S. Hra. 99-4

NOMINATIONS OF RICHARD G. DARMAN AND
RONALD A. PEARLMAN

HEARING

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-NINTH CONGRESS

FIRST SESSION
ON
NOMINATIONS OF

RICHARD G. DARMAN TO BE DEPUTY SECRETARY OF THE TREASURY

RONALD A PEARLMAN TO BE ASSISTANT SECRETARY OF THE
TREASURY

JANUARY 29, 1985

Printed for the use of the Committee on Finance

%\

U.S. GOVERNMENT PRINTING OFFICE
43-5480 WASHINGTON : 1985

S3¢[-5|



COMMITTEE ON FINANCE
.BOB PACKWOOD, Oregon, Chairman

ROBERT J. DOLE, Kansas RUSSELL B. LONG, Louisiana

WILLIAM V. ROTH, JR., Delaware LLOYD BENTSEN, Texas

JOHN C. DANFORTH, Missouri SPARK M. MATSUNAGA, Hawaii

JOHN H. CHAFEE, Rhode Island DANIEL PATRICK MOYNIHAN, New York
JOHN HEINZ, Pennsylvania MAX BAUCUS, Montana :
MALCOLM WALLOP, Wyoming DAVID L. BOREN, Oklahoma

DAVID DURENBERGER, Minnesota BILL BRADLEY, New Jersey

WILLIAM L. ARMSTRONG, Colorado GEORGE J. MITCHELL, Maine

STEVEN D. SYMMS, Idaho \ DAVID PRYOR, Arkansas

CHARLES E. GRASSLEY, Iowa

WiLLiaM DiereNDERFER, Chief of Staff
MicHAEL STERN, Minority Staff Director

(I



CONTENTS

NOMINEES
Page
Darman, RIiChard G .........ccccovvriivviiemnnisieeisesrensessesesessasessssstsessstsssssessetessassossssssssens 6
Pearlman, Ronald A ... ssssessesssesssstsssstomssssacssanes 43
ADDITIONAL INFORMATION

€Committee press release.............cooouun.s 2
Prepared statement of Senator Dole 3
Prepared statement and a biographical sketch of Richard G. Darman................. 7,8
Letter from the U.S. Office of Government Ethics.........cccoceveeivevrervevcvieroereernione 13
Questions from Senator Mitchell and answers from Ronald Pearlman................ 19
Prepared statement of Senator Grassley..........ccvieivenersinireninnessesiesesseesenssnns 26
Article from the Washington Post dated January 28, 1985.............cccoeeveevrereirnnns 31
A biographical sketch of Ronald A. Pearlman...........cocoouvvvveimvenienisrecieesiesens 44
Letter from the U.S. Office of Government Ethics.........cc..corveveenirererirairinneeisereriins 48

Questions from Senators Symms and Matsunaga and answers from Ronald A.
PEATIMAN........coiirrreenirinte et sesae s st st bses s et essesassssesessrosacssssseansas 62, 63

COMMUNICATION
National Association of Home Builders..........ccuvcrerivenieennissnssinssesssssesesssiesessens 65
(I
\
\



NOMINATIONS OF RICHARD G. DARMAN TO BE
DEPUTY SECRETARY OF TREASURY AND
RONALD A. PEARLMAN TO BE ASSISTANT
SECRETARY OF TREASURY

TUESDAY, JANUARY 29, 1985

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 10 a.m. in room SD-
215, Dirksen Senate Office Building, Hon. Bob Puckwood (chair-
man) presiding.

Present: Senators Packwood, Roth, Danforth, Wallop, Grassley,
Lﬁng, Bentsen, Matsunaga, Moynihan, Boren, Bradley, and-Mitch-
ell. '
Also present: Senators Warner and Trible, of Virginia.

[The press release announcing the hearing and the prepared
statement of Senator Dole follow:]
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Press Release No. 85-102

PRESS RELEASE

FOR IMMEDIATE RELEASE UNITED STATES SENATE
January 2 4, 1985 . COMMITTEE ON FINANCE

SD-219 Dirksen Senate
Office Building

FINANCE COMMITTEE SETS DATES TO CONSIDER NOMINATION

Senator Bob Packwood (R.,Ore.), Chairman of the Committee
on Finance, announced today that the Committee would conduct a
hearing on Tuesday, January 29, 1985 on two nominations by
President Reagan that have been referred to the Committee.

The hearing will commence at 10:00 a.m. in Room SD-215 of
the DIrksen Senate Office Building.

The two nominees are:

1. Richard G. Darman, of Virginia, has been nominated to
be Deputy Secretary of the Treasury. Since 1981,
Mr. Darman has been Assistant to the President.
From 1977 to 1981, he was an Officer and Member
of the Faculty of Harvard University. From 1977
to 1980, Mr. Darman was a Principal with ICF
Incorporated, a Washington based consulting firm, Prior
to that time, Mr. Darman was Assistant Secretary
of Commerce for Policy from 1976 to 1977; and
a Fellow at the Woodrow Wilson International School
for Scholars from January 1974 to April 1975.
In 1973, Mr. Darman was Agsistant to the Secretarv

of Defense and later that year held the position
as Special Assistant to the Attorney General,

/’M}. Darman received a B.A. from Harvard College and
M.B.A. from Harvard University Graduate School of
Business Administration.

2, Ronald A. Pearlman, of Missouri, has been nominated
to be Assistant Secretary of the Treasury. Since |
August 1984, Mr. Pearlman has been Acting Assistant
Secretary for Tax Policy at the Department; and was
previously Deputy Assistant Secretary for Tax Policy.
From 1969 to 1983, Mr. Pearlman was a Partner in
the firm of Thompson and Mitchell, located in St. Louis,
Missouri; and an adjunct professor.of law at Washington
University School of Law in St. Louis. Mr. Pearlman
was an Attorney-Adviser at the Internal Revenue
Service from 1965 to 1969.

Mr. Pearlman received a B.A. and J.D. from Northwestern
University; and a L.L.M. from Georgetown University
Law Center.



STATEMENT OF SENATOR DOLE

NoMINATIONS OF RIGHARD G DSRMAN TO BE DEPRTY SECRETARY OF THE
REASURY AND RONALD A, EARLMA? TO_BE ASSISTANT
ECRETARY OF THE |REASURY FOR IAx PoLicy

MrR. CHAIRMAN--

I AM GLAD THAT YOU HAVE SCHEDULED THIS HEARING TO EXPEDITE
SENATE CONSIDERATION--AND, | AM SURE, APPROVAL--OF TWO
OUTSTANDING NOMINATIONS TO THE TREASURY DEPARTMENT, WE HOPE
VERY SHORTLY TO COMPLETE SENATE ACTION ON THE NOMINATION OF
JiM BAKER TO BECOME SECRETARY OF THE TREASURY, WHICH NOMINATION
THIS COMMITTEE CLEARED LAST WEEK, WITH THE TWO NOMINATIONS |
NOW BEFORE US THE NEW TREASURY TEAM WILL BE OFF AND RUNNING,
THEY NEED TO BE, BECAUSE THERE IS A LOT TO BE DONE.

RoN PEARLMAN Is TO BECOME ASSISTANT SECRETARY OF THE TREASURY
FOR TAax PoLICY, RON, OF COURSE, HAS BEEN ACTING IN THAT
POST SINCE LAST AUGUST, AND IT IS GOOD THAT WE ARE FINALLY
GETTING AROUND TO MAKE HIS POSITION OFFICIAL. THE MEMBERS OF
THIS COMMITTEE HAVE WORKED CLOSELY WITH RoN PEARLMAN SINCE
1983, ON TAX LEGISLATION AND ON REGULATORY MATTERS THAT HAVE
COME UP IN THE TAX AREA, | AM SURE MY COLLEAGUES ON THE
FiNANCE COMMITTEE SHARE MY BELIEF THAT RON WILL BE A STRONG
AND EFFECTIVE ADVOCATE FOR THE TREASURY IN THE UPCOMING
TAX REFORM DEBATE. HE IS SOMEONE WE TRUST AND KNOW WE CAN
WORK WITH,



. Not ONLY HAS RoN PEARLMAN DEMONSTRATED HIS SKILL IN
TAX POLICY AT THE TREASURY, HE HAS COMPILED A DISTINGUISHED
RECORD AS A MEMBER OF THE TAX BAR IN ST. Louts AND
A PROFESSOR OF TAX LAW AT WASHINGTON UNIVERSITY. [ HOPE
WE APPROVE MR, PEARLMAN’S NOMINATION WITHOUT DELAY,

RicHARD DARMAN

MR, PRESIDENT, RICHARD DARMAN HAS HAD LESS DIRECT
INVOLVEMENT WITH THE MEMBERS OF THE FINANCE COMMITTEE,
BUT WE ALL KNOW HIM AS THE VERY ABLE ASSISTANT TO THE
PRESIDENT WHO, AMONG MANY OTHER RESPONSIBILITIES, WAS
INSTRUMENTAL [N PUTTING FORTH THE PRESIDENT’S TAX AND
BUDGET PROGRAM AND SECURING CONGRESSIONAL APPROVAL FOR
THE "REAGAN REVOLUTION” IN ECONOMIC POLICY, S0 HIS
DUTIES AND OUR OWN HAVE OVERLAPPED VERY, VERY OFTEN IN
THE PAST FOUR YEARS,

Dick DARMAN 1S NOT JUST A BEHIND-THE-SCENES POLICYMAKER
AND STRATEGIST: HE MADE AN EXCELLENT RECORD AS ASSISTANT
SECRETARY OF COMMERCE UNDER PRESIDENT FORD, AND HE ++S HAD
CONSIDERABLE EXPERIENCE IN BOTH THE PUBLIC AND PRIVATE SECTORS
WITH ISSUES OF ECONOMIC POLICY AND INTERNATIONAL LEGAL
QUESTIONS--A BACKGROUND THAT SHOULD:-SERVE HIM VERY WELL INDEED IN
HIS NEW POST, [ WELCOME MR. DARMAN TO THE COMMITTEE, AND I
TRUST WE WILL HAVE MANY MORE OPPORTUNITIES TO WORK WITH HIM
IN THE YEARS AHEAD,

MrR. CHAIRMAN, | HOPE WE CAN SECURE SENATE APPROVAL OF
BOTH THESE NOMINATIONS WITHOUT DELAY,
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The CHAIRMAN. The committee will come to order. This morning
we are going to hear testimony and ask questions of two nominees
suggested by the President—Richard Darman, to be Deputy Secre-
tary of the Treasury, and Ron Pearlman, to be Assistant Secretary
for Tax Policy. I think that both of these men are well known to
the committee members, Republicans and Democrats. Ron Pearl-
man, of course, is very, very well known to us as he has already
served in a significant tax capacity for the past 4 years. And I
think Dick Darman is known to usg, not so much for his tax back-
ground, but certainly we have dealt with him in a variety of areas
on other subjects in his capacity in the White House rather than in
the Treasury Department. I think we have two Senators here to in-
t‘{,oduce Mr. Darman this morning. We will start with Senator

arner.

Senator WARNER. Thank you, Mr. Chairman, Senator Roth. This
is a particular pleasure for me because I have had the privilege of
knowing this fine gentleman for a decade and working with him off
and on during that period of time in several capacities. Dick
Darman, whom the President has nominated to become the Deputy
Secretary of the Treasury, in my judgment is uniquely qualified for
the position by virtue of his education and experience, not only ex-
perience in Government but experience in the private sector.

Since receiving his MBA from Harvard in 1967, he has served in
senior policy positions in five Cabinet offices, and now this will he
his sixth. At one time he was Assistant Secretary of Commerce,
having received Senate confirmation. He has served as a principal
and as a director of an economic and management consulting firm,
as a member of the faculty of Harvard University Graduate School
of Government.

In his present capacity as Deputy to the White House Chief of
Staff, Mr. Darman has for the past 4 years coordinated the legisla-
tive and communications operations for the President. Indeed, he is
the last stop for most of the written material that is passed on to
our President. He has proven himself a keen negotiator and has
taken an active role in the development and execution of most
major economic initiatives coming from this administration. And I
can say on personal experience, Mr. Chairman and members of the
committee, that this fine American is uniquely qualified, of course,
to take on this position, but he is a man of compassion, sensitivity,
and toughness. He has a reputation for being short on occasions,
but I think that is ﬁredicated on a knowledge and an ability to
make decisions which will be necessary in his present position be-
cause, indeed, the fiscal issues facing this nation, as the Chair and
members of the committee well know, are among the most serious.

So, without reservation, this nominee will have my unqualified
support, Mr. Chairman.

e CHAIRMAN. Thank cyou. Senator Trible.

Senator TriBLE. Mr. Chairman, distinguished members of the
committee. It is a great pleasure to I;oin my colleague, John
Warner, in presenting to you Richard Darman. Richard Darman
has an impeccable academic background, as well as an impressive
record of public service. He holds an A.B. and an M.B.A. from Har-
vard University, and he has held senior policy positions in five U.S,
Cabinet posts—Health, Education, and Welfare, Defense, Justice,

43-548 0 - 85 - 2
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State, as well as having served as Assistant Secretary of Commerce
for Policy. Currently, as we all know, he serves as Assistant to the
President, a job in which virtually all of us have developed a work-
ing relations a1]p with him, relationships that have been character-
ized by mutual respect. All these credentials, notable as they are,
pale before one attribute—Mr. Darman is a resident of Virginia.
[Laughter.]

Mr. Chairman, John Warner and I take great pleasure in and
are honored to present to you Mr. Richard Darman, and we urge
his prompt confirmation.

The CHAIRMAN. Mr. Darman, you come well recommended. I
think you have a statement, and then I am sure we will have some
questions.

Senator MiTcHELL. If I can interrupt, Mr. Chairman?

The CHAIRMAN. Yes.

Senator MrrcHELL. To hear Senators Warner and Trible, he
sounds like he would be a heck of a candidate for the Senate.

. [Laughter.]

Do you agree with that, Paul?
Senator TRIBLE. Let’s take it one step at a time. [Laughter.]
The CHAIRMAN. Mr. Darman?

STATEMENT OF RICHARD G. DARMAN, NOMINATED TO BE
DEPUTY SECRET/RY OF THE TREASURY

- Mr. DarMAN. Mr. Chairman and distinguished members of the
Senate Committee on Finance. It is a pleasure to appear before you
today. I have a very brief opening statement. '
(The prepared statement, a biographical sketch and a letter from
U.S. Office of Government Ethics follow:]



STATEMENT OF

RICHARD G. DARMAN
BEFORE THE
SENATE COMMITTFE ON FINANCE
JANUARY 29, 1985

Mr. Chairman and distinguished members of the Senate
Committee on Finance, it is a pleasure to appear before you
today. I have a very brief opening statement.

I wish first to express my appreciation to Senators Warner
and Trible. In the past decade and a half, as Virginia has
become my adoptive home state,” I have come to enjoy the benefit
of representation ;n the United States Senate by these two
extraordinarily able and dedicated public servants. Please let
me -thank them for their service -- and for their special kindness
in introducing me to the Committee. .

For the past four yz2ars, I have served in the White House as
Assistant to the President of the United States and Deputy to the
Chief of staff. I appear before you today as the President's
nominee to be Deputy Secretary of the Treasury.

If confirmed by the Senate, I would look forward to working
cooperatively with the Congress as we seek to meet such
challenges as: improving the tax system; controlling federal
government spending; strengthening the international economic
system; and advancing monetary policiés that help assure strong
economic growth without inflation. By meeting such challenges
successfully, America will better be able to expand the benefits
of opportunity and creativity both at home and abroad.

I would be happy to answer the Committee's questions with

respect tc these general objectives or any other matters of

particular interest.



INFORMATION REQUESTED OF NOMINEE
(Richard G. Darman -- January 198S)

BIOGRAPHICAL:

1.
2.

7.

Name: RICHARD GORDON DARMAN.

Addraess: 1137 Crest Lane
McLean, Virginia 22101,

Date and place of birth: May 10, 1943:
Charlotte, North Carolina, USA.

Marital status: Married since September 1, 1967
to Kathleen EMMET Darman, Ph,D.

Names and ages of children: TWO 8sons:
William Temple Emmet Darman

(born August 11, 1976};
Jonathan Warren Emmet Darman
\ (born February 6, 1981).

Education: Genezal education: Harvard College

.A., cum laude, 1964;
addltional graduate study at
Universities of Aix-en-Provence and
Paris (1964-65) and Oxford, Boston,
and Harvard (1967-70). Professional
Education: Harvard Univer3ity
Graduate School of Business
Agginistration (1965-67), M.B.A.,
1967,

Employment record: Please see datail immediately
below.

JANUARY 1981 - PRESENT:

ASSISTANT TO THE PRESIDENT- OF THE UNITED STATES, The White
House. Responsible for White House coordination of all staff
work, briefing, and administrative support for the President.
"Last stop" for all papers intended for the President or issued
on behalf of the President. Coordinator, as Deputy to the Chief
of Staff, of White House Legislative Strategy Group
(1981l-present), ‘President's Budget Review Board (1982-present),
and Budget "Core Group” (1984). Member, special White House-
Congressional negotiating teams re Economic Program, Social
Security, Szi'di arms sales, Lebanon War Powers, and other such
contentious legislative matters (l98l-present). Participant,
all meetings of National Security Council, Cabinet, and Senior
White House staff. Member, U.S. Delegations to Industrialized
Countries' Economic Summit meetings (1981-84). Overseer of
Presidential Speechwriting and Research (1984-present). Member,
Campaign Strategy Group (1984). Member, President's travelling
party for all foreign trips and extended domestic trips.

A



JANUARY 1977 - JANUARY 1981:

HARVARD UNIVERSITY, Officer of the University and Member of the
Faculty as Lecturer in Public Policy and Management, John F.
Kennedy School of Government. Coordinator, "Government and
Business" substantive area of concentration (1979-81).

Developad and taught graduate courses in "Public Policy and
Business” and "The Management of Federal Policy Development™;
taught portions of selected research seminars, selected

executive programs, graduate core curriculum course in public
management, and Business-Government section of Harvard Business
School's Advanced Management Program., Participated in design,
initiated, and chaired faculty committee overseeing the develop-
ment of "Harvard Program of Executive Sessions” (1978-81). Member
of public, management appointments committee (1978-81), standing
comnittee on degrees in public policy (1978-81), ad hoc-committee,
on research centers (1978), and research committee (1978-81).

