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REPORT OF THE NATIONAL COMMISSION ON
ECONOMIC GROWTH AND TAX REFORM

WEDNESDAY, JANUARY 31, 1996

U.S. SENATE,
COMMIttEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:00 a.m., in

room SD-215, Dirksen Senate Office, Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators Chafee, Simpson, Pressler, Murkowski,
Moynihan, Breaux, Conrad, and Moseley-Braun.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE
The CHAIRMAN. Let me begin first by welcoming everybody, par-

ticularly our distinguished witnesses, to this, the first in a series
of very important hearings.

These hearings are being held for one very specific reason. There
is great unhappiness-perhaps unprecedented unhappiness-and
frustration with our current tax system. This unhappiness and
frustration are borne by a Tax Code that is not only complex and
expensive, but counterproductive to economic growth.

The Tax Code is now so out of control that it takes taxpayers six
billion hours per year to comply, and costs businesses and individ-
uals an estimated $192 billion annually.

You get an idea of how ridiculously complicated the Code has be-
come just by looking at the size of the tax preparation manual like
the ones here on my left. Frankly, it is no wonder that Americans
are fed up.

Now, these hearings are being held because the time has come
to increase jobs, opportunity, and growth for Americans every-
where, to reward risk-taking, to restore fairness, to create an envi-
ronment where the economy can grow, bring security to all fami-
lies.

America's past has proven that the right kind of tax reform, in-
cluding the Kemp-Roth tax cuts in the 1980s, can be a boon for eco-
nomic growth. It is, indeed, a pleasure to have my partner in that
historic endeavor with us today, Jack Kemp.

Just let me welcome at this time also my good friend and col-
league from Delaware, Pete du Pont, former Governor. And, of
course, we are delighted to have the Treasurer of California, Hon.
Matt Fong.



It is clear, Jack, that neither of us is ready to give up our efforts
at tax reform, and there is good reason why we are not. The cur-
rent Tax Code is rife with problems, problems that not only
dampen, but discourage economic growth.

The current system double-taxes savings, thwarts investment,
hinders productivity, it increases prices, stifles wages, and hurts
exports, and I do not have to tell you sitting at the panel how com-
plex. It has exploded in length to nearly six million words, from
750,000 four decades ago.

I am especially concerned about the burden the tax system places
on America's working families. I was especially touched by a story
about an Iowa family, the Merten's.

The story was first told in the New Yorker, and later by James
Glassman. Kenny Merten, age 51, and his wife Bonita, 49, have
two children. Kenny works as a laborer for a barricade company,
Bonita works for a nursing home.

Together, the Merten's earned $32,429 in 1994. Of that income,
almost 25 percent went to taxes. 25 percent. This leaves them in
the kind of situation where they are forced to buy powdered milk
instead of real milk, beans instead of meat, just to make ends
meet.

And if that wasn't enough, in addition to the money they have
to pay the federal, State, and local governments, the complexities
of the tax system forced them to pay over $100 to H&R Block to
get assistance in preparing their tax return.

It is for the Merten's and for the millions of Americans just like
them that we are beginning these efforts to overhaul the Tax Code.

I appreciate very much the Kemp Commission's hard work and
the report it produced. It contains important criteria for real re-
form, criteria developed from hearings the commission held across
America.

I cannot overstate how important these hearings were, giving
families, small business men and women the opportunity to be
heard. The commission's report will help guide us in our tax reform
effort, an effort that will be guided by some basic criteria.

These criteria include: (1) real reform must lead to a Tax Code
that is simple; (2) it must lead to a Tax Code that is fair, fair to
America's working men and women, fair to our families, fair to
business; (3) it must promote American competitiveness; and (4)
real tax reform must create incentives for savings, investments,
and jobs.

These criteria are not intended to be exclusive. I fully expect as
we continue our work throughout the year that thip list will grow.

In the month_3 ahead, the Finance Committee will examine many
reform proposals, from flat to VAT, and I mean many. To follow the
media these days, it would appear that there is only one proposal,
the flat tax. But that is only one of several that we will carefully
explore. There are others. At this stage, I have an open mind con-
cerning each of them.

In the months ahead we will look at the value-added tax advo-
cated by Congressman Gibbons as a replacement for the current in-
come tax. The VAT has the virtue of eliminating the headache of
an income tax for everyone, but, as our European trading partners
who use the VAT tell us, it's not panacea.



We will look at national sales tax proposals like the one proposed
by Senator Luger. This proposal would also life the burden of in-
come tax compliance on our families but it could adversely impact
State revenues, which are highly dependent on sales taxes.

We will look at the Domenici-Nunn proposal, aimed at encourag-
ing savings. Their proposal would increase the national savings
rate, something that I have long advocated, but it "-Yould also retain
much of the complexities of the current Tax Code.

And, yes, we will look very closely at the various flat tax propos-
als being offered by Senators Graham, Shelby, Specter, as wel as
Congressmen Armey and Gephart. These proposals will appear to
simplify the Tax Code, but some might also dramatically affect
many tax-favored activities such as the home mortgage interest de-
duction, a deduction that has enabled millions to realize the Amer-
ican dream.

Let me praise Bill Archer, Chairman of the House Ways and
Means Committee. He, too, has pledged 4 take up meaningful tax
reform. I look forward to the opportunity to work with him, as well
as with colleagues on both sides of the aisle.

To be successful, tax reform must find a bipartisan consensus,
because only in that way, Pat, can we develop a Tax Code that is
stable, one which allows Americans to prepare for today and plan
for tomorrow.

So, I am grateful to be a part of this important effort, which I
believe is essential for America's future. While the road ahead may
appear long and difficult, I'm an optimist. I believe it can happen
and I believe we can build a bipartisan consensus on this very im-
portant issue of tax reform.

Pat?
OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,

A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, let me thank you for this
auspicious beginning of a large enterprise. Let me accept your offer
that this needs to be a bipartisan effort, and it should be seen as
an urgent one.

Just 2 years ago I received what was then an annual letter of
sorts from the beloved Erwin Griswold, who was our Solicitor Gen-
eral and sometime Dean at Harvard Law School.

