer systems (EFTS).

of the
remasins targely encumbered
§. Summary. As the foregoing di
present income tax system hu
traditional obj of y
1} Y. mo lymm 1] lnllwo

y. lis respo

uSHION IndiCates, Our
li led to achieve the

representing & host oi financial servi
tronic ir tute fer
cash, checks snd olhor pnpw media. "M developmant of
8 virtually cashless tocmy is not far off clrna‘y over 75
percent of cu i

and, p
Io meet the latter three obj.cuvn ploblbly [} at ibutabl
to its inherent
lion by decades of undisciplined use of the uymm 10
|mplomoM social policy or, on & more mundans leve), to
cater 10 political constituents. The result is « tax system

Ly )
. with cash transactions cmoummo 10 loss
than 10 oomm of the total.»
The of this ord is rather timely,
insofsr as tl comes &l & period when our present fax
system I8 in & state of disarray and (he government is

which one recent President 10 be “a di to o for of | 12 In order to
the human race."® The foll ] fores an ide & framawork for the consideration of opporuni-
opportunity d tly by the technological revolue tios for tax reform offered by thess recent technological
tion to nmualun our tax policy Into & more worksble h is d toward
system. thees objectives: firat, 10 review IM vatious Qypu of EFT

currently d, 1o evaivate the prog-

Religlous, charitable and simiier organizetions
presently exempted from the iIncome tax would
not be exempted from the EFTS fex.

8. KFT8 Networke: Toward » Cashiess Soclely.
“We should all be concernad about the future.” wrote
ause we will have to
] The development of
the computer will have an Impcot on our lives which is
oxpacted to make (he industrial revolution of the last
century pale by e
affecting neatly every mgor industry in Amoncn includ.

ro8s being made in the development of €FT networks
and, finally, to explore briefly some of the potential risks
and beneits of a cashless society.
1. Types of Risctronie Funo Teanster lymm Cumm
BFTS gy finds s o in the cre
which was adopled m
1986 by the Amoncln Bankers Associstion Magnetic ink
printed on the bottom of checks computerized the han.
dling of paper transactions. Yoday. l" tymmt have
movad one step further 10 el pap [}
tion medium, There are now several Iypu of EFT8's in
use. Perhaps the most familiar EFTS is the automated
toller maching (ATM) which allows bank customers 24
hour access 10 their accounts. ATMs may be used to
withdraw or deposit cuh o'. more recantly, to transter
funds bet s QAIN 8CCO88 to the
system by inserting & plmlc card containing 8 magnetic
strip and bn onmm? 8 aecret personal identilication
). User-Trigndly programs then direct the

ing transportation, commerce, he professions and bank- number (Pl
Ing.* In this istter regard, P are resp for
»A spaech of P Jimemy Carer

o1 the Democratio National. c«nm\lmp y’y 16, 1976, upnmv
in Quitman, The 8ingle-Rete Income Tex Pol

Technica! fasued. Tex Notes. Novombor 14, 1963
“"sn Capron & s ang Dm f

»in for s tmprove y
In SIthne teservalions. incresse salely in &ir tralfic conirol,
10duce human errors in pnlelmo and have proven indispensidle

10 the space shultle prog are berind

the of no the devel of 8 Universsl
Product Code which improves efficiency and inventory control
in farming provide sources of informa.

hon 1n remote areas. stemming the movement toward large
contrahized (srming (n heaith and medicing, computerized sxal
tomography scanners (CAT Scans) provide video dispiays or
prnt-outs of cross sections of the human body. compuler

prog! help ang o) patients and micro-
[] ded bionic imbs y under with
1n gover X defense, unn::

JUSHiCe are all 8ided By COMPUITS In the Iaw, COMPULers have
DOON JeVRIODA (3 tALINIALE 1es@aICh ANT MANY COUMS 318 UBING
CINPULETS 10 IMPIOve ¢o¢m control. In education. computer«
ansisten (CAY

instruction and testing ln the slock market, Ol-oy volume of 11
mMilion shates nedrly caused § in 1970 today

facitinate the MMlma of over wo mihon "':1“0' lommo!y 800

1]

y Cap an
§87 e30a thoe
400

lidy Ou:i 110A8 ¥Ry e

{ with 8 series of questions. 8o far, pudblic re.
sponse to ATMs has been encoursging from 1981 (o
1982 the number of ATMs increased 38 percent 1o over
36,000 machines while total volume increased 74 percent
10 an annual rate excesding 3 billion transactions *
ATMs provide immaediate Jocumentation, grester access

in 1977 BF TS translers tolalied nedrty $35 (rithon, compared
10 $11 t1I1iON 107 &1 PEDET 11aNSRCIONS, INCIUdINg Cash chechs
and bank carg iransactions Cash payments tolailed $238 bihon
in terms of the number Of transactions, there w oarly 260
biion cash payments, or 88 percent of the totsl Electronic
uymnu totalled only 130 milhion or 04 percent See Tauder,