AND SIMULTANEOUSLY (1977-1980):

PRINCIPAL, ICF INCORPORATED (1977-1980). ICF is a wWashington-
based firm specializing in analysis of economics and public
policy. Professional staff exceeds 150. Clients include major
U.S. corporations, government agencies, selected business
associations and law firms. Personal consultancy was concentra-
ted in: the relationship of business planning to emerging public
policy issues, and investment in "new frontiers” (e.g., ocean
resource Jlevelopment). Member, management committee.

Other Professional Activities In This Period: \

Member, Council on Foreign Relations (1976-present), Washington
Institute of Foreign Affairs (1978-80), U.S. Advisory Committee
on Law of the Sea (1977-80), National Academy of Sciences' Ocean
Policy Committee (1979~80); co-chairman, American Branch

Committee on Law of the Sea, International Law Association
(1978~80) ; and Chairman, NAS Panel on Ocean Energy and Mineral
Resources (1989). Vice Chairman, United States delegation to

the Third U.N. Conference on Law of the Sea (1977). Executive
Director, The White House Transition (November 1980-January 1981}.

FEBRUARY 1976 - JANUARY 1977:

ASSISTANT SECRETARY OF COMMERCE FOR POLICY, Washington, D.C.
Confirmed as Assistant Secretary of Commerce by U.S. Senate.
Principal policy adviser to the Secretary of Commerce responsible
for overall management of all Departmental policy analysis,
coordination, and development. Head of Office of Assistant
Secretary for Policy comprised of staff of 300 including: (a)
Bureau of International Economic Policy and Research; (b) Office
of Policy Development and Coordination; (c) Office of Regulatory
Economics and Policy: (d) Office of Energy and Strategic
Resources Policy. Principal Departmental liaison with Economic
Policy Board, Energy Resources Council, National Security
Council. Co-chairman of Steering Committee, Cabinet Task Force
on Questionable Corporate Payments Abroad. Chairman, NSC/EPB
Task Force on Services and Multilateral Trade Negotiations.
Co-Chairman, Commerce Regulatory Policy Council. Member:
Deputies Group, Council on Wage and Price Stability; Deputies
Group, Agricultural Policy Committee:; ERC Steering Committees on
Divestiture and on Nuclear Energy Policy: 'I1SC/EPB Commodities
Policvr Conrdina%ine Commissas.
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MAY 1975 - JANUARY 1976:

PRINCIPAL AND DIRECTOR, ICF INCORPORATED, Washington, D.C. (ICF
was, in this period, principally a public policy consulting firm
with offices in washington, D.C., Palo Alto, California, and
Raleigh, N.C. 1Its clients included government agencies and
selected private corporations. ICF was also the sole owner of
Health Development Corporation =- a new enterprise intended to
invest in and develop health maintenance organizations.)
Responsibilites were those of a general partner and director =-
in both consulting and the overall management of the firm. :
Served also as consultant to Vice President of the United States,
Nelson Rockefeller. Resigned to assume position as Assistant
Secretary of Commerce.

JANAURY 1974 - APRIL 1975:

FELLOW, WOODROW WILSON INTERNATIONAL CENTER FOR SCHOLARS, The
Smithsonian Institution, Washington, D.C. Developer and initial
coordinator of Woodrow Wilson Center's Program in "State and
Local Government: Problems and Prospects” -- focusing especially
on issues related to federalism. Recipient of Woodrow Wilson
Center stipend to support research on the recent fashioning of
American domestic policy.

MAY 1973 - NOVEMBER 1973:

SPECIAL ASSISTANT TO THE ATTORNEY GENERAL (Policy Analysis and
Planning), United States Department of Justice, Washington, D.C.
Member of Immediate Office of the Attorney General responsible
for coordination of Departmental staff work for the Attorney
General in all areas of policy analysis, policy planning and
management planning. Special adviser to the Attorney General on
issues of high sensitivity, including _he prosecution of the Vice
President, the establishment of an inspector general, and events
related to the "Saturday Night Massacre." Member of Attorney
General's Committee on Election Reform; Attorney General's
Committee on Inspector General; and Attorney General's Committee
on the Management of the Department -- supervising design and
preliminary implementation of plans for reorganization of the
Department of Justice and the Development of integrated policy
analysis-planning-management systems. Liaison with White House
Domestic Council staff. Resxgned October 20, 1973, on occasion
of the "Saturday Night Massacre."

JANUARY 1973 - MAY 1973:

ASSISTANT TO THE SECRETARY OF DEFENSE (Systems Analysis/
Planning), The Pentagon, Washington, D.C. Member of Immediate
Office of the Secretary responsible for coordination of staff
work for the Secretary and Deputy Secretary of Defense in.areas
of weapon gystems analysis, program budgeting, and management
planning. Representative of Secretary of Defense in negotiations
with Litton Industries and Grumman Aerospace Corporation related
to major defense contracting problems. Advisor to Attorney
General-designate Richardson on matters related to transition to
the Department of Justice. Transferred to Department of Justice
with Secretary Richardson.

Ven
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JULY 1971 - DECEMBER 1972: \

SPECIAL ASSISTANT TO THE SECRETARY (Policy Formulation) and
DEPUTY ASSISTANT SECRETARY (Planning and Evaluation), Department
of Health, Education, and Welfare, Washington, D.C. Responsible
for planning and evaluation, independent contract work, and all
matters of policy analysis and development related to social
service systems analysis, target group policy analysis (chila
development, youth developrent, rehabilitation, aging), manpower
and labor market policy analysis. Responsible also for
coordination of government-wide staff activites of Cabinet
Committee on Aging. Member, steering committee for
"Comprehensive HEW Management and Reform." Member, defense
transition group -- transferred with Secretary Richardson.

Miscellaneous Other Experieice: - -

Public licy analysis (1969-1971) through Harvard Center for
Educational Policy Research, as consultant to Office of the
Assistant Secretary for Planning and Evaluation (DHEW), as

Special Assistant to Assistant Secretary for Planning and
Evaluation (DHEW), and as member of Assistant Secretary for
Administration's special task force on the management of DHEW.
Management consultancy (while in graduate school) primarily with
manufacturing companies., Personal Investment Management-through:
Thoor Ballyvernon Trust (1969-72); Johnson Products, Inc.
(Director, 1972-75); and Charles Pratt and Co. (1968-75; 1977-80).

Government Experience: Please see response to (7) above.

Note: Experience is comprised of service as Assistant to the
President of the United States (1981-85) and service in S5 Cabinet
Departments (1970-77) -- including service as Assistant Secretary
of Commerce for Policy (a Senate-confirmed appointment).

Memberships: Professional: Council on Foreign
Relations (1976-present);
Washington Institute of Foreign
Affairs (1978~80); International
Law Association, American Branch
(1978-80); National Academy of
Sciences' Ocean Policy Committee
(1979-80); Board of Directors of
Johnson Products, Inc. (1972-75),
of ICF Incorporated (1975), and of
SAGE Associates, Inc. (1978-79).
Social: Owl Club, Pi Eta Club,
Hasty Pudding Institue of 1770
{(while at Harvard); Century Club,
Public Affairs Forum (while at
Harvard Business); Federal City
Club (1975-80), and Metropolitan
Club of Washington, D.C. (1978~
present, Other: Trustee,
Bennington College (1974-75).

Political memberships,
offices, and financial
contributions: NONE.

T W#9))



11,

12.

13.

14.

Honors and Awards:

j\

12

Dean's List, Harvard Colleqe,
1960-64) Harvard B.A., cum laude:
Century Club, Harvard Business
School, 1966~67; Editor, Harvard
Educational Review, 1969-~70;
ellow, Woodrow Wilson Interna-
tional Center for Scholars,
1974-75.

Publications: Principal personal publications are
as follows:
o R.G. Darman and L.E. Lynn, Jr., "The 'Business-Government

Problem': Inherent Difficulties and Emerging Solutions,"” in
John Dunlop, ed., Business and Public Policy (Harvard

University Press: Cambridge, 1980).

o R.G. Darman, "Law of the Sea: Rethinking U.S. Interests,”
Foreign Affairs {(January 1978). [Note: Variations of this
basic argument were published in other contexts as well.]

NOTE: This necessarily omits official government reports and
publications in which the author's contribution was but one among
many largely anonymous contributions.

Speeches:

NQualifications:

None within the last 3 years other
than remarks expressing or
explaining Administration policy.
{(Note: no major speeches of any

- kind).

Qualifications include: (a)
relevant professional academic
training; (b) extensive related
experience in five Cabinet
Departments and the White House;
.(c) understanding of key issues
affecting <he private sector --

~developed through the foreqoing and
through private academic and
buziness pursuits; and (d)
established and successful working
relationships with key members of
the Administration with whom the
Deputy Secretary of the Treasury
must interact.
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United States of America

Office of Office of Personnel Management
Government Ethics Washington, D.C. 20415
SR JAN 24 1935

Honorable Robert Packwood
Chairman, Committee on Finance
United States Senate

Washington, D.C. 20510

Dear Mr. Chairman:

In accordance with the Ethies in Government Act of 1978, I enclose a copy of the
financial disclosure report filed by Richard G. Darman, who has been nominated by
President Reagan for the position of Deputy Secretary of the Department of the Treasury.

We have reviewed the report and have also obtained advice from the Department of
the Treasury concerning any possible conflict in light of the Department's functions and
the nominee's proposed duties. We call to your attention that Mr. Darman's wife
established a qualified blind trust in 1981 pursuant to 5 U.S.C. App. 202(fX3). Under the
statutory scheme for this type of blind trust, an asset originally placed in the trust by
Mrs. Darman is considered to remain Mr. Darman's financial interest for conflicts
purposes until he has been notified by the trustee that the asset has been disposed of or
has a value of less than $1,000. The trust becomes blind only as to assets subsequently
purchased by the trustee. Because Mr. Darman is charged with having knowledge of the
original assets that have remained in the trust, the Department and this Office have made
those assets & part of this review. A descriptive list of those assets is attached for your
information.

Based on the foregoing, we believe that Mr. Darman will be in compliance with
applicable laws and regulations governing conflicts of interest.

Sincerely,

Dot N M=
David H. Martin

Director

" Enclosures (2)

43-548 p - 85 - 3
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Mr. DARMAN. I might first, if I could, express my appreciation to
Senators Warner and Trible. In the gast decade and a half, as Vir-
inia has become my adoptive home State, I have come to enjoy the
nefit of representation in the U.S. Senate by these two extraordi-
narily able and dedicated public servants. So, I should like to thank
them for their service and also for their special kindness in intro-
ducing me to this committee.

For the past 4 years, as you know, I have served in the White
House as Assistant to the President of the United States and
Deputy to the Chief of Staff. I aggear before you today as the Presi-
dent’s nominee to be Deput cretary of the Treasury. If con-
firmed by the Senate, I would look forward to working cooperative-
ly with this committee and the Congress as we seek to meet such
challenges as improving the tax system, controlling Federal Gov-
ernment spending, strengthening the international economic
system, and advancing monetary policies that help assure strong
economic growth without inflation. By meeting such challenges
successfully, America will better be able to expand the benefits of
opportunity and creativity, both at home and abroad.

I would be happy to answer the committee’s questions with re-
spect to these general objectives or any other matters of particular
interest. Thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Roth?

Senator RotH. Thank you, Mr. Chairman. First, I would like to
say I think we are very fortunate to have a man of your back-
ground and talents to be nominated for this most important posi-
tion. I suspect that, like the Secretary of Treasury, you are going to
have a very easy run of it, as you should have. I just have a couple
of questions I would like to ask you, Mr. Darman. First of all, it
seems to me that the most important objective that we should have
in tax reform and the other measures that we take is to build an
environment of long-term growth. I think the remarkable achieve-
ment of the first 4 years of the Reagan administration has been the
total reversal in this country of an economy that was going down,
people who were losing confidence in the system to a point where
today people are optimistic about the future, and even the econo-
mists are rather cautiously optimistic as to what is going to happen
short term. But one of my concerns is what was pointed out in the
Wall Street Journal article a few days ago—that when people talk
about reducing the Federal deficit, these are really code words for
a tax increase. When people talk about, well, we are going to see
what we can do on the spending side first, and then maybe we will
look at tax revenue—it really means that ultimately the adminis-
tration is going to come forward and support directly or indirectly
a tax increase. Would you care to comment on that?

Mr. DarMAN. Yes, I would, Senatdr. First, may I thank you for
your kind remarks at the beginning of your questioning. I certainly
agree with you with respect to the overall objective of any compre-
hensive tax reform, and that is that it ought to be oriented princi-
pally towards economic growth. I might, if I could, however, just
add a second objective which seems to me to be important and is
reflected in the title of the Treasury study—and that is an objec-
tive of improving at least the sense of fairness with respect to the
tax system as a whole.



15

It seems to me this second objective is important because, with-
out it, there might otherwise be a sense of increasing cynicism with
respect to the tax system and Government itself; and that would be
unhealthy. So, I add the second, and I do so, believing that you
would agree with that as well.

With respect to the interest in growth and productivity, I do
think it important to emphasize that—as I know you also agree—
incentives for savings are in part a key to the encouragement of
growth, but also lowering marginal rates have a favorable effect as

ou, of course, the author of the Roth-Kemp bill, would argue per-
aK: better than most. .
for what I take to be the main portion of your question—is
this interest in deficit reduction that many talk about an interest
in proceeding with spending cuts first and then, at some later
goint, a tax increase, not tax reform—I can only repeat what Jim
aker said here and what the President has said to you and to
other members of this committee and he has said publicly: in the
President’s rather direct phrase, “over his dead body.” I personally
don’t sense at the moment a movement in Congress for a tax in-
crease. If there were such a movement, I think it would be discour-
aged by the President siml;m)ly repeating his very firm conviction on
this point. I don’t know what more one could add to it. As someone
who has worked with him for the past 4 years on a daily basis, I
can assure anyone who might have any doubts—and I suspect
there are not many who would have doubts—that the President
definitely means “over his dead body” when he hears talk about
tax increases. He has said, as you know, that he would consider
taxes as a last resort, as a means of closing the deficit, but he has
argued clearly that he believes that tax increases would not only
have an adverse economic effect but that tax increases would not,
in fact, result in deficit reduction—partly as an economic matter
but partly as a political matter. e prospect of tax increases
would result in expenditures to consume the tax increases before
there were any associated deficit reduction.

So, for a variety of reasons, the President is clearly opposed to a
teax increase. But he has also stated that if it gets to a point when
spending is reduced to the lowest possible level—the minimum
level that Government must support for the services that society
demands, provided on an efficient basis—and if at that point the
revenue base were inadequate to equal the expenditure side of the
equation, he would at that point consider a tax increase.

But whenever he has said that, he has added: “We are nowhere
near that point at the present time,” and I know you agree with

‘that observation as well.

Senator RoTH. Let me ask you one more question, if I may, Mr.
Chairman. Let’s assume that Congress struggles mightily in trying
to bring about s‘fending reductions but finds it impossible to make
any significant‘dent so that, at that time—and there are people in
Congress that I think feel that the way to remedy the situation is

“to increase revenue—but the only way you can get any spending
cuts is to combine it with a revenue increase. Would that meet the
criteria? Or does the President, when he talks about as a last
resort, mean that you have reached a certain ﬁercentage of gross
national product, and that if it went beyond that, that he would
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not consider a tax increase unless you had cut spending to a cer-
tain percentage of gross national product? \

Mr. Darman. I think it is closer to the latter, Senator. What the
President has said on this subject is that he does not mean to judge
the point of last resort by the political behavior of the Congress. He
means to make that judgment on the basis of what he takes to be a
fair and informed calculation of what the proper cost of Govern-
ment should be. So, to answer your question—the hypothetical
question—if the Congress were to fail to enact sufficient spending
cuts, I would predict that at that point the President would not
say, well, that is minimum Government because the political
system won’t go lower. He would say no, here is why what 1
thought the first time is still correct, and he would attempt to ex-
plain that perspective and argue for it politically and not switch to
the tax side.

On the question of linking taxes and spending, as we did do in
1982 and to an extent in 1984, I think the President feels he didn’t
get the better portion of the bargain, and he would like not to get
involved in such trading this time around.

Senator RoTH. I agree with that. Let me just say that I think you
are going to constantly be badgered on this question. When we
walked out of the White House yesterday talking about tax reform,
I had a number of reporters call me. And most of them kept em-
phasizing—down the road somewhere, aren’t you going to have to
:glste revenues? So, I think you are going to have to keep repeating

at.

The CHAIRMAN. I might say that in that meeting yesterday,
though, I didn’t hear anybody talk about wanting to raise taxes or
even thinking about it. We argued about tax reform versus spend-
ing cuts and timing, but I don’t recall even wanting to raise taxes.

nator RoTH. 1 agree; at that meeting there was none, but I
hav:k to be honest and say in the cloakrooms individual Senators so
speak.

The CHAIRMAN. Senator Mitchell.

Senator MitcHELL. Thank you, Mr. Chairman. Mr. Darman, I
join the other members of the committee in welcoming you and in
saying that we look forward to working with you. I would simply
add—pursuing the line of inquiry that Senator Roth had—that you
referred to 1982 and 1984 as years in which the President signed
into law tax increases. Don’t forget 1983. The Social Security
reform package included a tax increase as well. So in fact, the
President has signed into law tax increases in 1982, 1983, and 1984.
But I feel that we ought to pursue restraint in ‘spending. [Interfer-
ence noises.)

Senator DANFORTR. Is this the new regime? [Laughter.]

Senator MiTcHELL. One Democratic Senator, and they have got it
rigged so that he can’t ask questions.

The CHAIRMAN. That is for those Senators who cannot hear the
buzzer. [Laughter.]

Senator MrrcHELL. I would like to conclude. I will be leaving, in
fact, for the Environment and Public Works Committee where we
will be pursuing some very aggressive actions to restrain spending
in the jurisdiction of that committee, and I would hope that would
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occur throughout the Federal budget—domestic, defense, and other
areas.

I would like to change the subject and ask you, Mr. Darman,
about the merchandise trade deficit. As you know, over the past 4
years the dollar has risen in value approximately 40 percent
against the currencies of our major trading partners. is has
caused the merchandise trade deficit to almost double between
1982 and 1983, to double again from 1983 to 1984, reaching a level
of what now aé)pears to be about $130 billion. Are you concerned
about that, and what steps do you believe should be taken to deal
with that problem?

Mr. DARMAN. Senator Mitchell, I thank you also for your wel-
come, and just before answering your question, add a footnote with
respect to Social Security, which I know you would wish to have in
the record, and that is that the Social Security compromise that
was enacted in 1983 was indeed a bipartisan one, and the tax in-
crease involved was essentially an acceleration of tax increases
that were already in law.