He began working on tax law in 1930 in the Solicitor General's
Office under President Hoover. He wrote the great text on it, and
was the national authority on it. As a matter of principle, of honor,
almost, he made out his ouvn tax returns and he kept track of the
time.

He wrote, and I would like to ask that the letter might be placed
in the record.

The CHAIRMAN. Without objection.
[The letter appears in the appendix.]
Senator MoYNiHAN. His returns for 1993 required almost 100

hours of Erwin Griswold's personal calculation, computation, and
compilation. He, as a matter of principle, I said, would not use a
tax accountant. He wrote a nice phrase. He said, "Paying an ac-
countant to do the work seems to me a little like the Civil War
practice of hiring a substitute in order to avoid the draft."



But he ended saying, "I venture to suggest that somehow or
other a better solution to these problems must be found. A tax law
can never be as precise as the drafters have been trying to make
it over the past several years.

It is my earnest hope that the Ways and Means Committee and
the Finance Committee will take steps to simplify this whole oper-
ation, making it possible for the ordinary citizen to comply with his
responsibilities and to understand what he is doing in the process,
which reduces the issue to one of citizenship in the most elemental
and important ways."

So, we are involved in something more than increasing the rate
of growth, or whatever, we are dealing with the fundamentals of
citizenship in a democracy.

I thank you for this offer, sir, and I accept.
The CHAIRMAN. Thank you very much, Pat.
John?

OPENING STATEMENT OF HON. JOHN H. CHAFEE, A U.S.
SENATOR FROM RHODE ISLAND

Senator CHAFEE. Thank you, Mr. Chairman. First, I want to
thank this commission for all the hard work they have done, and
I greatly look forward to this hearing.

I might say, put me down as a skeptic when we are talking about
the so-called flat tax. I know that I am not sure they want this to
be termed a flat tax.

But I certainly recall, as do all of us on this committee, the great
effort we made in 1986, under the leadership of Bob Packwood, to
reduce, and in many cases eliminate, the credits, exemptions, de-
ductions, and, in return, we promised a lower tax rate, which we
gave.

Ever since then-and, by the way, that, as you all remember,
passed out of this committee unanimously and was close to unani-
mous on the floor of the Senate-as we all know, those credits, ex-
emptions, and deductions which we reduced or eliminated have
been constantly under siege.

For example, we had no difference, as you will recall, between
the capital gains and the ordinary income rate, and that was re-
stored. Now the cry is to cut it even more. The cry now currently
is to give a $500 tax credit for every child that one has.

I must say, I have always felt that simplicity is the enemy of
fairness. You can have a very, very simplistic thing, but then you
look at somebody who has had a tragedy, tremendous medical ex-
penses, for example. Are they to be deducted? You have a fire that
rages through your house and destroys your house. Is that a deduc-
tion? On and on you go.

You have one person that has 10 children, the other has one. Is
it a flat tax? Do you give an exemption for the children? I just hope
that that philosophy that I enunciated is proven to be completely
wrong today. So, I look forward greatly to this hearing. Thank you.

The CHAIRMAN. Thank you, John.
Senator Breaux?



OPENING STATEMENT OF HON. JOHN BREAUX, A U.S.
SENATOR FROM LOUISIANA

Senator BREAUX. Thank you very much, Mr. Chairman, and
thank the commission and Matt Fong for being with us. I am de-
lighted to see my two former colleagues from the House who are
here with us. We served together in the House many years ago.

I am glad to see they are doing so well in the private sector, and
appreciate what you have recommended and the work that you
have done in putting this report together. I think it is going to get
a lot of attention, it has already received a lot of attention. I think
all of that is good in the sense that we are going to have, over the
next several months a real discussion about what type of a tax sys-
tem we want in this country.

I happen to feel that we ought to be making this effort. It is good
that tax reform will be the subject of the Presidential debates.
Hopefully, after all of that debate is completed we in this Congress
can take a serious look at it in the next Congress. I do not think
anyone thinks we are going to make radical changes in this Con-
gress.

I happen to think the concept of taxing consumption rather than
taxing productivity is probably something we ought to take a look
at. I think this country, in concentrating on taxing productivity,
has not necessarily produced the best results. Taxing consumption
is perhaps something we ought to take a look at.

But I think that we have to be careful. I think that if we had
the Steve Forbes proposal before the Congress, I could just see how
people would react in this country.

I can see all the real estate interests and all the homebuilders
marching on Washington, carrying a float. On top of the float
would be the Pope and Mother Theresa objecting to the loss of the
mortgage deduction and the loss of the charitable deduction.

I think we would be besieged by citizens in this country when
they find out what the proposals really are about. So, it's going to
take a lot of thought and careful consideration.

I have looked at the report. You have done a lot of work on this,
and I commend you for it. But, with apologies to my good friend,
Jack Kemp, the chairman, it is sort of like the punt and pass pro-
posal.

The report punted on a rate and passed on a lot of specifics that
would encompass a specific proposal to the committee. We would
like to hear more about your thoughts on what type of rate would
be fair and what type of tax base to which the rate is applied.
These cases are what we are going to have to wrestle with.

So, I think this discussion is good, and I look forward to your tes-
timony. Thank you.

The CHAIRMAN. Thank you, John.
Frank?

OPENING STATEMENT OF HON. FRANK H. MURKOWSKI, A U.S.
SENATOR FROM ALASKA

Senator MURKOWSKI. Good morning, Mr. Chairman. I have a few
comments that I would like to offer before our witnesses testify,
and I want to apologize to the Chairman. I am going to give a few
examples of horror stories, and, being on the White Water Commit-



tee, which convenes at 10:00, I have got to get over there for some
more. So, please excuse me.

Let me join in welcoming the commission. Jack, it is nice to see
you again. The last time we discussed, or I listened, I should say,
to your comments-[Laughter.]

Senator MURKOWSKI [continuing]. Was at a Super Bowl breakfast
down in Florida where we came to hear about football and heard
about the flat tax. So, it is nice to see you again.

Let me just comment briefly, because over the next two and a
half months, I think, we are going to see roughly 100 million indi-
viduals and families that are going to have to gra ple with the
forms, the instructions, the worksheets, and the tables that make
up the Income Tax Code.