The £mergence of the Electronic Fund Transler System: Con.
aumar Protection, Federat Antitrust, and Branch Banking Laws
10 Ohio NU L Rev 323, 324 (1983) There currantly 18 Gircu-
1ating oulside banks and goveramedl approxim
of U.8 currency Aside from legiimate purposes. the use of
Cash is cenirat 10 the underground economy and 1o the ke
drug irade See Henry, Noancomphance with U.S <ux Law~
Evidonce on 820, Growth, and Compontion. 3? Tax Law 1
3942 (Fa) 1983)

o0 Statement of Donald T Regan. reprnied in T
Fabruary 8. 1984, p. 439, indicating the need 10 consider &
tives tor tundamentat reform of the income tax system FPro.
POSA!S 8re 10 be clalivered (o the President Dy December. 1984

1800 Tauber, supre note 33, a1324.n 7 tn 1960 there were 12
ihon checks drawn in the United States By 1985 the hgure 1
umud 10 reach u billion chun id #1323, " 2

"Ses
Teanstars, Fod Res Bull 308, :num 1983)
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and convenience, and have proved 10 be fairly safe and

reliable *
One step bey ‘ATM:. lectronic fu n furs are
being made ['] pomlolulo (POS)
ly in retait POS

!VIC cuuomu ingerts 8 plastic card into a terminal ang

SPECIAL REPORY

2, EFTO Networks. The tron of . nationa!
and internations! EFTS networks is central to the dovolop-
ment of & cuman society Generally, networking re-

quires of ang cooperation
among mm lo uduco com “ In Europe, where the
9 ly liberal, s of Euro.
h hed agreement on industry stan.

enters a secrot PINInto 8 keypad 'nu P

calty debits the ‘s while cred the

mmmm s account tor mo same amount. As with A‘IMI,
is d bul, unlike

higss."

Am» the t is o»nuly
A third type of EFT8 aliows bank customers to pay
recurring bills by telephone. Truly decentralized, the
merely teleph the bank and consents 1o
umm pre-authorized transfers, such as mortgage pay-
ments, One disadvantage of tmphcno bill-paying is &
lack of Immadiate doumentation
in addition 10 the K U I8l ingtitutions dur-
ing the early 1970 opumd dovoloomonl of automated
clearing houses (ACH) to help cope with the paper glut.
ACHs$ provide both check truncation systems, where the
depository institutions retain checks while transmitting
the relevant message tucuonluuy 10 receiving banks, a4

dards in the dcvolopmom and sharing of sutomated teller
machines and point of sale terminals Eurocheque is a
consortium of 18,000 member banks with a customer
base holding 26 miition cards.¢

For both inbound and oulbound translers, the
EFTS tax will be imposed at the tull rete, but
there would be e credit of up to one-hall the
normal rate for any taxes actually peld to a
forelgn government.

well as more G services where

having, @.9.. large payrolls, slectronically lulhonu ACHs
10 credit employee accounts directly.* Currently, there
are over 30 ACHs with a total volume in 1982 of 408
million transactions, an increase of 30 percent from &
yoar oartior.' The use of ACHs offers considerable sav-
ings: it has bean wetimated that the Treasury Depariment
could save 18.8 cents per payment if it substituted direct
ACH transters for monthly social seourity checks

in the form
of a receipl, are required by the Rlectronic Funds Transter Act
15 U.8 C sechion 1693 The receipt must contain the amount of
the transter, I"M type of transfer, the lccoum mvolvod (oy u::o
or » or
1dentity of any third party involved ll U l c section 1“36(»
(1):(8). Inthe cass of p lat] by tele:
phone, the cusiomer “must be
whether "!l transattion dLou

section 208.10(s)

2CF
uumm; u U.8 C section 1693d(c). See generally, Tauher,
augu nols 33, at 330-31
There are three lypes of POS systems the simple mode!, the
{ransition model and the nelwork madel The simple model, a3
s name implies, is

_va:";.:QO"O.A‘WHUMHI{ 10 vgm‘M

in thlu country, financiat institutions face numerous
to the p of I and

state | it on

federal antitrust restrictions and uncer-
] ol 0OnBUMAr protection and industry
g of EFT * Neverthe.

national EFT
branch bankin,
tainties in the
ds In tho
, through | y end a ¢
awareness of the nead 1o encourage nnwomnn banks
have succesded In developing BFT networks in several
states. For example, in California, five leading banks have
created interlink, 8 system which will allow their 8 million
cardholders to share automated teller machines and
point of sale terminals. 8imilarly, 10 major Fiorida banks
have formed Interchange Group, an BFT network serving
4 million cardhot'ers ¢ As deregulation continues, cross.
industry cooperaon Is likely to wmon EFT networks
Paine Webbaer, Inc. d to provide its cus-
tomers access (o brokerage accounts through & nation-
wide network of automated rllmcmml operated by
{

-MasterCarg ) ngre
cate, the transition towsrd & cashless society is rapidly
gaining momentum both here and sbroad The following
discussion exptotss briefly some of the chalienges and
banelits of a cashiess sociely.