- With respect to your question concerning——

Senator MiTcHELL. But of course, if you have a tax increase
scheduled to go into effect in 5 years, and gou move it up to 2
years, that is an increase for the period in which it is accelerated.

Mr. DARMAN. Yes, sir.

Senator MITcHELL. And it was a bipartisan effort, indeed, as was
1982 and 1984—all three were.

Mr. DarmAN. Right, and I might take the opportunity of suggest-
ing that we would hope and expect that any tax simplification and
reform in this year would be approached on a bipartisan basis as
well. Indeed, we assume that that is the only way in which there is
a prospect for enactment of a comprehensive law.

Senator MitcHELL. If I may interject, at that point, I personally
agree with you. I may not be here when Mr. Pearlman comes on,
so I want to say 'F;1b1icly here—I have said publicly many times—
that I think the Treasury proposal is an outstanding effort; a first
cut was a very difficult and complex problem. I saw this morning’s
paper—the smiling face of our chairman on the front page. I for
%I;e hope that you don’t delay too long in submitting that to the

ngress.

I think we accept Mr. Baker’s statement at face value made
before the committee here just last week in which he said that
equal priority would be given to tax reform and deficit reduction,
and it appears from the newspaper report this morning that tax
reform isn’t foing to be quite as equal as deficit reduction." And I,
for one, would hope that you would proceed. I do not agree with
every provision in it, but I think it is an outstanding effort, dealing
with an important problem. In your earlier comments, you made a
correct statement to Senator Roth that if the Tax Code is too com-
plex, people will think it is unfair. Let me tell you—they already
do. I served as a U.S. attorney and personally prosecuted many
income tax evasion cases. It is widespread in our society. It is a
growing cancer. It is undermining respect for the law, and we must
deal with it. And I hope you won’t give it a back seat.

hI }aave made it tough for you to answer the question, but go
ahead.

\
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Mr. DarMmaAN. If I may, Mr. Chairman, could I say a word about
the last question of delay and then return to the trade deficit ques-
tion? On the question of delay, Senator Mitchell, I am completely
confident that Jim Baker’s statements to this committee still stand
and are fully supported by the President. I know that some mem-
bers of your committee who were with the President yesterday
would verify that. The news reporting was, as is sometimes the
case, not completely balanced on this issue, and the “equal priori-
};'y” statement of the President remains and indeed will be reaf-
irmed publicly in the near future. On the principal question you
raised concerning t. > trade deficit and the strong dollar, you asked
first are we concerned and, second, what would we do about it?
What should be done about it?

On the question of concern, I might say it is a little bit a case of
on the one hand and on the other. There are some favorable effects
associated with the strong dollar and with imports. The favorable
effects are obvious in that inflation is kept down, and to that
extent, it makes our own environment somewhat more favorable
for investment and growth. And, indeed, the strong dollar is a re-
flection, in important part, of investors’ perception that the United
States is a highly desirable place in which to invest at this time.
So, to that extent, it seems to me, we shouldn’t be disturbed about
the strength of the dollar per se. A better way to look at it, I
think—although it is the other side of the same coin—is in terms
of the relative weakness of some of the other economies in the
world economy. There are adverse effects, of course, with respect to
U.S. exporters, and not least the agricultural sector and import-
sensitive industries. But it seems to me the best way to go about
dealing with this problem is not to try to talk the dollar down or
try to intervene against a market trend, but to try to improve the
prospects for growth in other regions of the world, working with
our allies as best we can. As we do so, the growing strength of
those economies would have two favorable effects. One, it would in-
crease their imports of U.S. products, that is, it would increase our
exports and thereby reduce the trade deficit. And second, as they
become more attractive investment opportunities in their own
right, it would to some extent decrease the strength of the dollar
by virtue of its strengthening the attractiveness of investments in
other currencies. ’

I think further it is useful to divide this problem into three broad
regional subheadings. I think the problems are distinguishable. The
European economies have one set of problems, grossly speaking
here. The problems of developing countries are analytically separa-
ble, much more related to getting them viable in relation to their
debt service. And the special problem that we have with resi),ect to
Japan is a third problem. And the t of solutions one has in
. mind for each, I think, ought necessarily to be tailored to the dif-
" fering category of problem. It is this way of looking at things that I
would take to an analysis of this area, and I think in doing so, I
would be consistent with the administration’s approach.

Senator MitcHELL. All right. Thank you very much, Mr. Darman.
Thank you, Mr. Chairman. May I leave some questions in writing
for Mr. Pearlman to be submitted to him?

The CHAIRMAN. By all means.
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[Senator Mitchell’s prepared questions follow:]

RESPONSES TO QUESTIONS FOR RON PEARLMAN FROM SENATOR MITCHELL

Question 1. It has been reported that the Treasury Department has been meeting
over the last few weeks with representatives of various interest groups who are op-
posed to specific recommendations in the Treasury Department’s tax reform plan.

First of all, let me ask you if you expect the President to endorse the Treasury tax
reform plan in its present form?

What changes do you expect will be made? o

Do you have any timetable for making such changes? ‘

Answer. It would be premature for me to speculate on what aspects of the Treas-
ury Department proposal the President will endorse. Given the multitude of contro-
versial provisions in our proposal it would, however, seem highly unlikely that he
would endorse the package in its present form. Of course, I cannot speculate on
what changes will be made or when the President’s proposals will be submitted.

Question 2. It was only four fears ago that Coniress passed legislation creating
substantial incentives for capital investment through the Accelerated Cost Recovery
System (ACRS). Now the Treasury tax plan would return to a depreciation system
that more closely resembles pre-1981 law. In your opinion did Congress make a mis-
take in 1981 when it enacted ACRS?

Answer. First, let me make clear that our proposed system of depreciation allow-
ances does not resemble pre-1981 law, which allowed no adjustment for inflation.
Beyond that, one must consider the context in which ACRS was proposed and en-
acted. We had just gone through a decade characterized by high inflation rates that
g;evented business from being able to recover the real value of its depreciable assets

fore paying tax. The result was effective tax rates that in many instances far ex-
ceeded statutory rates, producing gross inequities and disincentives for capital for-
mation. The response was to accelerate depreciation allowances in order that they
might be taken before they were eroded by inflation. While superior to prior law,
the current approach still leaves effective tax rates dependent on the rate of infla-
tion and the composition of investment. We have proposed further improvement in
which we substitute inflation adjustment of depreciation allowances for acceleration
of allowances. The real cost recovery system we propose is roughly as generous as
ACRS, but under it the value of depreciation allowances is independent of the infla-
tion rate and effective tax rates are fairly uniform across types of assets and indus-
tries.

Question 8. The Treasury Department report on its tax reform proposal estimates
that individual tax receipts will be 8.5% lower after the plan is fully phased-in.
Meanwhile corporate receipts will be about '24% higher. Assuming changes are
made in the Treasury plan before the White House sends it to Congress as a legisla-
tive initiative, do you expect those relative revenue effects to be preserved?

Does that indicate that Treasury believes corporate tax burdens are on average
too low under current law?

Answer. It would be premature for me to speculate on what changes will be made
in the Treasury plan before the White House sends it to the Congress as a legisla-
tive initiative. Therefore, it is impossible to know whether the shift in tax burdens
you mention would be preserved.

This shift in burdens does not imply a Treasury position on whether or not corpo-
rate taxes are too high. Rather, it reflects the process by which decisions on tax
reform and simplification were reached. We began by determining what structural
changes were necessary in order to measure income more accurately, eliminate tax
burdens on low-income families, maintain an acceptable spread between the corpo-
rate tax rate and the top individual rate, etc. Those decisions produced the shift of
tax liabilities from individuals to corporations you mentioned.

Question 4. I support fundamental tax reform and believe that many of the Treas-
ury Department recommendations have a lot of merit. We must restore taxpayer
confidence in our federal tax system by making the Internal Revenue Code fairer
and more easily understood. I realize however that those goals are not always con-
sistent with each other.

In a perfect system it may be appropriate tv adjust values for inflation as the
Treasury proposal recommends with regard to depreciation, capital gains, FIFO in-
ventory, cost depletion, and interest income deductions.

Are you concerned, however, that this indexation ma‘;' actually add an element of
complexity to the tax code that will frustrate taxpayers?

Answer. We are, of course, concerned with the complexity that would be introduced
by indexation. We see the indexation provision as a kind of insurance policy. We do
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not anticipate a level of inflation that would require inflation adjustment. But if
inflation should reach its 1970s level, we would be prepared; taxpayers would not be
forced to pay taxes on fictitious income, with consequent adverse effects on_equity,
neutralei};g, and capital formation. I would also note that the inflation adjustments
would affect primarily corporations and individual taxpayers at the higher income
levels, whose business and financial dealings are already fairly complicated. Most
individuals would be little affected by the provisions for indexation because they do
not realize capital gains or take depreciation allowances.

Question 5. Do you see any inconsistency in the Administration promoting « tax
reform plan that would eliminate most of the deductions and credits in our tax laws
while it simultaneously supports new tax expenditures in the form of tuition tax
credits, enterprise zones, and spousal IRAs?

Answer. In our reform proposals we have suggested that most tax incentives be
eliminated, but we have not proposed eliminating all of them. For example, we
retain the deduction for mortgage interest on the principal residence of the taxpay-
er and preferential treatment of retirement saving. We propose an increase in the
spousal IRA in order to reduce discrimination against those who work in the home
and to reduce the existing disincentive toward ~aving and increase capital forma-
tion. The Administration believes that tuition tix credits and enterprise zones are
justified under ang: type of tax system. Tuition tax credits will help give low and
moderate income families a greater choice in educating their children. The enter-
prise zone proposal will help vitalize depressed inner city and rural areas.

The CHAIRMAN. Let me ask again, as I did with Mr. Baker last
week. I was hoping that we could report these Members out. Would
you mind reporting them out? -

We are not going to rush them through this afternoon on the
floolr('i of the Senate, but we would like to report them out if we
could.

Senator MitcHELL. I certainly would have no objection, and I am
going to leave my proxy to vote for them.

The CHAIRMAN. Thank you. Senator Danforth.

Senator DANFORTH. Mr. Darman, I want to add my words to
those of everyone else in congratulating you on this nomination
and expressing my admiration for you and your extraordinary abil-
ity.

I have but one question, and that is to ask you, if you would, to
elaborate on the following line that appears in your prepared state-
ment.

You say, and I quote: “I would look forward to working coopera-
t{lvelgr with the Congress.” Could you spell out what you mean by
that! ‘

Mr. DARMAN. First, Senator Danforth, again may I thank you for
1):lour kind remarks in introducing your question. I really didn’t

ave any profound thought in mind when that word “cooperative-
ly” was scribbled. I hope you would agree that the way in which I
have attempted to conduct myself over the past 4 years in the
White House in a whole series of negotiations with the Congress—
some through conventional means, some through special bipartisan
negotiating groups—has been characteristically cooperative. And it
is merely a continuation of that pattern that I had in mind. I
didn’t really mean to suggest that there was another alternative, if
that is what you are concerned about. [Lauﬁhter.]

Senator DANFORTH. Thank you very much.

The CHAIRMAN. Senator Long.

Senator LonG. Thank l?lvou, Mr. Chairman. There has been some
discussion here about the proposed tax measure. Am I correct
when I say that the adminijstration is still considering changes in
that proposal?
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Mr. DArRMAN. Yes, sir, Senator Long. You are 100 percent cor-
rect. . \ .
Senator LoNnG. Having worked out a proposal down at Treasury,
it has been made available to the President and his White House
aides, and the matter is still under consideration as to just precise-
ly what the President will recommend. Is it correct that as of now,
changes are being considered? ’

Mr. DarmAN. Changes are being considered, and no change has
yet been formally made because none of this has yet gone back to
the President, but the President’s expectation is that all of this—
the judgment of key Members of Congress, the judgment of inter-
ested outside parties—that all of that will be brought back to him
for further review before he determines exactly which proposals he
would want to embrace and which he might wish to modify.

Senator LoNg. I am all for tax simplification. I have voted for
many measures, and I would be happy to support a lot of others,
~and I have even come up with some ideas myself to improve tax
sim&lification, but I want to take a position somewhat at variance
to Senator Mitchell’s position with regard to the way we proceed
with this measure.

1 am against the so-called bum’s rush approach to very impor-
:ﬁn:?and significant legislation. Do youa understand what I mean by

at?

Mr. DArMAN. I believe I do, sir. [Laughter.]

Senator LoNGg. The expression comes from the old-fashioned
bum’s rush that they give a bum at the bar—you just give him the
rush and throw him out on the street. [Laughter.]

Now, I don’t want a situation where the Treasury has done its
work on their tax ﬁrogram—and having done the t that they
can do, they come charging up here and tell us we have got to pass
this thin% just the way they recommend it without any changes.
Those fellows down at Treasury have got their ideas about a flat
tax and a not-so-flat tax, and all the rest of it. They have kicked
their ideas around for 1 year now, and after they get through
making changes in the latest version, I don’t want them to come
down here and tell us: You have got to pass this thing tomorrow.
That approach is something that I would have to object to, because
some a}' up here ought to take care of and look out for the inter-
ests of all those poor souls out there who might get the worst of it
before this thing is all over with, and who have not had the oppor-
tunity to even see it or know just what it is. A Catholic nun from
Louisiana came to see me the other day, and she is concerned
about the charitable contributions deduction. One thing that public
oginion polls are showing me, and they have been showing it all
the time, is that as much as people are concerned about tax sim-
plicity, they are even more concerned about tax fairness. Is that
your impression?

. Mr. DArMAN. Yes, sir; indeed, the polls suggest that much of the
concern about sim}glicity is really a latent concern about fairness.

Senator Long. Right. One thing all the polls show us is that
?eople really don’t think eliminating the deduction for charity is

air. The polls show that 82 percent of the people are concerned
about the recommendation Treasury makes about charity. These
polls show you what the public has been telling us for years, that if

43-548 0 - 85 - 4
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one person gives a lot of money to the charity and to education and
to things that benefit society and less fortunate human beings in
this world, and another person with the same amount of income
gives nothing, they think the fellow who does a lot of charitable
gi\;i}rll_g should not have to pay as much tax as the fellow who gives
nothing.

Now, maybe you don’t know about that yet, but if you don’t, you
will find out about it, Mr. Darman. I didn’t have to talk to that
nun to know how she was going to feel about that proposal. I have
spoken with her before during the 36 years I have been here.

These sweeping proposals ought to be considered in the ordinary
legislative process. I have been through many experiences down
here, and there is none I find so irritating as to find that when
something was going through that I didn’t think was a good idea,
somebody would try to shout me down and say he didn’t have time
to hear my point of view. The fact is that the overwhelming majori-
ty of the American people haven’t had a chance to be consulted
about any of these proposals, and we just think that in some cases
it is going to be more appropriate to explain something to people
where their perception may be in error.

May I proceed for just 1 more minute, Mr. Chairman?

The CHAIRMAN. Go ahead.

Senator LoNG. Let me give you an example. Your :‘roposal even
now does-not attempt to end the tax exemption for full faith and
credit indentures issued by State and local governments, does it?

Mr. DarMAN. No, not completely; no, not at all.

Senator LoNG. Fine; not at all.

Mr. DARMAN. It narrows it.

Senator LoNg. Is it correct to say that insofar as the State and
local governments issue a full faith and credit bond, it wouldn’t be
taxable at all under that proposal? _

Mr. DArRMAN. Right.

Senator LoNg. If that provision stays in the law—and I personal-
ly happen to think it is unconstitutional to change it, based on the
Supreme Cour: decisions up to this point—then we are still going
to have people, if they invest in State and municipal bonds, who
cant?make a lot of money and pay a small income tax. Is that cor-
rect’

Mr. DArMAN. Right.

Senator LoNnG. When Bill Simon was Secretary of the Treasury,
he had once sold that kind of bonds. He made the statement that,
from his point of view, they had been been taxed already. Can you
understand the logic of that? :

Mr. DarMAN. Yes, I can, Senator.

Senator LonG. His view was that investors in State and local
bonds were accepting about 30 percent less revenue than they
would get if they bought a taxable bond and that, to that extent,
thegemade a contribution to State and local governments. It might
be better to explain that matter to the public, rather than to say
that we should amend the law to tax State and municipal bonds.
We ought to consider everything that is involved in this. The public
is entitled to have their say before we finally act on whatever pro-
posal you want to send to us.
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The CHAIRMAN. I remember Senator Boren is next, but I have
just one comment. Do you recall in 1977 or 1978, when President
Carter sent up a proposal, the Treasury had worked on it for some
extensive period of time—and I can’t remember who the Assistant
Secretary was that testified—but he analogized it to one of those
little round ball puzzles where all of the parts fit in exactly, and if
you remove just one part, the whole thing falls apart. And we
couldn’t touch any of it or this very finely crafted program would
fall apart. Indeed, we took out a piece or two——

[Laughter.]

The CHAIRMAN. And it fell apart. [Laughter.]

I don’t want to unduly mislead you, but I think from what Sena-
tor Long has said and what you heard yesterday that, if you come
with the idea that this finely tuned, finely honed program will
rush through here with no changes at all, and with only a perfunc-
tory hearing, you are operating under an illusion that simply isn't
going to come to pass.

Mr. DARMAN. Senator, could I offer a couple of comments on
this? It has been reported in the press that I was one of the people
in the White House who was partially responsible for what was
viewed as a lukewarm endorsement of the Treasury plan, and that
reporting was accurate. And the reason is not unlike the reason
that you have in mind here. The proposal was put together at
Treasury. There was limited time for the President to see it, and it
seemed at a minimum imprudent to embrace it in its entirety on
very short notice. So, I believe what you saw is the President, just
as a matter of prudence, putting some distance between himself
and the Treasury plan initially, and he said, here it is, it is out in
the public domain, and we invite criticism on the merits from
anyone in any place.

With respect to your point about charitable contributions Sena-
tor Long, some of that criticism has also worked its way to the
White House, and not just on that provision, but I would say on
almost every provision in the bill. It seems to me that our problem
here is not one of a possible bum'’s rush. The problem is that there
might be no rush at all. [Laughter.]

nd to repeat a comment I made earlier, what I think will be
absolutely necessary is that we work together along the way—the
administration and both sides, Democrat and Republican, in the
Congress—to refine this proposal, to reshape it, to mutual satisfac-
tion or else it won’t ever go anywhere. And we think that there is
enough of merit in the whole concept to merit a major effort to try
to build concensus for what merits concensus. But exactly what
may merit concensus in the end remains to be determined through
a process we are really just beginning. So, I think we look at it
very much in the same way that you would wish us to, and I think
our behavior to date is really consistent with that point. I hope you
might agree. 3

The CHAIRMAN. Senator Boren?