The interest in the flat tax that your commission, Jack, rec-
ommended, and the interest it is certainly generating nationally
with all the Presidential primaries, I think, is a testament to the
fact that an overwhelming majority of Americans are simply fed up
with the complexities of the current tax system.

Last year, I noted that this committee found that the IRS in-
structions for the 1994 returns suggested that the average amount
of time for recordkeeping-and that is learning about the law or
the form and preparing the 1040 form-was nine hours and 39
minutes. Well, I do not know anyone who ever really believed that.

We have got this form this year, the 1040 form. Guess what? IRS
now says the average time for the same task as last year is now
11 hours and 38 minutes. Now, that is two hours longer and we
did not even change the tax law. So I do not know where the esti-
mate came from, but, clearly, somebody was guessing.

Last year, the IRS claimed that the average taxpayer would have
to spent another 4 hours and 5 minutes to complete Schedule A.
This year they have upped that same estimate to 4 hours and 35
minutes. Last year they said another 58 minutes would be needed
to complete Schedule B. That is the interest and dividends. This
year they have upped that time to one hour and 18 minutes.

Well, Mr. Chairman, that is a total of 17 hours and 31 minutes.
If you believe these estimates, I have got a nice bridge in Alaska
that I would be happy to sell you and the price is right.

Now, the fact is, the tax forms are becoming more and more con-
fusing and complex, and that is really not the fault of the IRS, it
is the fault of Congress and we all know it, because we continually
tinker with the process and the Tax Code.

I would also note that the 17 and a half hours IRS claims that
it takes for the 1040 is really basically meaningless, because Amer-
icans are so intimidated. I looked at that stack of instructions that
you had on the table, Mr. Chairman, and that is real intimidation.

They are so intimidated by the forms that they simply pay some-
body else to go ahead and prepare them. One of the things that I
have been doing lately in speaking to various groups is asking, how
many people are out there in the audience that actually prepare
their own tax return? You get six, seven, eight, nine, out of 100
people. That is a fact.

Now, obviously there is a great appeal for simplicity, easy-to-un-
derstand forms, not just for individuals but for businesses. But, as
members of the committee, we know only too well, getting from



here to there is not an easy task. As we say, the devil is in the
details. In this case, the details are fundamental to our society.

Ten years after our last effort at tax reform we will have to ask
the American people, what kind of trade-offs do they really want:
deductibility of State and local taxes; do they want to keep a mort-
gage interest deduction; what about charitable deductions; and how
about the base of income, how should that be defined; should the
employer provide health benefits, should that be included in in-
come; what about pension contributions; what about the exclusion
for employee educational expenses; what about the deduction for
health care? These are some of the trade-offs that we are going to
have to weigh and consider in a complete revision of the income tax
form.

I look forward to working with the commission, and you, Mr.
Chairman, and my colleagues in seeing if we cannot find a way to
simply make it simpler, and, as Senator Chafee said, fairer as well.

I thank the Chair and look forward to the statements of our dis-
tinguished guests.

The CHAIRMAN. Thank you, Frank.
Kent?

OPENING STATEMENT OF HON. KENT CONRAD, A U.S.
SENATOR FROM NORTH DAKOTA

Senator CONRAD. Thank you, Mr. Chairman. I thank the distin-
guished guests as well.

As a former tax administrator, I am especially interested in this
debate. I want to commend you and this commission for helping
kick off what I think will be a very healthy debate around the
country as to, how we raise the revenue to fulfill the obligations
that the government has taken on? I think all of us want to sim-
plify the tax system, make it more fair. I think those are goals that
are broadly shared.

I can tell you, when I was Tax Commissioner of the State of
North Dakota, when I took over we had two income tax systems,
the Federal income tax system and a separate State income tax
system.

I said to the State legislature, you know, there would be a way
to dramatically simplify things for the people of our State if we just
take a percentage of the Federal liability, we would do it on a post-
card, and eliminate hundreds of thousands of hours of tax prepara-
tion.

The legislature bought that argument and we put in place a very
simple tax system that came off of the Federal system. Of course,
doing that you take on the difficulties of the Federal system, but,
still, you eliminated one entirely additional tax system. It was very
popular in the State of North Dakota.

But, as I look at some of the flat tax proposals, especially the one
that is getting, perhaps, most of the attention, the Forbes flat tax
proposal, it strikes me that it is not flat, it is not fair, and it would
dramatically increase the deficit.

I saw a Bob Dole ad running this morning on television that is
a Bob Dole ad, saying that Steve Forbes' flat tax idea would in-
crease the deficit $186 billion a year. It was one of these television



programs that tries to assess the truthfulness of political advertis-
ing.

So they went through an analysis of whether or not Senator
Dole's charge was correct, that the Forbes flat tax would increase
the deficit $186 billion a year. They went to the Tax Foundation,
and the Tax Foundation said, well, that is very close to being right.
Their estimate was that it would increase the deficit $173 billion
a year. If that is the outcome from a flat tax, it is counter to our
long effort to try to balance the budget by the year 2002.

The notion that we are going to dig the hole deeper before we
start filling it in is not very attractive, especially for those of us,
I think, who have been part of the Chafee-Breaux group, who, on
a bipartisan basis, have agreed on a deficit reduction plan for the
next seven years.

Perhaps we are the only group that has been able to reach agree-
ment, but we have reached agreement under the able leadership of
Senator Chafee and Senator Breaux, and about 20 Senators, evenly
divided between Democrats and Republicans who want to balance
the budget. To go in the opposite direction, I think, is totally coun-
terproductive in terms of reaching balance.

The second point is that the tax is not a flat fair tax. I think it
is impossible to justify to people that folks who are working at per-
haps two jobs, they are going to have their income taxed, but some-
body that has inherited money is going to be in a position of not
having their investment income subject to tax, at least under the
Forbes flat tax proposal.

I thought Morry Taylor, who is one of the Republicau Presi-
dential candidates, said it very well. He said, look, I have $15 mil-
lion of capital gains income and I am not going to pay any taxes
on it, but somebody who is working for me who makes $50,000 a
year has their labor taxed? That is not fair. I think he is right, that
is not fair.

Finally, I noticed with some interest the Newsweek story written
by Alan Sloan that talked about the Forbes flat tax and called it
appealing, and then went on to say, too bad the numbers do not
add up. He said, things start to fall apart when you look at how
the Forbes plan would actually work.