3. Riske and Benefite of a Cashless Boclely. Movement
lowud 8 cashless society is likely to produce a number of

#nd merchant to ug’o the .ymm only if both
model

it also {s likely to exacerdste certain

a1 the same bank severel
Danks and merchants in & relatively inmited area The network
model, by using computer swilching stations, facilitetes particie
pation by thousands of merchants and banks See Bequal, The
Caunions Society: ERTS al the Crodsroads 31:32 (1981}. In 199)

p obl which have been growing with the computer

i

1he more 10| :mlmw POS mmmm were priced in the neigh. coemre—

borhood of Id. 01 43, “For an excellent articie on the theory of networking. including
®But 900, supra nole 374 Qarding period of the raiirosd. telephone and EFTS indusinies. see

transactions Cariton & Kismer. The Now for Coordination Among Firms,
#Corporations and the lederal governmant are moving rapidly :‘/I.h"l“’c;nl toN 80U Chi L. Rev

toward the use of ACHs for direc dogom of amployes payrolis
So9 Boqual Jupre note 38, a1 20-30 Of the more than 49 million
paymants of (ederal salsries and benelits in December. 1082,
nasrtly 18 million, or 38 percent, were made by EFT See
8chroader, supra note 38, at 306

800 Tlvbol. supra nole 33, a1 328, n 10, Schrosder, supre
note 38, t 306

800 Tauder, supra note 33, at 328, 4 12
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“800. Banking Tomoreow, The Banker 88 (December, 1983)

“For an evaluation of thess laws in the context of EFTS
networking, see Tauder, supra nole 33

4800, Dobit Cards: Banks Begin 10 Widen the Nelwork, Bust:
nots Week 114 (ummw 12. 19803)

“'8e0, Mortzberg & McMurray, Some Banks, afokm Form
Business hom lll V. Feb. 18, 1984. M1 27, ¢0i )
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age Inthe area of security, lor example. cashiess transac- threads 10 privacy, particutatly with respect to the secunty
tions will eliminste counterteting of U S currency. 8 $58 and use o' inancial information it seems likely that this
million problem in 19814 It siso will reduce robbery effort wili continue ¥

burglary and drug traflicking. all of which depend to In terms of efficiency. 8 cashlass society will eliminate
some extent on the anonymily of cash transactions On much of the cost associated with paper transactions.
lho other hand, 8s currency counterteiing and robbery currentiy estimated at $14 bilion a year ** EF TS networks

line, bank card feiting and P theft wili will increase the flow of market information, and will
rise Viss and MasterCard international reported card provide customers with ready access 0 their accounts,
{raud losses of $100 million for 1982.¢* Moreover, while improving market competition and consumer sorvices
the sverage bank robbary involves $3.200, and the aver- Finatly, 8 major benefit of EFTS technology. to which the
age bank fraud, $23,000. the average puter crime der of this article is devoted. is in the opportunity it
involves $300,000 # Security is being strengt by the p for the d p of an effective tax system

developmant of encryption devices tor computers, while
bank card companies are axparnimenting with sophistic
cated holograms and laser printing techniques to (ender
counlmolllng mcu mmcuﬂ and more generalized use

s, voicoprint and hand-
pum devices 10 ensure grester security at the poini of
sale.b' Moreover, Congr
stricter computer crime legisiation.$?

C. The RETS Transaction Tax: A Proposs!

In order to provide an overview of the proposs! for an
EFTS!t ion tax, the f di is directed
toward lwo ob]ocuvn first, wnp‘fom the specifics of the
prop: A 9 th @ theory, the tax base.
the incid of the tax, the tax mnlwcluu compliance
e and coll the ( ravenue effect.
lnd mnmlonll comodouuom The second part of the

the proposal in terms of the tradi
tional olmclivn of tax 9oucv. including simplicity, equity.
efficiency and stability.

1. The Proposs!

The tax generally would be Imposed upon the

tranaferes, uniess the parties by sgreement (&) Underlying Theory. The BFTS transfer tax 1
: D8sec on One's Ability (0 pay, measured not by nel in:

shitted the burden to the iransleror come or consumption, but rather by the degree to which
"n participates in the y. The theoreticat

derp fors l:n on properly m"n"p". 0 nm?u-

10 th of privecy, ment lowar hiess ora uily well-grounded As stated by Joseph Pechman, “[i]n
obwiously carvies Orwaiian overlonss ch e Wi of In which proparty 18 privately owned. the state

al. 1n this regard, Congress has protects the rights of Ihe individual in his property. ...
Conqunuy. the state has siways uqudod property

t In monitoring closely potential objects of 1 W The fore.
[ going ;umhcmon of course, normally appears in the
800, Qlines. Funny Money 18 No Lavghing Maiter. Nation's context of astate and gift tr taxes, but the rationale