Senator BoreN. Thank you, Mr. Chairman. Before I ask ques-
tions of my own, Senator Symms has been held in a Transportation
Committee meeting and just telephoned over to ask if I would put
the question to you as to whether or not you will stay with the
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President’s position on gun control; if the President’s é)osition re-
flects your own view? I asked that on behalf of Senator Symms.

Mr. DarMAN. Thank you, Senator Boren: Yes, I have already as-
sured Senator Symms that I am comfortable suiporting the Presi-
" dent’s position on gun control, and I believe he himself is satisfied
withl that since he discussed it with me at some minor length, pri-
vately.

Senator BoreN. Very good. Thank you. While there has been
some discussion of yesterday’s meeting with the President, I
gather, from what I heard just as I came in that not all the press
reports were accurate about the meeting with the President yester-
day. I am sorry to hear that. I thought that the report was a very
encouraging one, that we were going to take up the deficit reduc-
tion first, which is so imperative, and not allow ourselves to get
bogged down in a tax debate before we deal with reduction of the
deficit. But let us assume—because the paper also reported that it
could be 2 to 3 months, even if you give equal priority—and I real-
ize you can give equal priority without putting them on the sched-
ule timewise at exactly the same time. The committee can only
take up one matter at a time, so I presume that there is going to
have to be some decision made about scheduling.

I realize that the Secretary has already made a statement about
retroactivity, but I wonder if the Department might look at that
statement with even greateér care. If there is going to be, let us say,
even 1 month, or 2 months, or 3 months gap before the committee
can even begin consideration of the tax proposals, we are already-
seeing a chilling effect in many areas of the economy where people
are holding back on their investment decisions, and this concerns
me. :

We could create a downward spiral in many key industries just
by the uncertainty that is created as we have discussed this. Even
if we take up the tax bill right away, it is going to be several
months before conclusion. Are you sensitive to this need to make
sure that a strong statement is made about retroactivity so that in-
vestment decisions will not be withheld and that the process can
:gpttin‘;le and we won’t cause an economic slowdown by the uncer-

inty?

Mr. DARMAN. Yes, Senator; I think we are sensitive to the prob-
lem. Secretary Regan niade a statement, as you know, in December
on the subject of retroactivity. It did not get much circulation. He
suggested yesterday that had his name been misspelled with an
extra “a” it might have received more circulation. So, at some
point, it may be advisable to have the President make clear what
the provisions are with respect to retroactivity. \As you know, all of
the provisions of the proposal as drafted by Treasury are prospec-
“tive as it is. There are just varying points at which they would
come into force. There are mixed reviews as to what effect this
may be having-on investment decisions at the moment. It may be
that there is—and I know the arguments for this, I just con’t have
direct empirical data for it may be that there is some adverse
effect, but one would expect that there would probably also be
some offsetting favorable effects. In any case, we would look at this
and try to clear it up.
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Senator BoreN. I would hope that you would have some more
discussions with those in various industries—and it is not in any
one industry—where there seems to be a slowdown, and there
seems to be some confusion yet about the retroactivity so that it
could be made as clear as possible. And I am glad to hear you say
that there is some consideration being given to urging the Presi-
dent himself to make a statement because I think that would be
very, very helpful. Let me ask very quickly. The trade deficit came
up a minute ago, and I heard Senator Mitchell question you about
it. I am told that every time we run a trade deficit, that for eve
billion dollars we lose something like 25,000 to 30,000 jobs domesti-
cally, and I understand the concepts that you set forth—there is a
Japanese problem, there is a broader problem in other geographi-
cal areas. If you were going to name one or two things that you
think should be done—positive steps that should be taken to reduce
this trade imbalance that is exporting our jobs—what do you think
are the one or two most important steps that we could take to
make improvements in this trade imbalance?

Mr. DArMAN. Consistent with the general approach I suggested
earlier—of trying to assure increased growth and strength among
other economies—] would continue_the case-by-case approach to
the management of the developing country debt problem, to work
with the IMF to help get those economies get on more solid footing,
because they are in fact substantial importers of U.S. exports, and
that would be one element that would help with respect to our
trade balance.

Similarly, with respect to OECD countries, their problem is not
the same at all as the developing countries with respect to debt.
Their problem is much more one that people at the Treasury like
to call one of structural rigidities. It has to do with the way in
which they manage their own economies. Obviously, we can’t tell
them how to manage their own economies. But I have participated
in all four of the economic summits in which President Reagan has
been involved, and it is my sense that there is a growing apprecia-
tion among other developed countries that they need to improve
their market orientation as a positive incentive for their own do-
mestic policies. As they do so and as they become stronger, they too
can become stronger purchasers of U.S. goods. With respect to the
Japanese, I think we need to operate in two directions—one with
respect to financial markets. We need to continue to work with the
Japanese to try to make the yen a more widely held international
currency. That takes some strength away from the dollar to the
extent that the yen-dollar relationship moves toward the yen.

And we need to open up Japanese markets. As you know, there
is a special group that is working now on fairly large volume
items—telecommunications items, and derivative forest product
items, and so on—with the Japanese. To the extent that we can in-
crease our exports to Japan, that will help.

All of these things together can have an effect on the dollar
itself, and to the extent that other currencies rise in relation to the
dollar, that will also improve the problem.

But I don’t imagine any sudden change. In fact, I don't think a
sudden change would be worth the price that would be associated
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with it. But over time I think we can see some substantial improve-
ment. It won’t be overnight, Senator. I know you know that.

The CHAIRMAN. Would the record show that Senator Grassley
and I ask unanimous consent that a statement of his be inserted in
the record as if given.

[The prepared statement of Senator Grassley follows:]

STATEMENT OF SENATOR CHUCK GRASSLEY

Mr. Chairman: I would like to begin my remarks by offering publicly my con-
gratulations to both the nominees. Mr. Darman, it is encouraging that a man of
your experience in Washington and Administration politics will be devoting your
talent to the important agenda of the Treasury Department. Mr. Pearlman, my ex-
perience of working with you over the past eighteen months has convinced me that
it is possible for the Treasury, the IRS, and the members of this Committee to work
together for solutions to our common concerns. I would like to acknowledge how ap-
preciative I am of your consideration and responsiveness to my recommendations
regarding IRS practices and procedures. If your newest position at the Treasury De-
partment means you will be visiting capitol hill more frequently, perhaps we should
arrange for a standing appointment.

Az | have discussed privately with each of you, farmers and businessmen in Iowa
are experiencing grave difficulties brought on by high interest rates and poor inter-
national exchange rates. Both of these problems can be traced directly to the high
deficits in the last four years and the monetary policies of the Federal Reserve
Board. I hope you will make it a priority to lend your support and encouragement to
the effort to freeze federal spending, preferably across the board. I also hope that
you will continue the effort of Secretary Regan to work with Chairman Volker for
interest rate relief. Additionally, some tax reform may be essential in order to pro-
vide farmers with the relief of debt restructuring without the adverse income tax
consequences.

As Chairman of the IRS Oversight Subcommittee, I look forward to working with
you both, along with Commissioner Eggar to continued improvement of the IRS, in
its dealings with individual taxpayers. -

The CHAIRMAN. Senator Wallop.

Senator WaLLor. Thank you, Mr. Chairman. Just one quick fol-
lowup on Senator Symms’ question, and that is that the Reagan ad-
ministration and the Treasury Department have redirected Treas-
ury activities involving firearms from taking it away from law-
abiding gunowners to an effort toward apprehending criminals
with guns and lessening Government burdens on the law-abiding
citizen. You expect that to continue, as I gathered from your re-
sponse to Senator Boren.

Mr. DArRMAN. Yes, I do definitely, Senator Wallop. As you know
that is a very strong orientation of the President. I was asked earli-
- er on behalf of Senator Symms whether I supported the President’s
position, and the President’s position, as you know, rests basically
on two points. One is constitutional with respect to the rights of
individuals to bear arms, and the other is more practical and it has
to do with the fact that regulatory schemes thought of to try to
deal with the gun problem tend to put non-law-abiding citizens at
an increased advantage relative to law-abiding citizens. And I
think what you are referring to is an approach that is sensitive to
both of those considerations and tries to protect the interests of
law-abiding citizens while working on the problem of non-law-abid-
ing citizens. :

Senator WALLopP. And presumably the administration’s support
given in the last session for S. 914, the Firearms Owners Protection
Act, would remain.
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Mr. DArRMAN. Yes, sir; I think that was Senator McClure’s bill,
and I believe it passed the Judiciary Committee unanimously, as
amended, including the support of Senator Kennedy. And yes, our
support for that bill continues.

nator WALLOP. I thank you for that. Let me ask you, because
we hear so much about it and so many different things, what in
your opinion is the underlying reason for the strong dollar?

Mr. DARMAN. The strength of the U.S. economy relative to other
economies in the world community.

Senator WALLOP. It has less to do with deficits and interest rates
than it does with the strength of this economy relative to others?

Mr. DarMAN. In my opinion, the fundamental one is the one I
stated, sir.

Senator WaLLoP. I agree with that. I mean, 1 think just for start-
ers if it were interest rates alone, the pound would be a great deal
stronger, it having a higher prime rate now than the United States
does. What then can be done about the strength of the dollar? I
mean, surely we don’t want to weaken this economy to make it
come more in line with other currencies.

Mr. DARMAN. As I have tried to suggest, Senator, if one starts
with the premise that the strong dollar problem is principally a
function of the relative strength of the U.S. economy, and then one
adds that one wouldn’t want to weaken our own eccnomy, one is
almost led necessarily to what seems to me a perfectly reasonable
direction in which to work and that is to try to heln strengthen
other economies. Now, there are limits on how much we can do,
but that, I think, is the sensible direction. Everyone benefits that

way.
g:anator WaLLor. How do we do that? I heard what you said
about the OECD. And clearly until they get some of the socialist
overburden out from their statutory structure, there isn’t a whole
lot that we can do about that. For example, people are unable for
economic reasons to lay people off from jobs that they have, and
when you have the merging signs of economic strength, you have a
reluctance on the part of employers to add to their employment for
uite obvious reasons. What about the Third World? I mean, how
o we go about strengthening them so that our trade relationships,
vis-a-vis that large block of trading in the world, is improved?

Mr. DarMAN. The principal problem, it seems to me, is the exces-
sive_debt burden with selected Third World countries, and that is
one that is bein%1 worked on well, I think, case by case. And I would
hope many might agree that we have to give a certain amount of
credit to the Treasury Department for its effort in the past few
years in dealing with what might havc been an extremely difficult
problem, had it not been well managed. I think we wouldn’t offer a
whole lot different. A continued effort along the same lines. The
problem hasn’t gone away. It has merely subsided somewhat, but
that problem is still there. There is a continuing need for reform of
differing kinds within particular countries. )

That has to be done with some considerable sensitivity so that it
is not so draconian as to be counterproductive politically within

“those countries. There has to be bridge financing at times. There

has to be some continuing bank support. But as those specific coun-
try situations improve and as the overall debt situation facing
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them improves in aggregate, as their financial prospects improve,
then one would see more dollar investment in those countries.

Now, the strong dollar isn’t, as some people assume, exclusively
a function of what people imagine as foreigners investing in the
United States. To some extent that figure is a function of the fact
that American dollar holders, in some substantial degree American
banks, have stopped their prior pattern of investment abroad be-
cause of the risk associated with that investment, and they are
hold'i;ng dollars back here in what is a more promising environ-
ment. :

So, slow but steady, as I said to Senator Boren. I wouldn’t expect
dramatic improvement overnight with respect to the adverse ef-
fects of this. And I do think, as you do, that it is worth noting that
the effects aren’t all bad. Some of the effects are good.

Senator WaLLopr. Thank you.

The CHAIRMAN. Senator Moynihan.

Senator MoYNIHAN. Mr. Chairman, I would especially like to wel-
come Mr. Darman to this new role in which, after 4 years in that
‘“great white jail,” has some real qualities. He will get to fly his
own flag, and we are going to get to know him much better. Just for
the record, with respect to questions of firearms, Mr. Darman, you
referred to a constitutional right to bear arms?

Mr. DArMAN. Yes, sir.

Senator MoYNIHAN. Where is that right in the Constitution?

Mr. DARMAN. I don’t remember the exact number, but the lan-

'agzd is that the right of the citizen to bear arms shall not be in-

ringed.

Senator MoyNIHAN. That language appears in the second amend-
ment. But it refers to a well-regulated militia as being necessary to
the security of a free State. There is not a respectable constitution-
al scholar in the countr¥l who thinks the second amendment refers
to anything but the right of a State to maintain a militia, which
does not mean that people may own guns.

Mr. DARMAN. Senator, I hope the record, as it exists now, will
reflect the following as my prior statement. I was stating what I
understood to be the President’s basis of position, and I noted that
it rested on two types of argument One—constitutional—and a
second, practical. I am familiar with the debate as to the merits
with respect to the constitutional argument. The Fractical argu-
ment, however, seems to me to be compelling regardless, although I
must say I am not at all an expert in this area.

Senator MoyNIHAN. Why don’t you become an expert and give us
a statement on the constitutional issue. Will you do that? This is
quite serious, because this is a question of what the Constitution
says about guns. The Constitution has been thought to be impor-
tant around here.

Mr. DARMAN. I have grave doubts as to what I might contribute
to this already well argued debate, Senator, but——

Senator MOoYNIHAN. You would contribute the vantage point of
the Deputy Secretary of the Treasury.

Mr. DARMAN. On the constitutional issue?

Senator MoyNIHAN. The way you behave. It is at my request.
Will you do that?

Mr. DARMAN. Oh, yes, absolutely, sir.
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Senator MOYNIHAN. As the beginning of this administration’s
first term, it proposed to abolish the Bureau of Alcohol, Tobacco,
and g‘irearms in the Treasury Department. Does this remain your
view?

Mr. DARMAN. It is not the view of the administration, Senator.

Senator MoyNIHAN. They changed their mind?

Mr. DARMAN. I am not familiar with the history of the reorgani-
zation proposal in that area, but it would appear so if it is correct
that it was proposed to abolish it.

Senator MOYNIHAN. Are you aware of the legislation that we
almost adopted last year? It represented an agreement between the
three branches of Government—the Executive, the Congress, and
the National Rifle Association—which would have banned the
manufacture and im(f)ortation of armor-piercing bullets—so-called
cop-killer bullets? Did you follow that at all?

r. DARMAN. No, I did not follow it. Indeed, almost everything I
know on this subject I have learned in the last 36 to 48 hours, Sen-
ator, but I may say that, on the basis of a guick reading, it is my
impression that that provision is covered in S. 914.

nator MOYNIHAN. My question is this. The Treasury was curi-
ously reluctant in this matter. Senator Thurmond, myself, and
others put the bill in, but Treasury was reluctant. Do I take it you
are not reluctant any more? Do you want to help work out a simi-
lar bill this year? We almost got one last year.

Mr. DARMAN. It is my understanding that we support that provi-
sion, but I don’t know enouﬁl‘; about the subtleties of this area to
know what may explain the Treasury reluctance if there was some.
I repeat, and it may be evident, that almost everything I know in
this area I have learned in the last 36 to 48 hours.

Senator MoYNIHAN. But you are a quick study, as they say.
Could I ask you one last question? With respect to the Treasur{ 8
proposal to eliminate the deduction for State and local taxes for
purposes of calculating Federal income tax liability, I am not
asking your opinion but would you concede the possibility that this
provision could make it more difficult for a State or local govern-
ment to incur higher levels of general expenditures than is the na-
tional norm?

Mr. DArMAN. It might have that effect, Senator, but not to the
degree I think is sometimes &'esumed. For example, for the State
of New York, there would some increase in revenue for the
State as a whole that would be associated with the fact that the
State has a piggyback income tax system.

Se:ﬁtor OYNIHAN. But that would simply mean a tax increase
overall.

Mr. DARMAN. But there isn’t an inherent reason why—if I under-
stand your question correctly—why there must be a reduction in
service.

Senator MoyN1HAN. My time is up. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Bradley?

Senator BRADLEY. Thank you very much, Mr. Chairman, and Mr.
Darman, welcome to the committee. When I left Washington last
weekend and went back to New Jersey, I felt fairly strongly that
Secretarfr Baker would be fully committed to the issue of tax
reform. In fact, he was very emphatic on that point in his testimo-
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ny before the committee last week. And yet, I arrived in Washing-
ton today, and I see the Washington Post story which says: “The
White House will delay submitting a tax simplification bill to Con-
gress for several months.” And then it says “Some administration
officials have acknowledged that such slippage could cause delay of
tax simplification until 1986.”

; l[lAn ajrticle from the Washington Post dated January 28, 1985,
ollows:
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Senator BRADLEY. Now, I don’t know if you have commented on
that already in the course of this hearing, but is that the view of
-the administration? Is that your view?

Mr. DARMAN. The latter portion is not my view, and in my opin-
ion is not the view of the administration. Nor is it necessarily the
case, in my opinion, that any delay associated with the formal sub-
mission of 1 bill wouid necessarily be a delay for the process as a
whole. Indeed, I am inclined to think that the next time the admin-
istration is seen formally on this subject with a proposal, it ought
to be with a proposal that has a wider base of support than any
now on the table. I suggest that as a matter of politics, not econom-
ics. And assuming that such a proposal could be developed in the
ne:ixf couple of months, the process might move along relatively
well.

Senator BRADLEY. So, from your point of view on this Tuesday,
there is no reason to change what the prospective Treasury Secre-
tary sa?id last week about the commitment to tax reform. Is that
correct?

Mr. DarMAN. That is completely correct. And I think that you
will find that the President supports that and will state it publicly,
Senator Bradley. I think what you are seeing through the press,
and it is entirely understandable, is many Senators are quite right-
ly, as the administration is, extremely concerned about getting
action on the spending side of the balance, and for a variety of rea-
sons they are fearful that too much attention to the tax side would
either create opposition that would be unhealthful with respect to
spending cuts, or create a presumption that there may be a tax in-
crease which would remove pressure for spending cuts, or simply
overload the system. And for that range of reasons, they are under-
standably inclined to wish to give emphasis to the spending side of
the balance. Some are interested in the tax side, and there are
some who are interested in both——

Senator BRADLEY. If I could, I would like you to at least consider
another possibility, and I would like to share this with you in the
form of a caution. And that is I think you have to beware of those
geople who try to subvert efforts for tax reform by saying that we

ave to solve the deficit problem first. Because, in my view, some
of those who are promoting that sequence have an agenda that is
not visible and that results in increased taxes. So I would hope that
you recognize that that hidden agenda is to raise taxes without
reform. And I really think that there is a form of debt hypnosis
going on here, and what we have to do is keep our eye on tax
reform because if you get any increase in taxes on the already
unfair tax system, you only increase the unfairness. Do you not
agree with that?