I must say, that has been my conclusion as well, that it does not
add up, it is not fair, it is really not a flat tax at all, given the fact
that investment income and dividend income, does not get taxed,
while somebody who is working for a wage is taxed.

One other thing I noted with interest is a little box they had in
the Newsweek story on 'Who Wins and Who Loses." They pointed
out that somebody with $20,000 a year of gross income, even
though they have got an exemption for the first $36,000, loses be-
cause they lose their Earned Income Tax Credit. So, they would
pay $355 more a year than they current pay.

At $75,000, it was about $9,000 under the current tax structure.
They would go down to about $7,500 under the Forbes plan, so
they would get a slight break. But the dramatic change is at
$300,000. They pay $77,000 under the current structure. Under the
Forbes flat tax proposal, they would pay $43,000.



So what, in effect, you have here is a shift onto the middle class
and lower middle class, at least with respect to those examples. I
do not think that really ought to be the outcome here.

I would be very interested to hear how you and your commission
proposes avoiding those defects. I know that you have not filled in
a lot of the specifics, but I would be very interested to hear how
you intend to negotiate the shoals and avoid those outcomes.

The CHAIRMAN. Carol?
OPENING STATEMENT OF HON. CAROL MOSELEY-BRAUN, A

U.S. SENATOR FROM ILLINOIS
Senator MOSELEY-BRAUN. Thank you very much. At the outset,

I want to congratulate the Chairman for calling this meeting and
giving us an opportunity to begin this debate.

Mr. Chairman, I saw you on television this morning and I was
delighted that you did not at the time take a position with regard
to any of these proposals, but suggested to the American people
that this was the beginning of a debate. I think that is precisely
where we have to be.

There is no question also, in regards to this debate, that the
American people are interested in tax reform of some sort, cer-
tainly, simplicity-the Tax Code is entirely too complicated-pro-
moting savings and investment, having fairness in the Tax Code.
These are all laudable goals that people want to see happen.

I was tickled, actually, to meet recently with a woman who does
taxes for a large multinational corporation, an American company.
She has a picture on her desk of herself sitting at a conference
table with 30 large, bound volumes of paperwork all spread out on
either side of her. She is in the middle, and she is signing some-
thing.

She says, I am signing on the bottom of this document that every
statement in this tax filing for my company is true and correct,
,vhich, of course, is a joke. The fact is, our tax system is com-
plicated.

However, having said that, the question is, how do we get there?
How do we get to fairness, how do we get to the kinds of values
that a tax system necessarily reflects? Really, in the final analysis,
that is what a tax system does, it reflects the values of a commu-
nity, it reflects that we think is important.

In that regard, I want to associate myself with some of the com-
ments that my colleague, Senator Conrad, made. I am concerned
about shifting the tax burden to the middle class.

I am concerned about shifting and exacerbating the disparities of
wealth that we are seeing more and more as a phenomenon of
American economic life. People who are at the bottom 10 more
often tend to be more stuck there; people at the middle class are,
more often than not, uncertain about their ability even to maintain,
much less to move ahead; people who are wealthy are getting
wealthier and wealthier and also able to hold on to their money
more. So, the investment in the savings is not happening. We want
to, I think, affect changes that will not exacerbate the disparities
in wealth.

But there are two specific issues with regard to this current pro-
posal that I have. The first, is to ask a basic kind of fundamental



qUestion, which is, why is it that this proposal would tax money
that is made by a person's labor, by the sweat of their brow, if you
will, and not tax money made by money?

That is to say, if you work for a living, if you have income from
that labor, you will pay tax on it. If you just clip coupons from
something you inherited from your grandfather, you do not pay
anything on that. That is the first issue.

The second issue has to do with the whole issue of deductions.
I noticed that in this specific proposal there are some deductions
and exemptions having to do with payroll taxes and the like, so it's
not a pure flat rate. But, certainly, with regard to mortgage inter-
est, with regard to charitable deductions, with regard to State and
local government tax exemptions, those issues are very, very impor-
tant. On mortgage interest, remember what happened in 1986
when there were changes in the Tax Code affecting real estate?
The real estate market went down and it had a ripple effect on our
entire economy.

If this proposal fools around with mortgage interest deductions,
which most middle class people particularly rely on, I mean, it is
almost an article of faith in America that you can deduct the inter-
est on your mortgage payments, if that gets changed, will that not
have an impact on real estate prices? Will that not have an impact
on the economies that are associated both in a secondary and ter-
tiary way to real estate?

If you get rid of the charitable deduction, will that not have an
impact on charitable giving, which fills in, as you know, an awful
lot of activities that the government does not pick up? There are
some of us who do not take deductions for our church givings, but
most people take deductions for charitable giving. If that is gone,
there is no place, given the fact that we are trying to balance the
budget, to make that up.

So I would ask those four questions, actually. One, with regard
to why tax labor and not tax money, or tax the money that labor
makes and not the money that money makes; second, is mortgage
interest deduction; charitable deduction; and the State and local
bonding authority. -

The CHAIRMAN. Thank you, Carol.
Jack, we are finally to you.

STATEMENT OF JACK KEMP, CHAIRMAN, THE NATIONAL COM-
MISSION ON ECONOMIC GROWTH AND TAX REFORM, AND
CO-DIRECTOR, EMPOWER AMERICA, WASHINGTON, DC
Mr. KEMP. First of all, thank you for this opportunity, because

it really, in my opinion, is an opportunity to begin a national dia-
logue and debate over the type of things that have been asked in
the comments by the distinguished Senators on both sides of the
aisle.

And let me say, Mr. Chairman, never to correct you, but it was
not Kemp-Roth, it was Roth-Kemp, for which I am very proud.

The CHAIRMAN. I want to guarantee that anything that comes
out of here is going to be Roth-Kemp.

Mr. KEMP. Right, right. [Laughter.]
Third, Mr. Chairman, I do not think this debate could have

taken place in 1986 or 1989; it certainly did not take place in 1990



or 1993. In some ways, it began a long time ago at the founding
of our Republic, and in other ways it takes place at a propitious
time in the history of our country because we can begin to think,
in a post-Cold War era, about reorganizing just about everything
that is fundamental to the American idea or the American dream.