[ ut
demonstrated an inter

Business 65 (Janusry, 1983), Mco-nlvy US Weiphs Redesip would seem equally persuasive (n the case of an EFTS
o/ C y To Foil Ad in G 9. Wall §t J, June transfer 1ax Although the ides of a transfer tax is not
6 19044131 col 3 new. the BFTS tax 18 unique insofar as it is designed to
1800, Straster. Qoing Alter Card Counterleiters, ABA Banking penetrate desply into the fabric of the everyday economy,
J 83 (August 1643) Credii carc fraud normalty takes two forms {0 co-oxist with the lowes! possible pre ile and, most

cara fraud based on 108! or $1010n Carde. and fraud based on
q vahd sccount b Losses in the firet

importantly, 10 raise revenue. Unhike n\wnf mdlodmd
ntended to

€410g0y 810 relatively miid. 1nce owners OfLen (eport 8 10st card gift taxes, the EFTS transfer tax is not et e ——
s oo NG SHOT ING TOSF-TAESICONS CEEQOPy RECTUNTE 107 MBfDT srding.e 81 purpose. WSIde 1M NI

108403 4106 the customer 18 Aot aware that the card number hay traditions! objectives of #ound tax pohcy

been taken G 010 negligence in the (b) The Tax B 0. In light of the purpose uf the EF TS

disposal of cardon 10ceipts allow Criminals (o produce counter- 1ax 1o draw on the most compy tax base

foit cards with vaid humblu LOSIES (NvOIved in this category ma tex would be muewud qonmuy 10 reach ' all irans.
07 per card C h d through an electronic

o of duplication Lest year, police n New York 0
0 of 200.000 counterteit Viss. Mastercard and |und transfer system.™ For this purpose and to avoid

ards, 1epresenting 8 potential 1088 of aboul
MAjOr CArd COMPaNIs 418 NvEsLIGALING vaNOUs
asures Id ot 8354 Card holders can minimite
by 10a1ng UP Carbon receipt ng alert during card ¢

nsAclions. baing Caulious of caliers seeking card nuinbers QUi Bupre note 38. at 43-83 for 8 ge! | discussion
over the telaphone and, 1or ATM cardholders. not writing PIN (atutory and common law 1ight of privacy 1e1ates to
numbers on (he cards See. Slater, Credi-Card Molders Can donlo:mm o} the cashiess sociely See a/s0. the Privacy Acl of
Mirimize Losses Oue to Fnud dy Taking Pracauiions. Wall 81 U S C seclion 882s. Right to Financial Privacy Act of

J,Fob & 1984, 81 23, col 1978, Pub L No 95.630 (1978) Snxcnmlly Fink, Erectronic
"an. Cepron & wulumo supra nole 32, a1 406 Funds Transler Symma Massigh or Parah, 47 UMK C L Rey
00, Bequai, supra note 38, st 83-93. USA Today. June 8. 806, 622-27 (1979

uu 3B.¢ol 1. (Hand punt identitication {or sccess to ATM's "Sn Tauber, mm note 33, at 324 OM commnmo: "l

@ 8t Fort Benjamin Harison, ind ) (hat (LX) ) sociely

o ;ln.ng 'Upr the Law. Yno mw u {Dscamber. mn duco processing costs by 38 wum 800 8equir, buprd
nate

would 10f In@ firet time make wa co«mmum afedoral cnma oral Tax Policy 188 (Rev Ed 1971)

punishatle by masimum tines of $100,000 and 20 years imprison- d . &1 188:87 (01 & discussion of the undarlying socia)

ment 10, purposes of the eatate and gt 1axes
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multiple taxation, a single “transfer” would include inter-
mediate transiers in the bank clearing process necessary
to move funds from one account to another. A single
individual could maintain more than one “account’”
creating the potential for lax where 8 person transfers
funds, in effect, to himself. The problem can be alleviated
somewhat by encouraging the continued development of
“universal” accounts offering numerous investment op-
tions. debit card access and so forth This approach
seems better than pting transfers bet 1 an indi-
vldual s wholly owned accounu since such an approach
y raises i regarding the treatment of
transfers "o n a wholly owned account to a joint account,
to an account where the individual acts as trustee for
another person, and to escrow acrounts where the trans-
feror may or may not ultimately recover the funds
As suggested above, the EFTS tax would provide no
exemption or distinction based on the identity of the
account owner, nor on the purpose (0r which the transfer
is made. This mnm ln effect, !hal rehgious, charitable
and similar org ted from the
incoma tax would not be onmpled lvom the EFTS tax As
u preliminary matter, such an approach would not contra-
vene the First Amendment Free Exercise Clauso $' Uni-
form taxation of itincident to a