Mr. DARMAN. Yes, I agree, Senator Bradley. Before you arrived,
Senator Roth expressed a similar concern and reported on some-
thing I obviously cannot be directly familiar with, but he suggested
that he had heard cloakroom conversation which would confirm
what is your hypothesis. In any case, that is not the administra-
tion’s interest. We are not interested in a tax increase. We are in-
terested in moving under both headings as expeditiously as possi-
ble, and while we specifically do not want them to be joined, we do
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not think that one needs necessarily wait at one stage or another
for the other. Each will move on its own track as fast as it can.

Senator BRADLEY. We know that the special interests are orga-
nized and that they will try to frighten people by telling them
what they are going to lose, without ever telling them that they
are going to get lower rates of tax in exchange. And they are bet-
ting that the media isn’t going to tell people that tax reform means
lower rates of tax. What would you say we could look for from the
administration in the near term to demonstrate its commitment to
show this choice to the American people—the choice of lower rates
and fewer loopholes or the present system with high rates and a lot
of loopholes?

Mr. DarMAN. I would hope that, at least at a general level, the
President would speak to this in the state of the Union, Senator
Bradley. And I would hope that at the st.age when we have a wider
base of concensus around whatever modified proposal is the basis
on which a substantial number of Democrats, and Republicans, and
the administration are prepared to go forward, at that point—and
we can’t say exactly when it would be—I would expect to see the
President visibly associated with this initiative and using such
communications skills as he has on behalf of this initiative, just as
lc'lxe has on others that are high priority for him and for his Presi-

ency.

Senator BRADLEY. Mr. Chairman, may I submit to the record an
article in the Washington Post on January 28, 1985, that is a story
about a poll taken by the Washington Post, ABC News, in which by
a margin of 2 to 1 the American people in this poll supported the
Treasury proposal for tax reform.

The CHAIRMAN. I am curious, Bill. Is that the poll where the sort
of qggstion asked is: “Are you in favor of simplification and fair-
ness?

Senator BrRADLEY. No; I think that you find in this poll, as well
as in many of the polls—as I think many Members of the House
and certainly I have found—that when you confront people with
the choice of what they are going to have to give up, and you tell
them that they are %oing to get a lower rate for the long run, they
are willing to give those things ué). So, this poll maybe didn’t do it
in as great a detail as I have and other people have done in their
town meetings, but in my view it clearly laid out the choice, and
the people chose 2 to 1 lower tax rates over this complicated, unfair
income tax system that we have today.

The CHAIRMAN. I don’t know if you were here earlier when Sena-
tor Long laid out at least one of the questions that was in the New
York Times poll 1 week or 10 days ago where they asked more spe-
cific questions. What was it you said, Russell, about charitable con-
tributions? How many were opposed to changing that?

Senator LoNG. They asked people what their position was on the
elimination of the charitable contribution. The poll showed 82 per-
cent against it and I think 16 percent for it. That is not a very
strong endorsement, but it is a recommendation.

Senator BRADLEY. If we are going to get specific, I wonder how
they would have answered it if the question was: “Would you be in
favor of limiting the charitable contribution for the top 10 percent
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of the population in exchange for a very low tax rate for you?”’ You
know there are all ways to ask and answer these questions.

Senator LoNG. Generally speaking, I can tell you the answer. As
long as it cuts their tax, they are going to be for if. If it cuts the
other guy’s tax, they are going to be against it. That is how it
always comes in.

The CHAIRMAN. I want to put to rest this hidden tax idea. I don’t
know where the suggestion comes from. The first time I heard it
was in former Vice President Mondale's acceptance speech, where
he talked about the Republicans or the President having a hidden
tax agenda. If it is hidden, it is really hidden. I haven’t heard of it

et. I haven’t seen it get. I have been at meetings at the White
ouse. I haven’t heard the President wink, blink; smile, or any-
thing else when anybody talked about some hidden tax agenda.

He is not interested in VAT taxes, or flat taxes, or fun taxes, or
VAST taxes, or any other kind of taxes, the best I can tell, and the
only time I hear the suggestion mentioned very often about need-
in%more taxes comes from the Democratic side rather than the Re-
ﬁl; lican side. And all I hear, if that suggestion comes up from the

publican side, is no, or at the most, if there must be some kind of
taxes, what should the form be? But the request for more taxes is
not coming from the President. It is not coming from any of the
Republicans that I know of. I want tyou to ask you, Mr. Darman,
because I passed on my first round of questions, exactly what went
on at that meeting yesterday. And I will paraphrase it, and you tell
me if I am wrong. It was a meeting of the President and of the Re-
K}xblican members of the Finance Committee and the Ways and

eans Committee.

And more or less, we went around the table, everybody comment-
ing as to what they wanted to comment. I do not recall a single
comment that said other than we wanted to consider spending cuts
first. We wanted to cut spending, cut spending, cut spending, before
we considered taxes, whether it was tax reform or tax increases.
. Does that roughlf phrase it right? '

Mr. DArRMAN. I was out of the room for about 5 minutes out of
the 46 minutes to an hour, Senator, but for the time that I was in
the room, that certainly is a fair characterization.

The CHAIRMAN. Now, second, there was a fair degree of support
for the philosoghy of the President’s tax reform package—the phi-
losophy of it, the simplification, the lowering of the rates. It had a
fair degree of support. Some people had some questions about some
ggrtions of it. Senator Long has expressed some questions. I think

nator Boren has expressed some questions about some parts of it.
But, no, oh well, kind of wink and pretend we want to delay it and
we will never consider it again. I want to consider it, and we are
going to consider it, but I don’t sense any overwhelming support to
go forward with it until we have at least addressed ourselves to
spending cuts. And I thought Senator Armstrong phrased it as well
as anybody yesterday when he said that many of the allies we are
going to need for the spending cuts are going to be enemies on the
tax reform package, and we had better not irritate or agitate them
initially while we need their support because, as soon as the tax
reform package is introduced, that is going to draw their primary
attention. And if that is a political decision, so be it. I think it is
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more important that we attempt to cut spending—and we may
fail—the votes may not be there when we finally sit down, Republi-
can and Democrat, and say where we can cut, we may not have the
votes. I hope we do, but I want to assure the Senator from New
Jersey there is no intention, at least in this committee, to so far
drag out, or delay or deny hearings on so-called tax reform, al-
though I am ready to join Senator Long on his bill to prohibit the
use of the word “reform” in any tax bill ever again. I think there is
much merit, Russell, in that idea. But we will have the hearings.
Now, I want to ask you one other thing, and you can defer to As-
sistant Secretary Pearlman if you want. This is a memo of August
6, 1984, =0 it is now a bit out of date, specifying the number and
percentage of taxpayers that use difierent forms. And certainly a
1040EZ, a 1040A, and a 1040 with no itemizations would normally
be called relatively simple forms. Would they not?

Mr. DARMAN. Yes, sir.

The CHAIRMAN. All right; 16 percent of the taxpayers use the
1040EZ. The only thing you can take on a 1040EZ is the charitable
deduction above the line period. You can’t take anything else.
There are only six credits or deductions you can take on a 1040A.
On a 1040 you can itemize, but 27 percent of the peogle don’t
bother to itemize. So, you have got 16 percent that file a 1040EZ, 22
percent that file a 1040A, and 27 percent that file a 1040 with no
itemizations. That is roughly two-thirds of all the taxpayers in the
country who, by any stretch of the imagination, file what is known
as a simple form. Correct?

Mr. DarMmAN. That is roughly correct, as I understand the num-
bers, Senator. ’

The CHAIRMAN. I may be off a percent or two because these are
1982 figures, but my hunch is I am not very far off for the returns
that were filed in 1983 and for the ones that will be filed for 1984.
And I will restate again what so struck me when Mr. Block—
Henry Block—testified a number of years ago, which I have since
verified with him in conversations in the last 2 weeks. This is Mr.
Block of H&R Block, and he is clearly interested in what people
think about taxes and tax forms and tax deductions. He testified
here in 1979, and he said—he polled the question of tax simplifica-
tion and asked: Are you in favor of tax simplification? And he
found an overwhelming support for it. He then discovered that
what people meant when they answered the question was fairness
and not simplification. And when he repolled the question and
made it very clear that what he was asking about: Does your tax
form need to be made simpler? Is that a major issue to you? He
found less than 5 percent had any concern with simplification just
for the sake of simplification. And I hope when we start down this
road of tax reform—and I guess that is what we are going to call it
afain-—-that we don’t attempt to drive it with the engine of tax sim-
plification and to push through or roll over serious objections using
}:‘h‘e argument of simplification, when what most people want is
airness. _ :

Mr. DARMAN. Mr. Chairman, could I offer comments with respect
to two different sug}'ects you raised?

The CHAIRMAN. Yes. :
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Mr. DarmAN. With respect to the latter first, at the start this
morning, Senator Roth asked if I agreed that the overriding ob{’ec-
tive of any comprehensive tax restructuring or reform, or simplifi-
cation—whatever we want to call it—should be g'rowth, and I said
yes. But I added a second important objective and that was .mprov-
ing the perception of the system’s fairness. I said the perception of
the system’s fairness, and I think I am agreeing with you in sug-
gesting that improving simplification in some cases may be consist-
ent with increased fairness and some cases may not, but improving
simplification can be a way to improve the perception of the sys-
tem's fairness because, while it is true that something like two-
thirds of the peogle nave a relatively simple interaction with the
IRS themselves, 1 believe polls show that the presumption of an
overwhelming majority of those people is that a large number of
other people are unfairly benefiting from the complexity of the
system of which they themselves may not avail themselves.

The CHAIRMAN. If all you did was simplify it, these same two-
thirds that have a relatively simple form now would not have any
better perception of fairness, if you didn’t make any other changes.

Mr. DaARMAN. No; to the extent that those people are led to be-
lieve that other people are obliged to conform with some readily
comprehensible system, which assures that those other people—not
the two-thirds, those other people—will be paying something like
their fair share, to the extent that simplification contributes to
that perception, it is increasing the overall perception of the fair-
ness of the system. Now, it is arguable which l;L;vaes of provisions do
t}_ial::tand which don’t, but I think as a general matter that that is
right.

Could I offer a comment with respect to a second matter?

The CHAIRMAN. Yes.

Mr. DArRMAN. The second subject you raised—the one you raised
first. I obviously cannot speak for the Members of Congress who
were at the meeting {ou referred to yesterday with the President,
but I would like to clarify one more time—or attempt to—what 1
think is our perception on this question of which first, which
second. We agree that as a practical matter for a variety of reasons
the spending cut portion of the overall economic program must
move first legislatively, but that is not necessan;ijf to say that ev-
erything with respect to the subject we are now talking about must
be on hold until there is some spending bill, a spending reform
measure of some kind or other enacted. If we hold that as a guide
to the schedule, we could be waiting to discuss these tax issues
until the fight over the continuing resolution in the latter portion
of this frear. What I think we are suggesting is that the spending
side will have very specific proposals frcm the President in the
budget. Those we would hope would be promptly reviewed and
acted upon by the Conﬁress. But at the same time, we would be
moving to develop—with somewhat of a lag but not a large lag—
equally specific proposals with respect to the tax side, and we
would hope that the next time the administration is seen on this
subject it would be, as I suggested, in a manner that enjoys a fairly
wide base of bipartisan support. And at that point, it seems to us at
least, there could well be hearings on whatever may have been
agreed to by those involved, and the process can at least be moving
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within the next few months, not awaiting final action on the spend-
ing side. I hope that is a clarification that is consistent with your
own view. , '

The CHAIRMAN. We have a second round of questions although I
might remind the members we have Mr. Pearlman also to consider,
and I would like to finish them both today if we can. Senator Roth?

Senator RotH. No.

The CHAIRMAN. Senator Danforth?

Senator DANFORTH. No.

The CHAIRMAN. Senator Long?

Senator LonG. No, Mr. Chairman.

The CHAIRMAN. Senator Boren?

Senator BoreN. Mr. Darman, do you feel that an element of
risk—the element of risk—that is involved in a particular financial
enterprise is an element that appropriately should be considered
when we are determining fairness in the Tax Code? I have heard it
argued that if we tax all kinds of in“omes at the very same rate
without any consideration being given to the element of risk in-
volved, that it will sap the vitality of the system by discouraging
investment in new enterprises, for example. If we had not had cuts
in the capital gains, we would not have had the great expansion of
venture capital, for example. Do you agree or disagree with the
consideration of the element of risk in determining what consti-
tutes sound and fair tax policy?

Mr. DArRMAN. I do agree that there needs to be some consider-
ation of the element of risk, but I thought I ought to qualify that
statement rather considerably. My personal preference, and it is
one reflected in the Treasury proposal, is toward a prejudice in
favor of neutrality with the burden on those to show why one
should deviate from economic neutrality. And I don’t believe that it
would be sufficient showing to say merely that such-and-such an
activity is high risk. I think the economic system will make its
judgments, by and large, in a satisfactory way with respect to ad-
justments for one type of risk or another that are reflected in the
likely returns associated with investment—higher returns for
higher risk, as a general matter. But there may be cases—and I
know there is at least one whole sector that is such a case that is of
some considerable interest to you and to the Nation—in which
there would, from an overail public-good standpoint, be underin-
vestment.

A legitimate argument can be made with respect to some kinds
of R&D, I believe. It is possible a national security argument can
be made with respect to the energy sector, for example. And to the
extent that the ordinary workings of the marketplace in a neutral
system would result in what is an underinvestment from the stand-
goint of overall judgment of public good, then I think you would

ave to modify the system. .

Senator BoreN. In regard to the balance of trade and the strong
dollar, you stressed other elements in your answer, other than the
domestic budget deficits. How important do you think the domestic
budget deficits are in determining the exchange rate and having
impact on the strength of the dollar, and do you think that there is
any way short of weakening performance in our own economy to
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try to bring down the value of the dollar in the long range without
tackling the problem of domestic budget deficits?

Mr. DarMman. I have already suggested, Senstor Boren, what is
my basic view on this, and that is that we ought to focus principal-
ly on trying to improve the growth and investment Yrospects of
other countries as a way of dealing with the dollar problem. I think
the relationship of the deficit to the dollar problem is arguable. But
having said that, I think that the point I just made is somewhat
irrelevant. There are sufficient reasons to be concerned about U.S.
deficits to jastify what is being proposed to deal with them inde-
?endently of consideration of international economic effects. And
rom that standpoint. I am fully satisfied that everything we will
be proposing to reduce the deficit, which I recognize is rather con-
siderable, and will present some considerable political difficulty,
that everything we are recommending is well worth recommending
for a variety of reasons. And the reasons range from the desirabil-
ity of reducing our own long-term debt burden, which is both an
economic matter and in my opinion also a moral matter—I am re-
ferring to the fact that future generations aren’t fully represented
in current decisionmaking—to considerations having merely to do
with the efficiency or proper role of Government. So, there are full
and sufficient reasons to be concerned about deficit reduction with-
out stretching to this, I think, somewhat arguable issue.

The CHAIRMAN. Senator Wallop?

Senator WaLLopr. Mr. Chairman, just quickly, only one observa-
tion, and then a short question. The observation is from what Sena-
tor Bradley said and so many of us always use, that special inter-
ests are gathering, and I am reminded of the little guy in Bloom
County who has the closet full of anxieties that come out and visit
him in the night and recently canceled his childhood——

g;aughter.]

nator WaLLop. I think that is a comfortable excuse for saying
it is a difficult chore, and I think all of us recognize that. And spe-
cial interests, after all—I know of no greater special interest that
walks the Halls of Congress than reelection. [Laughter.]

So, putting that where it is, let me just ask one quick followup to
the line of questioning that I was engaged with you on when my
time ran out. And that is, we are talking about trying to strength-
en the economies of Third World countries, and it would be my
hope, and I would ask for you to comment on it, that the adminis-
tration would spend more of its time trying to strengthen the
economies of free Third World countries than they would those
behind the Iron Curtain.

Mr. DArMAN. I think that has unquestionably been the pattern,
Senator Wallop, and it seems to me it would continue.

Senator WaLLop. Now, when I listened to some of the plans that
we have in mind for Poland and other places, I sometimes question
whether indeed we reflect what we do in rhetoric. Thank you, Mr.
Chairman.

The CHAIRMAN. Senator Moynihan?

Senator MoYNIHAN. Mr. Darman, you are a serious person. I just
wanted to clarify an earlier exchange we had, that might look
awkward in the record. I asked you about your statement concern-
ing the constitutional right to bear arms, and you asked at one

\
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point: What relevance do the constitutional views of Deputy Secre-
tary of the Treasury have in this regard? I would point out to you
that, first, you take an oath to uphold and defend the Constitution,
and so you have an obligation to understand it. Second, you are re-
sponsible for gun control at the Treasury Department. The Bureau
of Alcohol, Tobacco, and Firearms, as I understand it, took 16 min-
utes to trace the gun used to shoot President Reagan in 1981. My
point is that firearms are the responsibility of your Department,
and your understanding of what the Constitution—the protection it
provides to the State and to the people as individuals—is impor-
tant. So, will you respond to me on this? I ask that you write me a
note on the subject. -

Mr. DArRMAN. Yes, I will, Senator. :

Senator MOYNIHAN. Let me then go to two other things. The first
is something I mentioned last week to Mr. Baker. The Treasury De-
partment has jurisdiction over Customs, which includes drug inter-
diction. In the recent past, the Under Secretary has had primary
responsibility for Customs. Have you discussed with Mr. Baker how
{g}x are going to divide responsibilities? Everybody can’t do every-

ing.

Mr. DArRMAN. We have not divided up responsibilities among us,
as of this point, Senator. In fact, it would be a little presumptuous,
I think. We have talked only in a preliminary sort of way. With
respect to drugs, I think the pattern has varied as to whose respon-
sibility it has n, but in the most recent past, I am led to under-
stand that Deputy Secreta&cMcNamar has played the principle
role, much more so than retary Regan with respect to that
issue.

Senator MoyNIHAN. Without intending any criticism, would you
agree that we are not succeeding in our effort to control the move-
ment of drugs into this country?