There is no man or woman on either side of this debate who does
not care about the same things that Jack Kemp and his wife and
family, or the du Pont, or Fong, or any member does.

We believe with all our heart that the dream of America is not
to be caught in a static condition, but, as Lincoln said, to be able
to improve our lot in life. I do not personally favor cutting taxes
on the middle class. I do not favor cutting taxes on the rich.

I would have trouble if I did not say I do favor cutting taxes on
the poor, because I think they face the most burdensome barrier
to getting out of poverty, which is linked to what Senator Moy-
nihan has so well articulated for so long, that the system discour-
ages effort, work, marriage, and family and the qualities that we
assume that are pretty much a given in our society.

We went at this, thanks to Bob Dole and Newt Gingrich who
made their appointment last March or April, with the idea of actu-
ally listening to people. I know that would come as a shock to Sen-
ator Murkowski that Jack Kemp could actually sit still long enough
to listen to people, but we heard thousands of hours of testimony,
had hundreds of witnesses.

It would not have been a Kemp or pro-growth tax reform com-
mission without going not only to Silicon Valley, but to South
Central Los Angeles; and not just to Omaha, Nebraska and Char-
lotte, North Carolina, but to East Harlem, thanks to Charlie
Rangle, who set up a meeting for us in East Harlem; or to Howard
University, upon whose board I proudly sit, to listen to people talk-
ing about getting access to that which all too many people take for
granted, i.e., upward mobility and fluidity in a society in which
there are no boundaries to the individual's ability to reach his or
her dreams, aspirations, and hopes. Indeed, we entitled our com-
mission report, "Unleashing America's Potential."

So, I would like to submit it for the record. I would also like to
submit, Mr. Chairman, the appendices, which discuss many of the
things which have been brought up in the early round of concerns
by members of this commission.

Let me make one other point. I think Bob Dole and Newt Ging-
rich did a good job of appointing men and women who represented
different elements of our society: Matt Fong is the Treasurer of the
State of California, as was Ken Blackwell; Pete du Pont, former
Congressman and former Governor of Delaware, along with Carroll
Campbell; Shirley Peterson, former Director of the IRS brought a
unique perspective to the problems that had been alluded to in the
previous comments. We had some pretty wealthy people, Mr.
Chairman, but they did not start wealthy.

In my opinion, one of the biggest mistakes being made in this de-
bate today is that when we talk about the poor, or talk about in-
come from labor, or talk about income from capital, it is a snapshot
in time.

America is not static, or should not be static. The very people
who work today may be the saviors of tomorrow. The very man or



woman that labors in the vineyards today may someday own the
vineyard. The truck driver may buy the truck and start his or her
trucking company which, again, to quote Lincoln, is what the sys-
tem of government was founded upon as a premise.

My daddy was a truck driver and bought the truck and became
a small businessman in Los Angeles, California. I think every story
in our commission's background reminds us that America is never
meant to be a static condition.

I hope we do not, Mr. Chairman, just focus, with all due respect,
on the Merten's and their taxes, because I think that, too, is too
small a view of what tax reform could be to the American people.
It is important to see it today because the Merten's are overtaxed.

When President Kennedy was President or when President Tru-
man was President, the Merten's would have paid-hard to say,
but I will bet you there is no way they could have paid 25 percent.
It would have been closer to 4 or 5 percent.

Something is happening to the American dream. Every family
needs two workers, almost. In fact, income from one breadwinner
is not enough in America today, and that says something about the
tax system, as well as other problems that exist.

I could not go through, or at least begin my remarks, without my
friend, Pete fu Pont, who has been such a valuable contributor,
and Matt Fong, an equally valuable contributor; without mention-
ing Jack Faris, President of NFIB, did not start out as the Presi-
dent of NFIB. Dean Kleckner, President of the American Farm Bu-
reau; John Snow, Chairman, President and CEO of CSX; John
Wieland, a homebuilder; Herman Cain, President and CEO of God-
father's Pizza. His story is as eloquent a story of the American
dream as is any man or woman sitting up there or sitting in our
audience. And my friend, Ed Feulner, and myself as the Chair.
Grace Marie Arnette, who is here, was our Executive Director.
Alan Reynolds, of the Hudson Institute, was our Research Director.

I just wanted, Mr. Chairman, to not read the report, it is there,
and I hope it is in the record in its entirety, as I know you would
do. But we did make a point that I would feel like I had not done
my job if I did not repeat the first paragraph or two of our commis-
sion's report.

We just said, to the Congress and to the President, the current
Internal Revenue Code should be repealed in its entirety, in toto.
We expect skepticism, as there should be as we look at this great
issue. But we think the present system, Senator Chafee, is beyond
repair. Tinkering will not get it done.

It is time to replace, we said, this failed system with a new, sim-
plified tax rate system for the 21st century, a single low rate, tax-
ing income but once with a general personal exemption for low in-
come, and full deductibility of the payroll tax on the principle, Sen-
ator Moynihan, that we should not tax taxes. Do not tax a tax. So-
cial Security is taxed twice, as is labor, as is capital. We suggested
that the system, we believe, would reduce the tax burden on middle
income people.

And, may I say to my good friend from the State of Illinois, it
would not be a Jack Kemp commission with the type of men and
women we had on the commission if we did not want to help re-
move the barriers that keep low-income Americans from reaching



their potential. We think, if it is to be in place, it has to be done
with stability. We made that a key principle, I would say to my col-
leagues.

Dick Gephart has a plan that he wants to take to a national ref-
erendum. I would support that publicly. We came to the conclusion
that we thought a two-thirds majority should be required to change
it once it is in place.

Now, my friend, John Breaux, said that Kemp, using an old foot-
ball metaphor-very apt a couple of days after the Super Bowl-
punted and passed. Actually, I was a pretty good punter in my
days. But, John, we did not lay out a street map, we laid out a road
map to give a philosophical, hopefully principled, goal for America
on the eve of the 21st century.

I do not know what the rate should be. That is the purpose of
the deliberation. But I would make a case, I would say to my friend
from Louisiana, that both Republican and Democrat, liberal and
conservative, black and white, city and suburb, could agree that in
peace time the rate ought to be a lot closer to 20 percent than to
40 percent, where it is today.