206
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simply sidestep these various social 18sues, leaving the
IRS 1o perform its primary role of collecting taxes
Finally, the tax base must be structured to accommo-
date international transfers An “international” transfer
will be determined by reference to the gec graphicai situs
of the For both inbound and outbound trans-
fers, the EFTS tax will be imposed at the full rate, but
there would be a cradit of up to one-half the normal rate
{or any taxes actually psid to a foreign government The
United States EFTS tax would not apply to transfers be-
tween two foreign iess of the citi
of the account awner, hk'wi:o the tax would apply to a
transfer between two United States accounts owned by
foreigners. The reliance on geographical situs as a touch-
stone for tax jurisdiction is more in conformity with
provailing world attitudes, which have been somewhat
irritated by the United States attempt to tax citizens on
worldwide income, regardiess of their physical residence
Moreover, efforts by U.S. citizens to circumvent EFTS
taxation through the use of foreign accounts is perhaps
bes! discouraged by keeping EFTS rates low, thereby
minimizing the incentive, and by the development in
other nations of similar systems of taxation

broader scheme of taxation, is permissible In fact, deniat
of tax exemptlion for these groups probably advances
their long term interesis: in an environment of high in-
come tax rales, their I tend to b too
precious, providing the IRS with a degree of leverage
perhaps d when such were origi-
nally introduced A climate of high taxes, coupled with
the authority to review tax exemptions has thrust the IRS
into the forefront of controversial issues unrelated to the
collection of income. As Justice Powell recently ob-
served: “(the IRS's) business is to administer laws de-
signed to produce rovenue for the Government, not 10
promote public policy.... It is not appropriate to leave
the IRS ‘on the cutting edge of developing national
policy. The deniat of {ax exemptions under the EFTS
tax, while keeping downward pressure on tax rates, will

+See Simon. Tho Tax-Exempt Status of Racially Discrimina-
toty Rehgious Schools, 36 Tax L Rev 477, 505-06 (1981) where
1he suthor concludes “What mlle Judicial authonty there 13 on
that that the C does not require
any tax for rel
burdens on free exercise (Mough the use of me uxmn power
have iong been accepted ” The Code exempts from income
taxation more than just religious organizations Generaily. ex-
emplions fall into two taun The first group—public service

ncludes

and
. 80CI8! welme or-
and

h 'l . private f
] . political cemetery corp
foeder The second qroup—mumat

benefit omlmunons—mc!udu tocm clubs. mumul socielies,
Isbor unions, trade
See | R C section 501(c). Bmm hdom Taxation of Income,
Trusts and Estates. st para 100 1 1 (1981)

WBob Jones Umversity v. United smn. 51 USLW 4593
4603 (1983) ("As former IRS Commissioner Kurtz has noted.
questions concerning religion and civil nghts ‘are !ar afigld from
the more typical tasks of 1ax sdministrators—determining tax-
abte income * Kurtz, Difticult Detinitional Problems in Tax Ad.
ministration: Relig:on and Race. 23 Catholic Lawyer 301, 301
{1978) ) See. #/30. Bittker & Kaulman Taxes and Civil Rughts
"Constitutionahzing” the Inlmul Revenve Code. 82 Yalet J 51
(1972)
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The EFTS transaction tax would be collected
automatically at the time of each transfer and
remitted Immediately lo the U.S. Treasury.

(¢) Incidence of the Tax. The tax generally would be
posed upon the t €@, unless the parties by agree-
ment shifted the burden 1o the transferor. The general
rule ensures that payments by the government are subject
to tax, the exception provides flexibility to accommodate
parties' relative bargaining gths and for situations
where the recipient has need of a particular net amount.
Incidence of the tax would be shifted to the transteror by
having the transferor enter the appropriate direct:on at
the time of transfer, a self-policing feature. The shn'(
would be impl ted unless the feror
insuthicient funds to pay the tax, in which case the
computer would override the command and deduct the
tax from the psyment,

(d) Tax Rate Schedule. B of the prehe
siveness of the EFTS transfer tax, the tax rate schedule
must be siructured to date not only the in-

ble daily t of s, but aiso the
1arge inslitutional transfers by banks, corporations, and
government In this regard, a progressive rate structure
would impact particularly hard oh institutional transfers,
as would a strictly proportional tax For example. a
straight 2 percent tax on the purchase of a $10.000
automobile would be $200, a tolerable amount. Yet, on a
$50 million short-tezm loan, the tax would be §1 milon. a
prohibitive amount Accordingly, the proposal incorpo-
rales a rate schedule baged on a proportional tax of 2
percent for the first $50,000, with incrementally reduced
rates thereafter. The $50.00U benchmark is large enough
1o capture fiearly all daiiy {with the Pl
of major purchases and investments) and the strictly
proportional 2 percent rate eliminates “bunching” and
other timing concerns under progressive rates
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Amount of Transter Tax Rate
up to $50,000 2 percent
$50,000-$100,000 1 percent
$100.000-$150,000 .5 percent
$150,000-$200,000 .25 percent
$200,000-$250.000 .05 percent
over $250,000 .001 percent