Mr. DARMAN. It is alwa{z a reasonable question to ask, by what
measure, but by any number of reasonable measures that I would
apply, it seems to me evident we are noi succeeding. And I similar-
ly don’t mean any criticism of the prior incumbents. But obviously
with a drug problem of the size that is evident in this country, it
would be somewhat difficult to claim success. We have previously
discussed that, and I think we agree on the importance of this issue
area generally for the health of this society, and we recognize also
the role that Treasury has to play.

Senator MoyYNIHAN. One last question. The Treasury plan in-
cludes a proposal to abolish section 936 of the Internal Revenue
Code. Section 936, the so-called possession tax credit, gives a tax
credit for U.S. corporate taxes attributable to income earned in the
possessions, including Puerto Rico. The credit is designed to encour-
age investment in the possessions. It has been a part of U.S. tax
pelicy since 1921. Section 936 has acquired a kind of quasi-constitu-
tional role in the life of the Commonwealth of Puerto Rico. I am
not asking you to take a position regarding economic or tax policy
here, but as we rroceed to consider section 936, can I hope that you
in Treasury will understand we are dealing with something more
here than rationalization of the Tax Code or revenue enhance-
ment? We are dealing with our relations with the citizens of this
country who are not represented in this Congress.
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Mr. DARMAN. Yes, sir.

Senator MoyNIHAN. I will appreciate that, and I know they will,
too. Thank you, Mr. Darman.

The CHAIRMAN. Senator Bradley?

Senator BRADLEY. Thank you very much, Mr. Chairman. In the
previous line of questioning, we discussed the sequence of when
things would occur. From my standpoint, both things could easily

occur this year in whichever sequence. Maybe if could even happen

l;ir August. What I was concerned about, however, was the ration-

e that emerged today for putting spending first and tax simplifi-
cation second. And the comment was we will need the people that
will oppose tax simplification for deficit reduction. Could you ex-
pound on that a little bit? What do you mean?

Mr. DARMAN. I didn’t say that.

The CHAIRMAN. That wasn't his comment.

Senator BRADLEY. Oh, that was not your comment?

Mr. DarMAN. No, sir.

Senator BRADLEY. Whose comment was that?

The CHAIRMAN. That was one of the Senators at the meeting, but
I d:lm't know if Mr. Darman was there when the comment was
made.

Senator BRaDLEY. Oh, OK. Then, I won’t attribute that to you.

Mr. DarMAN. I believe it was Senator Armstrong’s comment, and
T would suggest that you might discuss it with him.

Senator BRADLEY. Oh. I think it should be fairly clear why that
could be someone’s view of someone because, as I take that com-
ment, it means that you will need those who have benefitted from
the fastest growing Government program—tax expenditures that
have gone from $37 billion in 1967 to %570 billion in 1984—you will
need those who benefit from that Government program in order to
cut education, environment, child nutrition and so on. And I would
hope that the administration would not offer that rationale for tax
simplification, nor for the sequence of tax simplification.

Mr. DARMAN. To the best of my knowledge, Senator Bradley, we
have not done so0. I think that the sequence at the moment is ines-
capable. The budget is ahead of the tax process, and this tax under-

taking is large enough so that, even if we work on it as quickly and
as well as we can, the budget is going to stay a little bit ahead of it,
certainly for the next couple of months.

Senator BRADLEY. One last question, Mr. Darman, and that re-
lates to another subject. What would you have said in 1980, as gou
were contemplating this job—the job you just left—if someone had
told you that the administration that you were going to serve
would be the first administration perhaps in history, or at least in
memory, that decided as a matter of policy to nationalize a bank,
as ig;g Coq?tinental Illinois bailout produced? Would that have sur-
pr ou

Mr. DarmaN. I wouldn’t have expected profound shock to have
been my reaction to the possibility. It doesn’t strike me as an ex-
traordinarily implausible possibility.

Senator BRADLEY. Well, that is a very interesting comment.
tag[r‘ t?é:lMAN. I wouldn’t want you to attach too much impor-

ce to it.
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Senator BRADLEY. Yes, but you don’t want the headline tomorrow
{;o sl::g: Reagan administration appointee in favor of nationalizing

anks.

Mr. DarMAN. I don’t think that would be a fair construction of
what I said at all. First of all, it was your characterization, and
second of all, you are really asking: Could you have conceived of a
low probability event? And would you be shocked by the possibility
of a low probability event? There are all kinds of low probability
possibilities that one imagines are possible. My reaction is more a
function of personality on this issue and the way I think about
things than it is the substance of the matter.

Senator BrapiLEY. I think that is the appropriate comment for
iomelaone who will be one of the major players in the tax reform

attle.

Mr. DARMAN. I am not sure how to take that.

The CHAIRMAN. Any other questions? If not, Mr. Darman, thank
you very, very much.

Mr. DarmaN. Thank you very much, Mr. Chairman and mem-
- bers of the committee.

The CHAIRMAN. I see his immediate predecessor, Mr. Chapoton,
in the audience. Are you here, Buck, for any purpose other than
amusement? [Laughter.]

Senator Danforth.

Senator DANFORTH. Well, Mr. Chairman, in answer to your ques-
tion, I assumed that Buck Chapoton’s presence meant that he was
going to be nominated as Deputy Assistant Secretary. [Laughter.]

Mr. Chairman, I have been privileged to be invited by the nomi-
nee to present him to this committee. And, obviously, that takes no
effort at all because there is no one who works more closely with
the Finance Committee, no one from the administration who works
more closely with the Finance Committee, than does the Assistant
Secretary for Tax Policy. Every time there is a tax bill, the Assist-
ant Secretary is sitting right at this table.

And Ron Pearlman has been at this table many times in the
past. He has been in the administration since a year ago last
summer. For about 1 year, he served as Buck Chapoton’s Deputy,
the Deputy Assistant Secretary for Tax Policy. And since last
;uxlr}mer, he has served as the Acting Assistant Secretary for Tax

olicy.

I think that those of us who have seen Ron Pearlman at work
have become acquainted with an extraordinarily able person, a
person who not only has an encyclopedic knowledge of the tax law,
which he does, but who is gifted with the ability to explain its
meaning in a very clear fashion, and to address himself to the con-
cerns of members of this committee in a very helpful way. )

I think that it’s fair to say that Ron Pearlman is capable of ex-
plaining the administration’s intractable opposition to the propos-
als of members of this committee with the same polish and the
same sympathy as characterized his predecessor.

Ron has a very distinguished career in the law. He came to
Washington having been a member of a very good law firm in St.
Louis, the Thompson & Mitchell law firm, a firm with which I did
some business when I was practicing law in St. Louis.
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He has also taught law on an occasional basis. He has written
reasonably extensively, and his publications are noted in the back
of his resume. And in addition to all of that, he has found time to
serve his community of St. Louis in a variety of civic projects.

So it is my honor, Mr. Chairman, to present to the committee a
person who has been before the committee many times—the Presi-
dent’s nominee for Assistant Secretary for Tax Policy, Ron Pearl-
man.

The CHAIRMAN. Senator Danforth, thank you.

Mr. Pearlman.

STATEMENT OF RONALD A. PEARLMAN TO BE ASSISTANT
SECRETARY OF THE TREASURY

Mr. PEARLMAN. Good morning, Mr. Chairman and members of
the committee. Let me begin by simply thanking Senator Danforth
for his very kind words. I am a proud Missourian and made even
prouder by Senator Danforth’s presence on this committee and his
representation of our State in the Congress.

I do not have a prepared statement, Mr. Chairman. I would
simply like to express my appreciation for having the opportunity
to appear this morning. Over the last year and a half, I have had
the pleasure, and, indeed, the honor to work closely with the mem-
bers of this committee. It has been both a professional and personal
highlight of my career. I think that relationship has been a good
one. I hope it has.

[A biographical sketch of Ronald A. Pearlman and a letter from
the U.S. Office of Government Ethics follow:]
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RONALD A. PEARLMAN

A. BIOGRAPHICAL:
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Date and Place of Birth:
July 10, 1940, Hamiiton, Ohio
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Steven W. Pearlman - 18 years
Leslie C. Pearlman -~ 16 years

Education:
Wilson Junior High " 1952 - 1955
Hamilton High School 1955 - 1958

Northwestern University 1958 - 1961

University of Cincinnati Summer,

Northwestern University
School of Law
Georgetown University Law

1960

Center 1965 - 1967

B.A. w/honors

1962 = 1965 J.D.{cum laude)

LLQH.
(Taxation)
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7. Employment Record:

May 1365 - May 1969
Attorney=-Adviser
Interpretative Division
Office of the Chief Counsel
Internal Revenue Service

1111 Constitution Avenue, N.W.
wWashington, D. C. 20224

May 1969 - July 1983

Thompson and Mitchell

One Mercantile Center

St. Louis, Missouri 63101

Agsociate - 1969 - 1970

Partner - 1971 - July, 1983

Partner in charge of tax department - 1976 (approx.) -
July, 1983

1970 - 1971

Part-time Instructor

Meramec Cormunity College - St. Louis
County Junior College District

7508 Forsyth Boulevard

St. Louis, Missouri 63105

February 1972 - July 1983

Adjunct Professor of Law

Graduate Tax Program

Washington University School of Law
Campus Box 1120 ]
St. Louis, Missouri 63130

8. Government Experience:

August 1, 1984 to present

Acting Assistant Secretary (Tax Policy)
Office of the Secretary

Department of the Treasury y
Washington, D. C. 20220

July 1983 - July 1984

Deputy Assistant Secretary (Tax Policy)
Office of the Secretary

Department of the Treasury

Washington, D. C. 20220
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Government Experience: - Continued

May 1965 - May 1969
Attorney-Adviser
Interpretative Division
Office of the Chief Counsel
Internal Revenue Service
1111 Constitution Avenue, N.W.
wWashington, D. C. 20224

\

1969 - 1973, Chairman, 1978-1979
Advisory Committee

Dicector of Revenue

State of Missouri

9. Memberships:
Missouri Bar

Illinois Bar

Bars of the U.S. Supreme Court, Tax Court and Claims
Court

The American Law Institute

American Bar Association, Section of Taxation,
Legislative Recommendations Committee and

Committee on Partnerships (Chairman, Subcommit: ee
on Contributions and Distributions, 1982-1984;
Chairman, Subcommittee on Incorporations, Corporate
Stockholder Relationships Committee, 1974-1976)

Fellow, American College of Tax Counsel

Missouri Bar Taxation Committee (Chairman, 1976-1978)

Taxation Committee, Bar Association of Hetropolitan
St. Louis (Chairman, 1974-1975)

Chairman, 1979 Mid-america Tax Conference

Southern Methodist University Tax Symposium Advisory
Committee

Regional Vice President, Northwestern University
School of Law Alumni Association

Danforth Foundation
St. Louis Leadership Program - 1980 - 1981

St. Louis Metro Forum
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. United Way of Greater St, Louis
Chairman, Children's Services Budget Panel and
Member of the Agency Operations and
Planning Cabinet, 1979 ~ 1982 -

St. Louis Jewish Center for Aged
Board of Directors (President, 1983)

Jewish Federation of St. Louis
Board of Directors
Member of Endowment Fund and Community Services
Planning Committees
Secretary 1982, Member of the Executive Committee,
1982, Budget Committee Vice Chairman 1982

Missouri Athletic Club, St. Louis, Missouri

Westwood Country Club, St. Louis, Missouri

10. Political Affiliations and Activities:

I have made political contributions to Republican
candidates and political parties at both the local (St. Louis and
8t. Louis County, Missouri) and national levels dating back to
1976 with amounts ranging from $25.00 to $100 per contribution.
In addition, I have made contributions to Congressman Gephardt's
election committee., (Mr. Gephardt and I were classmates in :
college and practiced law in the same St. Louis law firm for the
eight-year period prior to his being elected to the Congress.)
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Mr. PEARLMAN. I look forward to a continued good relationship
with the committee. And the opportunity to work with you, Mr.
Chairman, and members of the committee.

Thank you.

The CHAIRMAN. Mr. Pearlman, a quick question. You are reason-
ably familiar with the Treasury groposal on tax reform, I assume.

Mr. PeArRLMAN. I have heard about it, yes, Mr. Chairman.
{Laughter.]

The CHAIRMAN. One of the proposals is to increase the IRA’s to
$2,600, and an additional $2,600 for a nonworking spouse. Is that a
good proposal in your mind?

Mr. PEARLMAN. Yes, I tHink it is a good pro . I think we
have emphasized in this proposal the utility of the IRA as part of
the package of tax incentives designed to aid people in planning for
retirement, for their later years. One of the major policy issues we
decided early in trying to develop a fundamentally reformed
income tax si'stem was to keep the incentives in the tax system for
retirement planning. So we made a major decision, for example, to
leave the tax incentives essentially as they are for qualified pen-
sion and profit sharing plans.

We recognized, as the Congress did when the IRA was originally
enacted, that qualified pension and profit sharing plans aren't
available to everyone. And they, in a sense, discriminate against
people—certain self-employed individuals, nonworking individuals,
spouses who work in the home—people who don’t have the benefit
of qualified plans.

And so we viewed the IRA as a very important piece of that re-
tirement planning.

The CHAIRMAN. Although the IRA deductions significantly
reduce the income tax base?

Mr. PeaRLMAN. Yes. We recognized that. And, again, in one of
the policy decisions we made, we said that we thought that there
was an important role to be played by the tax system in continuing
to encourage financial independence by individuals in their retire-
ment years.

The CHAIRMAN. So basically it's a legitimate use of the Tax Code
to achieve what is regarded as a worthy social purpose?

Mr. PEARLMAN. Clearly that and certain other decisions we made
were, in our judgment, legitimate uses of the Tax Code. Yes.

The CHAIRMAN. What are the most recent statistics you have on
the income distribution of those who purchase IRA’s?

Mr. PEARLMAN. I don’t have that data at my fingertips, but I can
give you a couple of pieces of information.

The CHAIRMAN. Go ahead.

Mr. PEaRLMAN. The average contributions that are being made
to IRA’s now are currently running at about a little over $2,000,
which is very interesting. It's much higher than we thought.

The CHAIRMAN. I don’t mean how much, but the income level of
those who are buying them.

Mr. PEARLMAN. And that the IRA’s are being used across the
income classes. That incomes below $50,000 are making substantial
use of the IRA.

The CHAIRMAN. How about incomes below $15,000?
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Mr. PEARLMAN. Well, with respect to incomes below $15,000, I
would think not, Mr. Chairman. But I would be happy to provide
that distribution data. I simply don’t have it in front of me.

The CrAIRMAN. Now let me ask you a second question. In the
Treasury report, you want to, if not get rid of, at least significantly
discourage the 401-K pension plans.

Mr. PEARLMAN. Yes. I would like to put it slightly differently. I
think what we wouid like to do is to see the 401-K concept be ef-
fected not through the present 401-K, because it's not available to
everyone and it's available in a discriminatory way, but effected in-
stead through the use of the IRA, which is available for everyone.
And, therefore, we would make that vehicle for encouraging sav-
ings for retirement available to everyone in the country.

The CHAIRMAN. Do you know what the income distribution is of
those who currently have available to them 401-K pension plans?

Mr. PEARLMAN. Again, I don’t have that data in front of me, but
I think the data would indicate that the 401-K plan, because of the
much higher dollar amounts that are possible to be deferred under
401-K, tends to be skewed to the higher income levels. But, again,
we would be happy to provide that to you.

The CHAIRMAN. I think you will find in terms of the breadth of
the availability that it’s skewed toward more middle income and
lower income groups than higher. You have a higher limit. But if
you mean are more people taking advantage of 401-K or IRA’s in a
middle income tax level, I will bet you will find that the 401-K’s
have a greater participation.

Mr. PEARLMAN. That could be. Again, I will be happy to provide
that data to you. _

The CHAIRMAN. Next question. You know, I'm no great fan of in-
dustrial development bonds, but the argument has been raised—if
we don’t have it, as far as rental housing for lower income, it’s
going to go up 40 to 60 percent. This argument has been made to
you before. What about that?

Mr. PearLMAN. Well, frankly, we have not heard the argument
that the cost of rental housing will go up by that percentage as a
result of the change in the industrial revenue bonds. We've heard
the argument that a combination of provisions in the Treasury pro-

—my guess is the most significant of which is not the industri-
al bond proposal but rather the interest limitation will drive up the
cost of rental housing. That is one of the pieces of data that we
have asked the housing industry to provide and develop for us. We
have received some of that data and we are working with the in-
dustry. And one of the questions we asked them was: What were
the pieces of the proposal that might result in rather high increase
in rental costs? And we are looking forward to receiving that data.

My guess would be that it would not be the industrial develop-
ment bond provision.

The CHAIRMAN. But the 40 to 60 percent is not out of range of
the entire package then?

Mr. PEARLMAN. I think that is the estimate that has been sub-
mitted to us; that the package could have an effect on certain
rental housing, as much as a 40 to 60 percent increase.

The CHAIRMAN. Basically, lower income rental housing.
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Mr. PEARLMAN. Yes. I think the information we received was
that the average rental in the United States is now currently about
$300 per month, and the expectation is that it could go up some-
where around 25 percent.

The CHAIRMAN. I will come back to that.

Senator Roth. '

Senator RortH. I, too, want to welcome you here, Mr. Pearlman. I
think we are very fortunate to have you available for the assign-
ment you are undertaking.

Before I get into some questions on savings, I would like to ad-
dress a problem, this problem of vehicles and farmers. I understand
and have read rather rapidly the new press release on this matter.

Mr. Pearlman, this is an example, in my judgment, where a good
idea goes wrong. It's an idea which, I think, helps build unfairness
into the picture.

And let me tell you why I say that. It seems to me that this legis-
lation, which was an initiative, I think on the Senate floor, was to
avoid—those people who were using expensive cars for personal use
and paying no taxes accordingly; that it was a tax loophole.

But my concern is what is happening because of the regula-
tions—and I understand you are put under some very heavy re-
quirements. What is happening is this: First of all, those who have
used it as a tax loophole are Foing to be protected. They are going
to be able to, without maintaining any records whatsoever, shelter
70 percent of those costs. ‘

n the other hand, the farmer, the little guy whose teenagers
may use that truck to go to a dance or something, is going to have
to keep detailed records, detailed records, if he feels he’s entitled to
more of a deduction than 70 or 80 percent, as the case may be.

Now it is that kind of situation, it is that kind of regulation, that
I think builds in unfairness into the picture. And, again, I under-
stand the problem that the Treasury had because this was an initi-
ative of the Congress. I think it makes no sense what we did, at
least the way we did it.