Reader's Digest did a recent poll. They asked poor people, upper
income people, and middle income people, what percentage of some-
one's income should be taxed and go to the government in peace
time, as an abstract question. The answer among all groups of peo-
ple, according to Reader's Digest, was people did not think that
anybody in America should pay higher than 25 percent.

I do not need to remind this famous committee on this auspicious
occasion in these hallowed halls that the rates used to be 91 per-
cent in America. I do not want to take the rates to zero; there is
no revenue at zero. I agree with what Kent Conrad said: the pur-
pose of taxation should be to raise revenue. It should bear the bur-
den the least on those least able to pay.

I favor progressivity, I just favor it that it should be de facto, not
de jure, because every time you get into a lot of rates you end up
punishing workers for working harder and longer, you end up pun-
ishing savings which is now taxed twice, and you end up punishing
capital, which I would say we have among the highest rates of tax
on capital in the developed world.

One more comment, to my friend from Louisiana. I know I am
running out of time. We tried to write this in such a way as to give
both sides of the aisle a chance to reflect on not only the purpose
of taxation, but the principles of taxation, and we tried to write it,
I would say to John Breaux, with an eye on helping newly-emerg-
ing nations think about taxation, that the purpose is not to redis-
tribute wealth, it is to create wealth. Right now, our system dis-
courages the creation of wealth.

A final postscript, Mr. Chairman. This system was not designed
by anyone on this committee. It was not designed by Mother The-
resa, I can tell you that.

In my opinion, people do not buy homes to only take advantage
of the home interest deduction, albeit it is a wash. If the lending
institution pays tax on the interest they earn on the mortgage, I
personally favor allowing mother and dad, or the purchaser of a
mortgage, to deduct the interest.



I do not think, for instance, Mr. Chairman, if people give or go
to church because of the charitable contribution-after being at
HUD for 4 years, I would say in our society the work that is being
done by charitable organizations, from Habitat for Humanity, to
Christmas in April, from Boys and Girls Clubs, to Boy and Girl
Scouts, from Catholic Charities, to the United Jewish Appeal, do a
far better job, including the Salvation Army, of helping the poor
find shelter. They did more than HUD, in my opinion, in providing
a link between shelter and the human need of rehabilitation.

So, I think we can do a lot better. This is not, as you said, Mr.
Chairman, the last word, it is just the first word. We do not expect
that this is anything but a tabula rosa upon which to write our so-
cial contract with the American people for a new system that would
be fair.

I think that requires that it be low. If somebody earns 10 times
as much income, they ought to pay 10 times as much tax. I do not
debate that. But tax ought to be absolutely zero on those working
their way out of poverty.

I would have loved to have taken on Social Sicurity taxes. The
best we could do, I would say to my colleague from New York, is
to allow for the full deductibility of the payroll tax so that all work-
ing men and women would be able to take advantage of that very
important principle I alluded to earlier: do not tax taxes.

Finally, the second to last postscript. Thank you. I have been in-
volved with Eleanor Holmes-Norton in a reform of the DC tax sys-
tem. I saw this morning where the Financial Board is talking about
the fact that there is no plan for the recovery of this city. This is
the Nation's capital.

As we look around Delaware, New York, Rhode Island, Utah, Illi-
nois, Louisiana, in my opinion, we all have a stake in the Nation's
capital. They can't make it without a pro-growth tax reform. They
have got to cut spending, I agree, but they have got to grow this
economy. They are losing middle class families every single day.
She has introduced what she calls a progressive flat tax.

Do not, in my opinion, get hung up on words. Discover that
which is fundamental to a code which encourages work, savings,
and investment and does not double and triple tax it, then when
people pass away the government almost confiscates their lifetime's
work, farming, small business, or whatever.

So, I look forward to the questions. I appreciate the extra time,
Mr. Chairman. I would remind everybody that it was John F. Ken-
nedy who said, a paradox in America was that if very high tax
rates have caused low revenue, the best way to get more revenue
is to bring down the rates. I do not think they can go to zero, and
I do not want them to go to zero. But I tell you what, they ought
to be a lot closer to 20 percent than they are to 40 percent, where
they are today.

Thank you very much.
Mr. KEMP. May I turn the chair ovcr to my good friend and com-

rade-in-arms for many years, Hon. Pete du Pont, former Governor
of Delaware.

The CHAiRMAN. Pete, we are looking forward tci hearing you.
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STATEMENT OF PETE DU PONT, POLICY CHAIRMAN, NA-
TIONAL CENTER OF POLICY ANALYSIS, AND FORMER GOV-
ERNOR OF DELAWARE, WILMINGTON, DE
Mr. DU PONT. Well, Mr. Chairman, thank you. For those of you

who may chuckle over the fact that our chairman does tend to
sometimes go on a little, I want you to know that, within the delib-
erations of the committee, he was seriously harassed for that facet
of his personality and he has become much shorter 4n his commu-
nications than he was before the commission began. So, we feel we
have done good work.

Mr. KEMP. Would you put that in writing?
Mr. DU PONT. I will put that in writing.
The CHAIRMAN. Progress was indeed made, then.
Mr. DU PONT. Progress was made, regardless of what kind of a

tax system we end up with.
Mr. Chairman, I would like to submit my testimony for the

record and I would like to take a moment to dwell on a couple of
aspects of our recommendations.

But before I do that, let me say that the reason I believe I was
appointed to this commission is that I am one of the few people
around who has actually implemented a substantial change in a
tax system.

The Delaware Tax Code in 1977 was very similar to the Federal
Code. It had a nice 19.8 top rate on people earning over $200,000,
it was graduated down through the income levels, and it was kill-
ing opportunity in our State; companies would not come, jobs were
being exported.

So we changed it with a massive rate cut. Rates were cut 64 per-
cent. What was 19.8 percent is now 7.1 percent. Where low-income
people paid 3, 4, 5 percent in tax, today they pay no tax because
they were dropped off the rolls.