Based on the foregoing rate schedule, the purchase of a
$10.000 sutomobile would still be taxed at $200. The $50
million loan, though, would be taxed at the tolerable level
of $2,397, an amount often exceeded by prolessional fees
and commissions.

ang Coll: The EFTS transac-
tion tax would be collocua lutomallcllly at the time of
esch fer and ly to the U.S.
Treasury. The self-assessment process, including the
various individual, corporate, partnership, trust and estate
tax returns under the present income tax system would
be eliminated. Auditors would focus their efforts primarily
at the network level. Because of the relatively low rate of
tax in any one inst and the el ion of cash from
society, taxpayers generally would have neither the motive
nor the opportunity to circumvent the tax. For those
intent on evading even the EFTS3 tax, the use of bartering
might prove useful.’* Yet barter tends to be seli-limiting
since itis inherently inefficient unloss conducted through

207

volume ol payments made in the United States, through
whatever medium, for 1977, In that year, total payments
approached $46 trillion.# At an effective rate of 1.5
percent, the EFTS tax would generate $690 bithon If, for
the sake of conservatism, the yield is downgraded by 40
percent, then the EFTS tax would still produce about
$414 billion, compared to a combined yield in fiscal year
1982-83 for the corporate and individual income taxes of
$393 billion ¥* These are rough calcutations, of course,
and should be refined by further study, although they do
at least suggest that the EFTS proposal has substantial
revenue potential,

{9) Transitional Considerstions. Transition to an
EFTS tax involves two primary considerations. First, of
course, the proposal hinges entirely on the development
of extensive regional, nationa! and, perhaps. international
EFTS networks. The private sector has demonstrated a
willingness to bear the cost of such development, a
process that would be facilitated by & more concerted

effort 1o p te EFTS networks. In this

ngavd the financial communl(y probably would receive
greater support if it succeeded in ldonmylng EFTS tech-
nology with the government's need to raise tax revenues
Secondly, as EFTS notwockc are ombmhed thetr
pled with the

gudunl recall of denominations of cumncy larger than
2 bills probnbly would suffice to charne! nearly all

organlud axchangu. which are lal'ly easy 10 [
T8't y could | d

" one's privacy. complilnco offorts would be concerned

solely with activily between accounis, not with either the
purpose of the transfer or the identity of the nccoum

tr through the EFTS system At
that juncluro. the statutory framework for the EFTS tax
could be established. A preliminary EFTS tax would be
imposed at very low rates, more for purposes of testing
and reﬂnlng mo system than for uulng revenue. As the

ownou Financial prmcy. which has been threat
the | | tax, might actually be
improved under tho EFTS‘ tax.

The self-assessment process, including the
various Individusl, corporate, parinership, trust
and estate tax returns under the present in-
come tax system would be eliminated.

(1) Potentis! Revenue Effect. it is rather difficult to
predict the revenue potential for this EFTS proposal In
the absence of econometric testing. In order to provide a
rather rough Ind of its p L it is
assumed for purposes of discussion that the effective
average EFTS tax rate would be 1.5 percent and that the
tax would succeed in capturing a base equal to the total

“Other possibilities for avoidance might inciude the use of
foreign currency and “private” currency such as promissory
notes as & of Foreign of course, is
subject to exchange rate risks and it appears that other advanced
nations siso are moving rapidly towards the development of
EFTS and, y Currency of

isp y 100 risky to bacome widely
d With uqud lo prommovy nou& the credit worthiness of
the debtor img ".ses an additional risk and would tend {0 prevent
widespread use At any rate, the best assurance against avoid-
ance of the EFTS tax is in ita fow incidence on any particular
transaction.

404

are the y of
\ho Tunuvy would be vested with statutory authority o
increase the EFTS tax over the course of three to five

“ suber, supra nole 33, a1 324 According to the Federat
Re. ank of Cleveland, Annual Report for 1977, the values
of payments made in the United States in 1876-77 reached the
following in biflions

Type AMIL__..!MDM!.
A Cash $ 236 951
B8 Bank Credit
Paper Based Message

Retail Payments 2,106

Bank Card 33

Other Card 38

U'S. Treasuyy 400

Business B4
Total Paper $11,001 2394
C Bank Credit
Electronic Message -

Retail ACH : 3

Retail POS 0t

Teeasury ACH 2

Off-Line Bank Wire 5,100

Ofi-Line Fed Wire 2,040

CHIPS 9.200

On-Line Fed. Wire 18,350
Total Electronic $34 716 1 7585
Tolal Non-Cash $45 " 9949
Grand Total $45 9531 100

4'Ses Manvel, Fiscal Facts and Figures: Tax Collection Trends.
Tax Notes. February 6, 1084, p 532, 633
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years to the target level Thereafter, the Secretary would
be authorized to adjust the rate as necessary pursuant to
a predetermined range. As the EFTS tax s increased, the
income tax could be reduced. and possibly phased out