But I'm bothered. And I wonder if you would agree with me that
basically under these regulations you can pretty much protect 70
percent of the cost without any records? i

Mr. PEARLMAN. Senator, permit me to make a few comments.
First, I think it is very imﬁortént for the members to understand
that the problem of recordkeeping with respect to cars is not one
that grew out of the 1984 act. I mean the issue of keeping records
for cars has been in existence for years, and the only thing the
1984 act did was to make it crystal clear that those records must be
contemporaneous records rather than records created on April 14
of each year. )

Senator RorH. Let me interrupt because I understand that.

Mr. PEARLMAN. All right.

Senator RoTH. But it’s not so much sometimes what the facts are
but the perception. Then here comes an administration that came
in that was going to lighten the paperwork burden of government,
and what we are going to do now is to impose a heavy burden on
the individual farmer just to prove that he isn't using it except de
minimis. I wonder how are you going to be able to enforce these
regulations. I understand Treasury would like more revenue
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agents. Are we going to put them out on the farms watching what
the farmers are doing? :

Mr. PEARLMAN. Let me go on and say that I think one of the dif-
ficult problems we had in designing those regulations was trying to
balance the problem of people using property which is being depre-
ciated and for which tax benefits are being received for personal
use against the burden that is imposed on people that are using
property absolutely legitimately in their business.

I think that the regulations that we have come out with over the
last several months went too far in trying to impose recordkeeping
demands. And, hopefully, we will find out more over the next
month or 8o as our revisions receive some comment. :

I think that we have identified categories of taxpayers today so
that the ple who use their cars purely for pleasure and are
gaining advantage of the tax system, will not be able to use the 70

rcent rule or the 80 percent rule. And, hopefully, the farmer who
18 using his vehicle fully for business or just very incidentally for
pleasure will not be put under an undue burden.-

Let me say we assume that if the farmer wants to depreciate
more than 80 percent of a truck or more than 70 percent of a car,
he must keep a record of his personal use. Our judgment is that if
the farmer does that and at the end of the year determines that he
had no personal use and so retains some record. of that, Revenue
agents are not going to come in and try to second-guess those deter-
minations.

We know that there will be people that won't be quite honest
with the system. But we also know that is the way to take the
gurden off of the farmer, which is one of the things we intended to

0.

Hopefully, the rules, as we announced them last Friday, will dra-
matically ease the burden; not just on farmers but on small busi-
nessmen, on salesmen, and on servicemen. And we hope over the
nextlseveral weeks, if that’s not the case, that we will hear from
people.

Senator RorH. Well, my time is up. I'm just concerned that what
the thrust of these regulations are, that those that are abusing the
privilege will be able to shelter 70 or 80 percent without keeping
any records. It's going to be impossible to disprove. And enforce-
ment is going to be extraordinarly difficult.

On the other hand, the little business guy or the farmer who
may once in a while use a truck or something is going to be bur-
dened with paperwork and they are going to laugh at us.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Mr. Pearlman, I am going to make a forecast
of what Congress is going to do on the tax reform package. I be-
lieve that we will pass a tax bill this year, late this year. I believe
that we will, contrary to the advice of Senator Long and Senator
Packwood, call it something like the tax reform bill of 1985. I be-
lieve that when we are all finished with the bill, columnists will
write it up asking the question: How can this be a tax reform bill
or a tax simplification bill when it adds 500 to 1,000 pages to the
Internal Revenue Code?

My, maybe too cynical, view is that tax simplification is all but
impossible to come by; that quite the contrary of the bum’s rush
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approach, which was described by Senator Long, we in the tax
writing committees operate at such a leisurely pace with so many
people—lobbyists and so on—looking over our shoulders that any
tax bill necessarily develops all kinds of appendages and that this
bill will be no exception to that.

It used to be that, I think, Congress passed a new tax bill about
once every T years. That at least gave the rest of the country an
i)pportunity to figure out what was going on and to plan according-
y.

Now, we have passed three major bills during the first Reagan
administration, and some minor bills as well. And my concern is
that we are not only not moving toward simplification, but that tax
law becomes more and more unpredictable as we keep tinkering
with it and changing it. And that there is a very strong possibility
that what we will end up with after several months of agonizing
deliberation is something that is more complex and more tinkering
added to the code.

I hope that the policy of the administration—and you will be the
Assistant Secretary for Tax Policy—I hope that the policy of the
administration is to insist on something that is relatively simple,
and straightforward, or be prepared to just scuttle the whole proc-
ess somewhere down the road.

But I would like for you to comment on that. Can you foresee
circumstances in which what we do ends up—maybe it is good—but
ends up just so complicated and contrary to the idea of simplifica-
tion that we finally decide, look, maybe this is a reasonably good
tax bill, but we just can’t afford every year to tinker with the In-
ternal Revenue e.

Mr. PEArRLMAN. Well, let me try to respond to your question with
several comments, Senator Danforth.

First, I think everyone involved with the tax system shares your
concern with the frequency of legislation. It is a very serious prob-
lem. It's not just a serious problem for taxpayers; it's a serious
problem for Government. We have to worry about people under-
standing the tax system, advisors bein% able to properly advise tax-

ayers, and we have to worry about the Internal Revenue Service

ing able to administer the system. All of those are important in

maintaining the integrity of the system. So I think that concern of
frequency of legislation is a major concern.

I would add, however, my own judgment that it’s not a matter of
fundamental tax reform versus no legislation. My prediction—and
one of the reasons that I think it is so important to reexamine the
tax system on a fundamental basis—is that over a period of years
as the system gets more complex, we are goingz to see more aggres-
sive transactions designed to get around the current rules and you
will find the Treasury Department and Menibers of Congress being
concerned about these transactions bringing them to the attention
of the committee. We will end up with a repetition—maybe not
every year, maybe it will be every 2 or 3 ycars—of 1984 Acts over
and over again. I think that, too, is a serious: problem.

I think we have to be careful. And I thurk Senator Packwood
said it very well in his discussion with Mr. Darman. We have to be
careful when we talk about tax simplification.
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I am seriously committed to achieving some real simplification
for individual taxpayers in this country. I mean simplification in
its naked form. For example, I believe that a proposal that in-
creases the number of nonitemizers by 7 percentage points—that’s
another 5 million or so people—is an improvement in terms of the
complexity of the ?'stem, which, I think, is important to individual
taxpayers. Also, I don’t think we should lose sight of our ability to
simplify the business tax system. For example—although I know
it’s an issue which is and will continue to be a very controversial
one, the proposal to eliminate the preferential rate on capital gains
has major simplification benefits.

I also think it is equally important in a fundamental reexamina-
tion of the system to look at the fairness of the system, even if that
fairness in certain circumstances contributes not to the simplifica-
tion of the system but adds some complexity to the system.

For example, I think we can bring some fairness among the way
businesses are taxed. I can assure Kou that those businesses that
are paying a much higher tax rate than other businesses today will
be happy to have a little additional complexity in order to achieve
a fairness in the manner of taxation. I mention that specifically be-
cause of the indexing proposals in our package.

I hope that we can produce, if it is the Congress’ will, a funda-
mental reform of the system that achieves the maximum degree of
simplification and fairness and that we can do it in a way that per-
mits us several years from now to look back and say that it was
not just another in a line of pieces of tax legislation that did not
contribute to the integrity of the system. I hope that'’s possible.

Senator DaANFORTH. Thank you.

The CHAIRMAN. Senator Long.

Senator LoNG. Mr. Pearlman, let me first say that I'm going to
support your confirmation. I think you are qualified for the job.
Have you been confirmed with the job you now hold? I know that if
you were, I voted for you. Can you recall? [Laughter.]

Mr. PEARLMAN. I was not, but thank you.

Senator LoNG. You have or have not?

Mr. PEARLMAN. I have not been confirmed before.

Senator LoNG. Well, that’s news.

Mr. PEARLMAN. But I appreciate your vote.

Senator LoNG. You will be confirmed.

Mr. PEARLMAN. Thank you.

Senator LoNG. As far as 1 know, every Democrat over here is
going to vote for you and I’'m going to vote for you.

Mr. PEArRLMAN. Thank you very much.

Senator LoNG. I think you are qualified for the job, and I will be
pleased to support your confirmation.

I think that it is sometimes unfair for us to debate policy issues
with nominees for a position when they come before us, as you do,
because you are there with a sword of Damocles hanging over your
head. If you don’t watch out, you will say something that some
Senator doesn’t like, and then he will go out and oppose your con-
firmation; he might even filibuster against it. It's a very vulnerable
gosition a man is in when he comes before the committee as you

0.
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So I don’t want to debate the issue with you. I just think that we
might have something of an exchanﬁ. Let me say that I'm all for
simplification. Personally, I would think that we ought to be able
to increase the number of nonitemizers a great deal more than
your proposal would.

Perception sometimes gets to be more of a problem than fairness.
I particularly have in mind one item that you are not recommend-
ing changing. I have discussed this with Mr. Darman.

any people have the idea that rich people pay no taxes. I'm
sure there are some who pay no income taxes, but most of them do.
We will never completely eliminate this perception of rich people
paying no taxes as long as we leave them something that has been
there since the beginning of time; that is, the tax exemption for the
full faith and credit obligation to State and local governments.

You are not recommending changing that. And I have argued
from time to time that the Pollock case is still good law and that it
would be unconstitutional to tax such interest. I don’t think you
share that view, do you?

Mr. PearRLMAN. No, ! don’t share that view. We have not

changed—our proposal does not change current law with respect to
8 led governmental obligations, obligations issued for govern-
mental pugses. They would remain tax exempt.
. Senator Lonag. That'’s right. As long as that is the case, we will
continue to hear that someone, such as Mrs. Dodge did some years
ago, invests their money solely in Government indentures and pays
no income tax. I think you heard me say to Mr. Darman that Bill
Simon as Secretary of Treasury used to contend that such interest
has already been taxed because you get about 30 percent less yield
on that type of obligation than you do on a taxable obligation.

As long as we leave that provision the way it is—and the way
you are recommending it right now—how are we going to get rid of
the perception of rich gée getting by things in the income tax?

Mr. PearLMAN. Well, Senator, I ee with you that to the
extent that we leave tax exemption and do nothing else that there
tv;i}‘l be some taxpayers who, in fact, will pay no Federal income
Let me say that there is a way to deal with that, and that is
through a minimum tax. We have indicated in our report that
while we were in favor of eliminating minimum taxes because,
again, we thought that contributed to the simplification of the
system, we were concerned about the perception of either individ-
uals or corporations not paying any tax. That is an issue that we
believe is aﬁpropriate of further discussion. I wouldn’t today want
to suggest that any mimimum tax should apply to interest on State
and local obligations. We have made a judgment that is not appro-
priate; we want to give State and local governments continued abil-
ity to finance their governmental operations and get the full bene-
fit of tax exemption. And certainly a minimum tax would encroach
on that. But certainly that is an option available to the Congress.

Senator LoNG. There is one other (Eroblem along the same line. I
was told that, according to the studies made by Treasury, one of
the largest categories of persons paying little or no income tax was
persons who find themselves in that situation because of the for-
eign tax credit. There, again, we run into a similar problem. If one
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is doing business in a foreign country where he is paying, let’s say,
- a 70 percent or even an 80 percent tax on net income, he is entitled
to claim the foreign tax credit on his U.S. income tax. To say that
such a tax can be very misleading, because he actually paid a lot of
taxes, but he simply paid them to a different government.

The rule tends to be that, among equal sovereigns, you get a
credit, not a deduction, for what you have paid in taxes to an equal -
sovereign. Are we going to have to change the rules to allow only a
deduction, when it has been an established rule that you are enti-
tled to a credit for what you have paid the other sov "reign?

Mr. PEARLMAN. Senator, I think both of those examples point out
one of the unfortunate things that happens when you just look at
statistics and you see x number of people don’'t pay tax in a par-
ticular year. I think we would share your view that someone eligi-
ble for a foreign tax credit under well-established international
grinciples, simply because he doesn’t ﬁay the tax in the United

tates, is not viewed as a tax evader. He has, in fact, paid a tax.

When we do more specific analysis of who pays tax and who does
not and why, we do not view people who have availed themselves
of the foreign tax credit as being the kind of taxpayer that we are
concerned about in terms of not paying tax in the system. I think it
is simply a matter of analyzin% that data to make sure we under-
stand the different categories of taxpayers.

Senator LoNG. I'm just wondering if we are going to be com-
pelled at some point to vote to put a big tax on someone who has
already paid his fair share, just to respond to an erroneous percep-
tion. That's troublemaking.

Mr. PEARLMAN. We have not suggested that, and I would hope
that we would not do that.

The CHAIRMAN. Senator Boren.

Senator BoreN. Thank you, Mr. Chairman.

I want to associate myself, Mr. Pearlman, with the others on the
committee that have spoken about their pleasure at your appoint-
ment. And I enthusiastically support your confirmation. I think we
are very fortunate, as in the case of Mr. Chapoton, to have a
person of your ability, your understanding of the Tax Code and

our professional expertise willing to serve in this position. And
'm grateful that you do have that willingness.

I think we all recognize that fairness and the perception of fair-
ness is very important to the Tax Code, and we are struggling with
that in this whole pro 1 for simplification and change this year.

There is no way to have enough agents to enforce the Tax Code
that is so widely perceived as unfair that ‘you do not have a high
level of voluntary compliance. I wonder if the Treasury has an
kind of an indicator that it uses or any method that it uses to trac
the level of voluntary compliance with the Tax Code.

SeMr. PeARLMAN. Yes. First, let me thank you for your comments,
nator.

The Service does undertake analyses—the most recent analysis is
with respect to 1981 data, and has received heavy publicity over
the last year or so—in which it seeks to measure the so-called tax
gap, which is an effort at trying to evaluate what taxable income,
if you will, that escapes taxation. And that analysis is a continuing
one. The Service has been doing it for a number of years. The esti-
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mate now is around $80 billion, made up of both the illegal and the
legal sectors. That analysis, indeed, breaks those items into specif-
ics—how much in terms of dollars of overstated deductions; how
much in terms of understated income; how much from drug traffic;
and other things. So the Service seeks to do that.

Senator BoreN. How much has that grown over the last decade
as a percentage factor?

Mr. PEARLMAN. I can't answer that. Obviously, the absolute
number has grown. I would guess—and I'm only guessing—that
there probably has been some growth in the percentage of noncom-
pliance but I simpl;lr‘hcan't answer that question.

Senator BoreN. That's something that I hope you will keep the
committee informed on periodically because I think that while we
are concerned about uncertainty created—and I agree with what
Senator Danforth said, and I think you also know my concern for
encouraging savings and capital formation—that we also have to
keep our eﬁe on the problem of voluntary compliance and making
sure that the system is perceived as fair.

Let me express my appreciation to you also—the members of
your staff have already met with us in an effort to resolve this
problem that has been ongoing of getting a definition of new oil
under regulation since we changed the law some time ago to apply
certain rates.

Are you hopeful that we will be able to work that out in the near
future and get a regulation actually issued in that area?

Mr. PEARLMAN. Yes, Senator. I think we are almost there. I
think we have worked it out, and now it's mechanical; that is, just
getting the regulation drafted and issued. And we hope that that
regzlation will deal satisfactorily with the issue.

nator BoreN. Thank you. Also going back to what Senator
Roth said a minute ago in regard to the logging, I think that the
statement—I did read over in some detail the proposals that the
Treasury released Friday or Saturday in the press release of
changes. They are certainly a step in the right direction. That it
does appear—definitions of agriculture, for example—other occupa-
tional groups that don’t fall into the salesmen-service category. We
may still need to find a way of providing some option to the tax-
payer of taking a certain pércentage. So there still seems to be
some other areas that need further work. And I would just encour-
age that the Treasurv call another meeting. I know there has been
one meeting already with allies from the Finance Committee mem-
bers. That another meeting perhaps be called seeking to refine
these proposals a little further before they are finally issued for-

mally.

I tl‘;ink they maybe come two-thirds of the wee‘?', but I think there
is still some remaining problems to be worked out. And I would
hope that ?erhaps another meeting could be held soon with staff
members of interested members of the Finance Committee to try to
work that out.

Mr. PEARLMAN. Let me say that we would be happy to do that,
Senator Boren. And I want to take the opportunity to reempha-
size—and I perhaps did not do it strongly enough when Senator
Roth asked a 3uestion-—-that we have tried with those regulations—
and I might add others—after the 1984 act to get regulations out as
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quickly as we possibly could because we thought that was in the
interest of taxpayers to have guidelines out there. Where members
of the public and Members of the Congress have disagreed with us,
we have tried as best we could to react on a reasonable basis to
those concerns, and I would hope that dialog would continue.

Senator BoreN. I appreciate that. But I would urge maybe an-
other meeting in the very, very near future so that we can finally
get it resolved.

Mr. PEARLMAN. We would be happy to do that.

Senator BoreN. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Moynihan.

Senator MoyNIHAN. I would like to join this chorus of greeting to
our friend, Mr. Pearlman.

I want to note the exchange between the chairman and Mr.
Pearlman in which the chairman asked whether the individual re-
tirement account or IRA was a legitimate use of the Tax Code for

"advancing an objective in social policy. Secretary-designate Pearl-
man stated that he considered it legitimate. So it is conceded that
it is legitimate to use the Tax Code to advance a social policy, and
the only remaining question is what social policy objectives should
be advanced. Actually, there is no such thing as a socially neutral
tax code; it is an oxymoron. The Tax Code is a social policy right
then and there. The Government will exact forced labor from you.

Just two things, sir. Just out of curiosity, your $80 billion figure
is a net loss of taxes. Right?

Mr. PEARLMAN. It’s a net revenue loss.

?gldabor MovNIHAN. Net revenue loss as against income not re-
ported.

Mr. PEARLMAN. Well, it includes that. I thought you meant the
tax liability on unreported income and overstated deductions. '

Senator MoyNIHAN. Would you help me just once more? Is it
income not reported or taxes not paid?

Mr. PEARLMAN. It is taxes not paid on unreported income.

Senator MoyYNIHAN. Yes. So it's about a 10-percent loss.

Mr. PEARLMAN. Yes. Well, a little more than that.
kng‘r)lator MoyNIHAN. Does the OECD ever make estimates of this

nd?

Mr. PEARLMAN. Senator, I don’t know the answer to that ques-
tion. I just don’t know if other countries do that or not.

Senator MoYNIHAN. We are one of very few countries that have a
self-assessing tax system, aren’t we?