Now, with a 64-percent rate I am sure our friends at the Treas-
ury Department would tell us that Delaware's tax system would
long ago have collapsed. In fact, income tax revenues are 26 per-
cent higher than they were, and overall revenues because of in-
creased employment in the State are 50 percent higher than they
were under that old tax system.

Yes, we cut taxes for the wealthy, we cut taxes for the middle
class, we cut taxes for lower income families, and everyone pros-
pered as a result.

So, I give that as an example of the fact that I have been there,
I have seen what ha pens. And the analysis that we get from those
who tend to favor the current tax system, that rate cuts produce
lower revenue and bigger deficits, I do not believe, is an accurate
analysis.

What is wrong with this tax system that we have today is very
simple: the American people believe it is too complex, that it is un-
just, that it is unfair, that it is riddled with loopholes, that the IRS
takes up to 40 percent of what we earn each year, and half of any-
thing that is left over when we die, the family farm, the small busi-
ness we have built, the savings we have worked to accumulate. En-
forcement by the IRS ranges from lax to nasty, depending on their
mood and the agent that happens to be working on your case. The
American people, frankly, have lost confidence in the system.



I would like to quote author Frank Chodorov, who describes what
has happened after 70 years of tinkering with the Tax Code thai

-was put in in 1915. "First, it was the incomes of corporations, then
of rich citizens, then of well-provided widows and opulent workers,
and, finally, the wealth of housemaids and the tips of waitresses.

If you do not believe it, consider this. By failing to increase the
dependent deduction, Congress has reduced its value for median in-
come families by 75 percent. The dependent deduction was intro-
duced in 1944 at $500.

If it had been increased for inflation over time, today it would be
worth $9,600. As we all know, it is worth $2,150, so the Congress
has simply taken $7,000 per dependent out of the pocketbooks of
the middle class.

In 1948, the median income family paid 3 percent of its income
to the Federal Government, now the median income family is pay-
ing 25 percent of its income to the Federal Government."

We have talked about the Mertens in Iowa. Of course, they rep-
resent a class of Americans, the lowest two income quintiles of
American families. As Secretary Reich is fond of pointing out, in 20
years, the inflation-adjusted income of families in the lowest 40
percent of American families has remained static. It has not risen.
There has been no increase in income, in take-home pay, for those
families.

In that same period, the take-home pay of the Federal Govern-
ment, that is, tax receipts, has gone up 58 percent. For those of you
who want a definition of fairness, I would suggest that working
family, zero, Federal Government, 58, is a gross unfairness to the
families of this country.

We believe that it is time to start over. Senator Conrad gave us
a little list of examples, and how would we design a tax system
that would be fair in each of those examples? Senator Chafee re-
ferred to this, also.

I do not believe you can come at it that way. It is not possible
to revise the tax system by tinkering; we have tried that for 70
years and it has not worked. There are 9,400 pages in the Tax
Code. You probably could add 1,000 to try to make it fairer, and
we would be right where we are today.

We believe we have to start over with, as Chairman Kemp said,
a single rate applied to all individuals, with a generous personal
exemption. That would be a progressive tax. If your rate, for exam-
le, were 19 percent, your exemption for a family of four was
30,000, the $30,000 family, of course, pays no income tax, the

$45,000 family pays six percent; $60,000 family pays 10 percent,
and the $120,000 family pays 14 percent. So, by a generous per-
sonal exemption you are building progressivity into the system.

The commission's proposal is really founded on a very simple
concept: a family with 10 times the income of another should pay
roughly 10 times the tax, not five times, by good Wall Street ac-
countants who can use the loopholes, and not 20 times by a puni-
tive tax rate on that family. Ten times the income, 10 times the
tax is our goal and the reason we have recommended a flat tax sys-
tem.

Now, the Treasury Department estimated that Mr. Forbes' flat
tax required a rate of 20.8 percent to break even, to have zero deft-



cit that Senator Conrad was commenting on. The Treasury Depart-
ment admitted that that was a static analysis. That is, it assumes
that the economy would not grow. If that is true, surely growth
would allow something in the range of a 19 percent tax.

The statistics from Delaware I cited earlier indicate that growth
would occur and, indeed, if you look at all three tax cuts of this
century in America-the Coolidge tax cuts, the Kennedy tax cuts,
and the Reagan tax cuts-in every case a substantial reduction in
tax rates produced more income for the Federal Government, more
tax receipts for the Federal Government, and grew the economy.

The Kennedy tax cut grew the economy from 3.5 percent a year
in the 4 years before the tax cut, to 5.2 percent a year in the 4
years after the tax cut.

The Reagan cuts, because of the problem we were in, were even
more dramatic. They took growth from 0.4 percent in the 4-year
previous average to up over 4 percent, and tax receipts for the Fed-
eral Government were 26 percent greater at the end of the Reagan
term than at the beginning.

So we suggest, Mr. Chairman, that you all start over and wipe
the books clean. Design us a fair and simple system where every-
one pays the same rate. You know what I pay and I know what
you pay, and that way cab drivers will not say to me, as one did
taking me from National Airport to a commission meeting, if you
are going to the Tax Commission, you make sure that they .adopt
a flat tax so that everybody pays.

The American people do not believe everyone is paying, and a
uniform rate will reinforce that belief and reestablish a confidence
in the U.S. Tax Code that is missing in almost every American
household.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Pete.
[The prepared statement of Mr. du Pont appears in the appen-

dix.]
The CHAIRMAN. We look forward now to hearing from you, Mr.

Fong, who currently serves as Treasurer of the great State of Cali-
fornia.

STATEMENT OF HON. MATT FONG, TREASURER, STATE OF

CALIFORNIA, SACRAMENTO, CA
Mr. FONG. Thank you, Chairman Roth and members. As the

elected Treasurer of the State of California and the former Vice
Chairman of California's taxing authority, the State Board of
Equalization, and a member of this Tax Reform Commission, I am
honored to be a part of your very first hearing on tax reform this
year, with Jack Kemp and Governor du Pont, representing the
work of our commission.

I would like to correct, because Chairman Kemp caused me some
trouble on national TV and here again when he said that the com-
mission represents a lot of wealthy individuals. I need every dollar
I make from the State. I have a big mortgage, my two kids are in
public schools, and I am still paying off my law school loan.