SPECIAL REPORT

bsidies, might be justified. Direct subsidies, of course.
involve difficult “above board" political choices which are
likely to discourage their use In any event, as this
counlry continues its shift toward a service economy.

completely The result i1s a rather h t ionto a
new tax system.

of py iding are likely to di

of the Proposed EFTS T tion Tax

(o) Simplicity. The simplicity of the proposed EFTS
tax is 8 primary advantage over existing income, con-
sumption or value-addad taxes The EFTS tax is easy to
understand and easy to pay. The simplicity of the tax and
the elimi of the self process should
help to restore harmony betwean the government and the
taxpayers. who have been pushed to the verge of revolt
under the income tax ¢

(b) Bquity, As noted earlier, tax equity requires, first,
that similarly-situated taxpayers be taxed alike (horizontal

A capital intensive firm would pay the same lax
on a purchage of equipment that a service firm
pays on a commensurate amount of psyroll.

Wllh rogud to vertical equity, the proposed tax rate

equity) and, second, that taxpayers in diff
circumstances be taxed differently (vertical equity). In
terms of horizontal equity. the compmhonsweness of the

lly is regressive In practice, however.
the §50,000 th on the 2 p rate provides
proportional treat t for the overwhelming number ol
at the no \al level. The red

EFTS tax base and the ab of | distincti

among taxpayers suggests that similarly-situated tax-
payers—those exercising equal amounts of resources—
are taxed equally. For example, both mortgage payments
and rent payments are equaily taxed, umovlng the bias

rate brackets are likely 10 be used primarily by institutions

and are necessary to prevent the tax from becoming an

undue burden on . When the compr

ness of the EFTS tax Ia conuderea. it 18 hkely to prove
o in ils to wealthier individuals

against tenants under the current tax aystem.
with littte or no cash In circulation, there would ve
virtually no underground economy, ensuring that simi-
lnhfly-nllunod taxpayers do, in fact, contribute their fair
share.

Financisi privacy, which has been threatened
by the Intrusive of the | tax, might
aclually be improved under the EFTS lax.

In the business sector, a capital intensive firm would
pay the same tax on a purchase of equipment that a
service firm pays on a commensurate amount of payroll.
The roughly proportional tax rate and the “pay-as-you-
90" approach inherent in the EFTS tax eliminales many
of the timing considerations which are so important
under the present system. For manufacturers, the EFTS
tax does have the potential to pyramid, with the final
purchase price of 8 product reflecting the tax burden
accumulated at each step in the flow of goods. In this
respect, the EFTS tax is remotely similar {0 the value-
added tax. If tax accumulations become overly burden-
some (which seems unlikely, given the low rate) and
certain -businesses are not able to avoid such elfects
through vertical 9 of then method
of relief extraneous to the tax oytlem such as direct cash

whon compared to the affects of the present income tax
system. This consequence is attributable to the lack of
incentive and the inability of wealthier individuals to
engage in effective EFTS tax planning and because the
tax the of power, some-
thing not Mwaya subject to the income tax.9

With regard o its impact on poorer segments of the
population, the EFTS tax produces some regressive of-
fects. insofar as it will tax certain individuals not curtently
subject to the income tax. Some of these individuals, no
doubt, are participants in the underground economy and
would be subjectto | taxif d d. Others, of
course, are in different circumstances and the EFTS tax
will Impose an additional burden. Nevertheless, the total
dollar effect of the tax is likety To be rather stight (between
$200-$400 on $10,000 of economic activity), and could be
factored into extraneous forms of relief provided through
food stamps, AFDC and other welfare programs Data
derived from the EF TS system will enable welfare officiats
(o levlrw oconomlc activity by those receiving welfare
10 their needs

Concododly. the EFTS tax does not attempt theoretical
perfection and, perhaps becauso of that, it is likely to
achieve a tolerable measure of fairness The low rate of
the tax is the best plevenuon lgalnsl moquny ln lny
particular and i
do surface, they still can be remedied lhvough progums
extraneous 10 the tax system.

95g¢ Surrey supra note 62. a1 4
“in 1981, there were reported 574,130 robberies in the United
smn See. Report 10 the Nation on Crime and Justice. U S

$n addition. the EFTS tax will help restore discipline in
Congmu Ong by-product of the EF TS tax 13 the of

he multi-billion dollar tax budget under the income
ux For a ol the o of the feg
process p e8¢ see Sut-

ray, Our Troubled rn ﬁohcy Faise ﬂoms and Proper Paths to
Change. Tax Notes. Special Report Supplement (1981}.p 9
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of Justice 7 (October, 1983) The Report conciudes
th. "Blacks are more Iikaly to be victims of vicient cnme than
whites or members of other raciat groups. ... Violent crime rates
are higher for lowar income people " /d at 19 To the extent
robbery it teriuced by the cashless socrely, Quahty of Irfe will be
imptoved for this group, clearly s progressive feature

405
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(c) Elficlency. A tax is efficient it it is a neutral
consideration in the allocation of resources. A secondary
concern is with its eflectiveness as a revenue raiser. With
ragard to neutrality, the EF TS tax probably will have little
impect on the allocation of resources. The tax rate is
sufficientiy fow to minimize its Snﬂuence on any smgte

i and its apphcation
and covlain 1o limit attempts to avoid the tax. The tax will,
however, place a smalt premium on streamlining pay-
ment channeis. For example, if father intends to pay son's
college tuition, it wou!d be less costly tor father to pay the
college directly, rather than indirectly through the son's
account.