Mr. PEARLMAN. Well, there are other countries that claim they
have a self-assessment system, but let me say that other countries
just marvel at the efficiency of our self-assessment system. Every
time we meet with tax officials in other countries, they are amazed
at the level of compliance in this country. And, very frankly, I
think that's why many of us want to make sure that our system is
preserved, because we see what happens in other parts of the world
when it is not.

Senator MoYNIHAN. I think it's worth noting that the British
revenue agency, Inland Revenue, has almost as many employees as
the IRS, in order to collect taxes from a population that is less
than one-third that of the United States.
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Two quick questions. In the last 4 years, the Tax Code, if I am
not mistaken, has almost doubled in length or at least in complex-
ity. Isn’t that right?

4 Mr. PEARLMAN. The Tax Code has grown dramatically in the last
- 4 years.

Senator MoyNIHAN. Could I get an estimate from you, Mr. Pearl-
-man? You know every word of it. You have written half of it.

Mr. PEARLMAN. I can’t confirm that it has doubled.

Senator MoYNIHAN. You are not under oath. If I said it had
about doubled, does Buck Chapoton——

Mr. PEARLMAN. You would not be too far off.

Senator MoyNIHAN. I would not be too far off. If a historian of
this period, given no clues as to the political identity of the party
in office, said there was a 4-year period when the Tax Code doubled
in the amount of regulation, exaction, burden, complexity, and bu-
reaucratic rule, expanded to an exponential length, would he have
chosen—Ilet’s see, what administration? What party would he have
thought to be in power? [Laughter.]

. Don’t answer that.

There was a moment during our consideration of the last tax
bill—Mr. Chairman and Mr. Long will remember—at about 10 a%
night when we were pretty weary. We realized we had about 1,000
pages to go, and it turned out to be like 700 printed in the bill al-
ready. And Senator Chafee offered a one-line amendment that
would have achieved our revenue goal of $150 million over 3 years:
3-year delay of indexation. But Mr. Dole said, “That’s a nice
amendment, but it is the killer amendment. With one line, we
could have reached our revenue objective, but the administration
would have none of it.” We got six votes. :

The CHAIRMAN. Well, that was the ultimate simplification.

Senator MoyNIHAN. Yes. The one-line simplification. But there
are some people who just like overgovernment and you can’t help
it. [Laughter.]

I want the record to show that Mr. Pearlman and I had a very
good conversation about section 936, and he is sensitive to a prob-
lem we have with that provision. The tax incentives for investment
in Puerto Rico that are presently embodied in section 936 have
been a part of U.S. policy since 1921. The revenue cost estimate is
not small—$1 billion. And Puerto Rico is not represented in this
body, yet its people are citizens of this country. And I know that
Mr. Pearlman is going to be sensitive to the subject.

“Mr. PEARLMAN. Clearly.

Senator MOYNIHAN. And at a minimum you have to understand
that this issue has got to be much more closely attended to.

Mr. PeArRLMAN. As ] indicated to you, Senator Moynihan, we
have already had discussions with the government of lguerto Rico .
and others in Puerto Rico who are interested in this provision. It is
a provision that we recognize is a very sensitive one, and will be so
treated. R

.Senator MoyNIHAN. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. Thank you very much, Mr. Chairman.
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Mr. Pearlman, let me add my words of support. I am delighted to
see i)lrou nominated for this position, and certainly will support you
in that regard.

Let me get to what Russell Long was talking about for a
moment. I saw that network show that said there were 200-some
people that paid no taxes; that made substantial amounts of
income. I don’t know the legitimacy of that, but I would appreciate
it if Treasury would develop us a profile—not the names obvious-
ly—of how they did it. If it is just municipals, I think they have
paid their share by taking the lower return. I think Bill Simon
makes a legitimate point there. I'm so to see that kind of a
result because I think it does—where people don’t understand it, it
hurts confidence in the system.

But let me know those things that we don’t really cover by the
alternative minimum. There rré:{ be some equipment things in
there, but whatever it is, specifically, to see if we can’t narrow that
number down even more. And it is a small number now when we
think about the millions of people that pay taxes, and you are talk-
ing about 200 that do not who make substantial amounts of
income.

The other point is that it is interesting to me to see the mixed
bag on the part of business as to your proposal. I think it is inter-
esting to see the conflict of interest that has developed with some
of the high paid executives in our country. They hav2 a salary of a
half million or a million dollars and all of a sudden to see their tax
go down from 50 to 35 and see their corporation’s tax go up, and to
see how they resolve that; whose side they get on on the issue.

It’s an interesting dilemma that those people are now facing. It
may!be part of the muted response that we are getting to your pro-

Now the other problem that concerns me, Mr. Pearlman, is I
can’t help but remember the eloquence of the Treasury Depart-
ment and the gentleman who is backing you up at the moment,
Mr. Chapoton, when he presented the 1981 act for capital forma-
l;i&)x}é And I was really for it, and you really sold me. And I support-

it.

And now I see something quite different from that, something
that I am convinced at least in the shortrun is going to deter cap-
ital investment; is going to make us less competitive with the Japa-
nese, and we are going to have a $130 billion trade deficit shown
here in a little bit. And yet I get some of the peer economists that
saY, well, in the long run, it’s going to work to the better.

don’t know how many years that is, and I can’t help but re-
member one noted economist said in the long run we are all dead.
So I'm concerned about the next 5 or 6 years and what happens,
and the wave of the modernization of the productive capacity of
this country.

And then I hear you say that this is simplification. Simplifica-
tion. When you index interest rates and when you index capital

ains, and when you index depreciation, I don’t understand that.
en you talk about simplification of capital gains, I had not yet
heard anyone talking about the complexities of caFital gains in fig-
uring it, and complaining about it. Not one. And I have 16 million
people in my State. And the literacy rate has risen to an alarming
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level. Almost all of them have learned to write. And they write me.
. [Laughter.]

But not one complaining about the complexity of capital gains.

Now the one thing a businessman wants 18 some certainty. And I
believe in this period of time while we debate this issue and decide
what hagpens to capital gains, and the ACRS, and investment tax
credit, that you are going to see a delay by man¥l in making the
kind of investments that we want to help keep the GNP moving
and to modernize, again, the productive capacity of this country.

Now tell me how is it when you index interest rates and capital
gains and depreciation that that's simplification? You know, a busi-
nessman, when he borrows money, and wants to get the cash flow
after his taxes to determine how he is going to meet those obliga-
tions, and then you put another variable in there—inflation—tell
me about it? Why is that simplification?

Mr. PEARLMAN. I hope you didn’t hear me say that indexing was
simple. I didn't. I thought I said quite to the contrary that I think
we did some things in this package that contribute to simplifica-
ti:)n, but I do not include indexing in that piece. But let me say
this.

Senator BENTSEN. Good.

Mr. PEArRLMAN. That the complexity of indexing has been over-
stated dramatically, in my judgment. It is not as complex as people
suggest it is. But it is more complex. The indexing proposals simply
have to be reviewed. You can accept them or you can reject them
on the basis that if you are going to try to fairly tax a person’s
income, you have got to take inflation into account. There’s a price
you pay when you do that, and that is to add some complexity to
the calculation of a person’s tax.

We have heard a number of people indicate, Senator, that it will
make business decisionmaking more comnplex because taxpayers
won’t know how much interest deduction they will take in a cer-
tain year or how much their gain will be.

My experience would su Fgest that businessmen already take in-
. flation into account; they (%on’t make investment decisions without
taking into account the increase in the cost of operating a piece of
equipment, the increase in salaries, the increase in utilities. The
problem of inflation is already very much a part of business dec:-
sionmaking today. When we say to the business community and to
individual taxpayers that we want to tax you only on the noninfla-
tionary portion of your income we have not, except to the extent of
the interest indexing proposal, which disallows a deduction—we
have not heard hues and cries from anyone that indexing capital

ains which will reduce gains or indexing dei)reciation which will
increase the deduction is unacceptably complex. Indeed, we have
received rather positive responses on those proposals.

Senator BENTSEN. Walit till they start figuring it.

Thank you very much.

The CHAIRMAN. Let me follow up on complexity, if I might. And
it's imperative—I think you agreed—that the public must perceive
of what we are doing as fair.

Mr. PEARLMAN. Yes. I completely agree.

The CHAIRMAN. They must perceive it as fair.

Mr. PEARLMAN. Yes.
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The CHAIRMAN. At the moment, we have some statutory employ-
ee benefits that are not taxed—health being one. A relatively
simple system. The employer contracts with an insurance company,
pays them a lump sum and they pay the benefits. If we tax all or
part of those benefits, that is going to make the system more com-
plex rather than simple. Right?

Mr. PearRLMAN. Yes. I think it would, yes.

The CHAIRMAN. Second, if the public, the general public, per-
ceives that the taxation of those benefits is unfair, then that meets
the test of neither fairness nor simplicity, does it?

Mr. PEARLMAN. Well, that’s a tough one, Senator. I would cer-
tainly with respect to a taxpayer who tomorrow would be taxed
on——

The CHAIRMAN. I don’t mean a taxpayer. I mean if you were to
just ask the general public the same question that was asked about
charitable contributions, do you think health benefits should be
taxed—not a taxpayer; the general taxpayers. I have seen an
answer to that question. And it's about the same as charitable.

Mr. PEARLMAN. Mr. Chairman, I think wage earners who have
the benefit of tax-free health insurance would answer that question
as you predicted. They would say that’s unfair.

I think we have a responsibility to look at the rest of the taxpay-
er community, many of whom don’t have the benefit of tax-free
health insurance premiums. How about the self-employed individ-
ual, the sole proprietor? He has to pay for health care. He doesn’t
get a benefit from a tax-free health insurance.

The CHAIRMAN. He can pay for it for his employees. He just can’t
have it for himself.

Mr. PEARLMAN. Correct.

The CHAIRMAN. I have long thought that was an absolute unfair-
ness in the system that ought £0 be changed and the employer
ought to be included also. But that’s neither here nor there.

I don’t want to pursue this because I see Senator Matsunaga has
coxtnee, and Senator Long is very dutifully waiting here so we can
vote.

I'm going to simply ask you—Senator Symms has a question. I
will submit it to you in writing, if you would be sure to answer it
and give that to him.

Mr. PEARLMAN. Sure.

[The question from Senator Symms follows:]

RESPONSE TO QUESTION FOR RON PEARLMAN FROM SENATOR SYMMs

Question. The Treasury recently issued two sets of regulations concerning the use
of cars and airplanes for business and personal purposes. The set of regulations de-
scribing automobile recordkeeping rules sparked a public outcry and caused me and
many of my colleafuee to sponsor corrective legislation. This outcry also caused you
to issue a news release just this past Friday promising reduced recordkeo:fnng and
clearer, fairer rules in this area. I believe the other set of regulations dealing with
the computation of income and how employers must withhold from their employees
with res to such income is equally burdensome and unfsir. I have heard com-
plaints about these lations from ranchers and other businessmen in my state,
as well as from such diverse organizations as the League of Cities, Department of
Defense, and the National Association of Manufacturers.

All of this signals to me that this Committee needs your commitment to issue new
regulations eontainini rules that are clearer and fairer. I would appreciate it if you
would commit to work with me and my staff and other interested members of this
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Commiittee to develop these clearer and fairer rules. I think such new rules should
be issued promptly, probably in a news release. Will you give us such a commit-
ment? If not a legislated moratorium may be necessary.

Answer. The regulations to which you refer were issued on a priority basis to give
employees and employers guidance on what steps they should take to comply with
changes enacted as part of the Deficit Reduction Act of 1984 relating to the use of
automobiles, airplanes and certain other property for both business and personal
purposes. You are correct in pointing out that these regulations prompted a swift
and vocal response from a number of affected taxpayers. We have attempted to
repond to the legitimate concerns that were voiced in this process by issuing, again
on a priority basis, additional regulations which clarify taxpayers recordkeeping ob-
ligations and also provide special rules which will eliminate the recordkeeping re-
quirment in certain situations where gencral patterns of use exist. We will continue
to review these recordkeeping regulations and we will be reviewing the fringe bene-
fit regulations with a view to improving the clarity and fairness of each set of regu-
lations. We would be hagpy to meet with members of the Finance Committee and
their staffs as well as other interested parties to discuss the issues raised by these
regulations, as input from all sources will be helpful to use in developing workable
regulations in this area.

The CHAIRMAN. Senator Matsunaga.

Senator MATSUNAGA. Thank you, Mr. Chairman. To save time, I
will submit my questions in writing.

[The questions from Senator Matsunaga follow:]

RESPONSES TO QUESTIONS FOR RON PEARLMAN FROM SENATOR MATSUNAGA

Question 1. Deputy Assistant Treasury Secretary McLure, who is viewed as one of
the chief architects of the Treasury tax reform plan has argued that the current tax
system distorts business decisions by encouraging uneconomical investments and
discouraging productive investments. Under this view, the elimination of most of
the current investment incentives would encourage productive investments and in-
crease economic growth. In contrast, there is some concern particularly among
economists that the elimination of a number ®f the current investment incentives
such as the investment tax credit would result’in a drop in investment and econom-
ic output. Would you please give your views on this debate? I

Answer. Under current law various types of income can be treated quite different-
ly, depending on how the income is earned and how it is spent. Such a tax system
clearly distorts economic decision-making, including investment decisions. The most
extreme cases involve tax shelters in which it is possible to earn a handsome after-
tax return from an investment that has a low or even negative before-tax return. In
less extreme cases we find over-investment in lightly taxed activities and under-in-
vestment in activities that pay tax at or near the full statutory rate. These distor-
tionary effects result from suc¥| features of the tax law as the investment tax credit,
the failure to provide indexed real economic depreciation allowances, the full deduct-
ibility of all interest expense, regardless of the amount of inflation premium it in-
cludes, and the double taxation of corporate dividends. Allowing the tax system to
distort the allocation of the nation’s resources in this way does not make good eco-
nomic sense. Our proposals would reduce, if not eliminate, most of these distortions
and allow market forces, rather than tax considerations, to determine what busi-
nesses produce, and how.

Most economists who speak about reductions in investment concentrate on effects
on a limited part of the economy, those that would lose preferential treatment. Of
course, many industries would benefit from such provisions as the deduction for half
of dividends paid, indexing of inventories, lower tax rates, and the reduction in in-
terest rates that would result from interest indexing. Our discussions with the eco-
nomic forecasting firms indicate that they have not modeled all these favorable pro-
_ visions, or have not modeled them appropriately. In addition, it is widely recognized

that these macro-models are inherently incapable of fully capturing the effects of
fundamental changes in tax structure and the improvements in the quality of in-
vestment a more neutral tax sg’atem would produce. In summary, we believe that
our proposal is pro-growth, and will not hurt investment, but in fact will greatly
improve productivity of the investment that takes place.
estion 2. As you are well aware, the *ax e has been used as a vehicle for
providing incentives for businesses to provide benefits to employees particularly in
the pension and health fields. On this committee, there are those who argue that as
long as the employee benefit program does not discriminate in favor of high echelon
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employees and serves a useful social purpose, the tax code is the appropriate vehicle
for providing incentives for such a benefit. In contrast, others assert that the tax
code should not be used as a vehicle for social engineering particularly in light of
the revenue loss occasioned by the tax free status of many of the employer provided
fringe benefits. Would you outline the circumstances under which you feel the tax
code can and should be used to provide incentives to employers to provide employee
benefits to employees?

Answer. We believe, as a fundamental principle, that to the extent possible and
barring conflicting objectives, all income should be taxes uniformly and cons’stently.
. That implies that fringe benefits provided by employers should not be taxes any
more favorably than if the same item of consumption were provided by the emploi\:;
ee with after-tax funds. We must, however, take account of practical realities.
some cases it may simply not be feasible to value a fringe benefit and allocate it
among individual employees. In other instances, a case cen be made for allowing a
minimum level of service to be tax exempt. That type of consideration motivated
our proposal to tax premiums on employer provided health benefits only to the
extent they exceed $70 per month for a single person and $175 for a family. We felt
we could not propose eliminating entirely the tax advantage of employer provided
health benefits, despite the equity argument for doing so. In most other cases, how-
ever, we believe that grave inequities among workers and distortion in economic de-
.cision-making outweighed other considerations.

Question 3. Recent studies have placed the net savings rate in the United States
at roughly half of the average of other major industrialized countries. According to
prominent economists such as the former Chairman of the Council of Economic Ad-
visers, Dr. Martin Feldstein, budget deficits are absorbing virtually all net private
savings and are outweighing the favorable effects of tax incentives for greater
saving and investment. Do you perceive the same connection t:>tween budget defi-
cits and private savings?

Answer. | believe I really should defer to the economists on that one. I really is
not my area of expertise.

Senator MATSUNAGA. I just congratulate you, Mr. Pearlman,
upon your appointment. And I take it that you will more or less be
doing what Secretary Chapoton used to do. Is that correct?

Mr. PEARLMAN. I'm going to try.

Senator MATSUNAGA. I mean the position.

Mr. PEArRLMAN. The position is the same.

Senator MATSUNAGA. We will be seeing plenty of you.

The CHAIRMAN. Senator Bentsen, any further questions?

Senator BENTSEN. No.

[Whereupon, at 12:32 p.m., the hearing was concluded.]

[Additional material received for the record:]



65

CSPN
National Association of Home Builders
15th and M streets, N3¢5 ullirdRedid 8350005

i .Y
Telex 89-2600 (202} 822-0400 (800) 388-5242

~

Peter D. Herder
1984 President

January 21, 1985

Honorable Bob Packwood

Chafrman

Senate Finance Committee

219 Dirksen Senate Office Bldg.
Washington, D.C. 20510

Dear Mr. Chairman:

on behalf of the 130,000 members of the National
Association of Home Builders, I am writing to express our
unqualified support for the nomination of Richard G. Darman
as the Deputy Secretary of the Treasury. We have been able
to observe Dick Darman in his current capacity as Assistant
to the President and Deputy to the Chief of Staff. He has shown
himself to be highly capable, loyal, and accessible to members
of the business community.

Mr. Darman has had a very distinguished career both
within and outside the Federal government. He has served in
key policy positions in five Cabinet Departments, was a
faculty member of the Harvard University Graduate School of
Government, and a partner in a major management and economic
consulting company. He brings a great depth of experience to
the important position of Deputy Secretary of the Treasury.
As important, he is an essential link in the Baker/Darman
team which has served the President so ably over the past
four years.

I respectfully request that this letter be maue a part of
the record of the confirmation hearings for Mr. Darman before
your distinguished Committee.

Sincerely yours,

jLaT)

Peter D. Herder
President
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