When the comprehensiveness of the EFTS tax
Is considered, It Is likely to prove progressive
in Its spplication to wealithler individuals when
compared to the effects of the present Income
tax system,

Moreover, as indicated in the previous section, the
EFTS tax s likely to pyramid in multi-party manufacturing
processes To the extent the tax becomes burdensome, it
will provlco an incentive for firms to Integrate vertically.

lation of tax is not likely 1o be
urlous in Nghl of the low 2 percent rate. In any event, if
the need for relief is compelling then, as mentioned
earlier, direct cash subsidies could be provided and
closely monitored.

With regard to the effectiveness of the EF TS tax to raise
revenue, perhaps its principal ldvunlaoa Is iha( it vnll

!ys(om whicn does nol rely onthe oxpenso inconvenignce
an of "

(d) Stabllity. A (maI obwclwe o! tax policy 18 in the
ability of a particular tax to stabilize fluctvations in the
y, either ly through the rate structure.
or through its uwonllvanoss to changes in government
poticy. Inthis regard, the proportional nature of the EFTS
tax is not likely to provide inherent stability since tax
burdens will change only in direct proportion to one's
ability to pay. Yet, the present income tax is roughly
proportional {and somelimes regressive) in its actual
aperation, so the iack of true progressivity in the EFTS
rate schedule is not likely to impose s disadvantage not
already encountered under the income tax
In terms of the respor of the tax to changes in
government poticy, the EFTS tax is likely to provide a
tlgnlﬂcam advnnlngo over the income tax The respon-
hinery to changes in govern-
ment poncy is ltmbuubla to tho control exercised by the
Federal Reserve Board over bank reserves. Likewise, the
EFTS tax would be used as a subtie 1001 of fiscal control
by vesting in the Secretary of the Treasury statutory
discretion to adjust the rate schedule uniformly across a\
predetermined range. Adjusiments in response to Trea-
sury policy could be accomplished quickly with minor
editing of the EFTS collection programs. The result
would be a system providing a new opportunity to co-
ordinate more closely the country's fiscal and monetary
policy.

The EFTS tex Is likely to pyramid in multi-party
manulacturing processes...and to the extent
the tax becomes burdensome, it will provide an
] tive for tirms to Integrate vertically.

operate vlrlually in a cashless envir

the y which conti ", has p

the o"ocﬂvenou of the income fax The breadth of the
tax base allows the tax 1o permeate the economic process,
ensuring a smooth flow of revenue The nature of the EFT
system will allow automatic collection of the tax and
immediate remittance 1o the Treasury. The effectiveness
of the fax will produce savings in other areas of govern-
ment. For ple. court dock now bered by
numerous tax protester cases and other tax-related liti-
gation would be relieved substantially ** In addition, both
taxpayers and the IRS are likely to benafit from a simpler

“@etween 1978 and 1881, the number of tax protester returns
increased from nearly 7,000 to over 21,000 See, Tax Protesters
Doltar Theoty vs. the IRS, Tax Noles, August 23, 1982 p 771
See aiso, Grimes v. Commissioner, No 744-83 (U.5.7.C. 2/6/84)
where Judge Fay imposed & $2,500 damage awaid 8gainst a tax
protester under section 6673 for repeatediy fhiing frivolous
cases The judgs remarked that, “this Court {has] continued 1o
be with 8n ever 9 number of ‘tax protester
cases " in order 1o sl the lem, Congress is

CONCLUSION

Since the age of Caesar, governments have strived to
create a truly simple, fair and efficient method of raising
revenus. As we move out of the industrial revolution and
into a post-industrial technologica! society, opportunities
for tax reform naver before encountered will emerge The
proposal for an EFTS mnucuon tax is not an overnight
solution: it p EFTS network,
something “which wilt nlll take 8 number of years to
complete. During the interim, however. it seems worth-
while to bogln Vormullling tax policy to take advamago of
these tech asthey b avail-
able. In this rogard. itis nopod that this proposal will
stimulate interest in the possibilities for tax reform in a
post-industrial America.

8 proposal to grant smnesty fo tax cheals A similar oropow
netled Massachusetis ovar $40 mitlion in back taxes See, Tax
Notes. Janusry 30, 1984, p 352

A08

“Currently, over 40 percent of taxpayers tequire professional
assistance in tax return praparation, st & cost of over $1 billion
Soe. supra note 13
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