You undoubtedly have heard from the critics of the commission's
work who claim that the commission's report is full of principles,
lacks technical detail, recommends a rate but does not specify a



number, and that it recommends a tax system that will either bust
the budget or bust the middle class. In fact, these critics are saying
to us that the report was a waste of time, to which I strongly dis-
agree.

I like to analogize the charge of our commission to the approach
one takes when setting off to buy a new car. You do not start with
a decision in talking about the options you want'on the car, like
power seats, door locks, and a CD player.

You first decide that you need a new car, and then you start
looking at the different models. And, applying this back to the IRS
Code, just as the old car is outdated and outmoded and cannot be
repaired, the IRS Code is outmoded, outdated, and is beyond re-
pair.

The problem with today's debate on tax reform, as I see it, is
that after people agree that a new tax system is needed, everybody
is starting to get lost talking about options such as the home mort-
gage deduction, and all sorts of other various derivatives of those
deductions.

So before you decide on bells and whistles, I think we first have
to focus on which basic tax structure-whether it is a flat tax, a
sales tax, a value-added tax-you think best fits the needs of this
country. That is why our report was silent on all of the various op-
tions, as far as taking any position.

At the outset, the commissioners found that what we needed to
do was to establish a framework to guide us through the different
proposals being debated as sort of an analytical screen. We spent
a tremendous amount of time determining what principles we were
going to measure competing proposals on and then, after we de-
bated, we prioritized these principles. So, Economic Growth, which
meant that we were looking at ways to encourage hard work, ini-
tiative savings; the Principle of Fairness, treating all citizens alike;
a Simplicity Principle, so that everybody can understand the Tax
Code; a Neutrality Principle to eliminate bias against savings and
investment; a Visibility Principle, an honest accounting of the cost
of government and things are not hidden; and a Stability Principle
so that businesses, particularly small businesses, can plan for their
future without dealing with what we understand is 4,000 Tax Code
changes since 1986.

So we did not simply make up this list from a high school gov-
ernment text, these principles came from and were forged from tes-
timony that we heard from taxpayers and from the honest and
forthright debate amongst commission members themselves.

We used these six principles to develop a basic tax system that
we felt would be best for America. So Chairman Roth and mem-
bers, we urge that you and your committee debate these principles,
add them, subtract them, reprioritize them, but the impact will
lead you to your conclusion.

For example, on the Principle of Visibility, using the Principle of
Visibility the commissioners, by consensus, not only placed a high
value on having citizens know the cost of their government, but we
also then were able to review the value-added tax proposal which
failed this principle because, as you know, under value-added
taxes, the taxes are not visible. How you choose your principles will



lead you to your answer, so instead of focusing on the answer first,
focus on principles.

Critics have faulted our report for not recommending a specific
tax rate. Senator Breaux was talking about punting. I would like
to address his concern, that has been raised by many. I counter
that we have a very specific tax rate. We defined it.

It is a single rate that will raise sufficient revenue to continue
to operate government at its current size. That is, this is a reve-
nue-neutral rate. But we did not know what the revenue-neutral
rate was. I read in the Wall Street Journal, as the Governor just
said, Treasury said 20.8 percent for one version of a flat tax.

But the point that we are making and I want to emphasize, is
that we should view whatever rate it is as a price tag for govern-
ment. By establishing a specific number, if we had taken a position
and established a specific number, say at 16, 17, or 18 percent, we
would have left the back door open for a new debate, and that is
that this commission is really an attempt to reduce the size of gov-
ernment. That was not our charge, and I think the tax reform de-
bate would become muddled in the larger context.

The beauty of approaching it from a revenue-neutral standpoint,
two, is you remove from the table the debate on what Senator
Conrad spoke of, and that was an increased deficit. If you have de-
fined this as a revenue-neutral, then the deficit issue is only in the
context of what your current system is today.

The second, Senator Murkowski raised, all these different deduc-
tions. If you say it is revenue-neutral, then your options are only
going to increase the size of your price tag. So, using Treasury's fig-
ure of 20.8, if you want to include a home mortgage deduction or
if you decide that we should have the exemption for charitable con-
tributions, all it is going to do is make your price tag higher. The
price tag is just what the American people want to pay.

So I, like Chairman Kemp, believe the peace time rate should be
less than 20 percent. But if the price tag happened to be as high
as, let us say, for example, 23 percent, I would hope that the tax-
payers would believe, as I do, that the price of government costs
too much, that the rate is too high, and that they would put pres-
sure on their elected officials to reduce this cost. But this would be
the result of tax reform, not part of the tax reform debate itself.

Critics have also complained that our report has a single rate
rather than a multiple tax rate system. Every commissioner be-
lieves strongly that the principle of fairness should be one of the
cornerstones of a new tax system. Each taxpayer must be treated
equally. That is, proportionately everyone should pay the same tax.

Proponents of a multiple-rate system are clear in their objective,
the result of harder work and higher pay as a greater share of your
income for taxes. In the commission's eyes, this fails the fairness
test.

Throughout our hearings, citizens told us what they want more
than anything else in the Tax Code is the knowledge that everyone,
from one end of the income scale to the other, is being treated the
same. That is the true beauty of the flat tax.

Therefore, Senators, I believe you have two paths. One, is you
can design a tax system that only collects revenues for the purpose
of funding reasonable government expenditures, or, two, you can



prioritize the redistribution of wealth, as well as creating a tax sys-
tem that collects a tax revenue. You can take either of those two;
we pick the first one.

Finally, we have heard from critics of the flat tax that it will cost
the government billions of dollars, create a windfall to the rich, and
increase the tax burden on the middle class. Again, I disagree.

Critics fail to account for the economic growth that can be gen-
erated from a tax system that rewards savings and investment. In
addition, defenders of the status quo ignore the benefits of redirect-
ing the $200 billion-$130 billion corporate, $70 billion individ-
ual-that is currently being spent to comply with a very complex
system, and to search for loopholes.

That money can be redirected. Even if you only had a 50 percent
efficiency savings, you could redirect that money into worker's in-
centives, growth, training, even retain earnings.

The current complex tax system also wastes America's creative
intellect. The president of a high-tech think tank in Palo Alto testi-
fied before the commission that his competition for intellectual tal-
ent did not come from other firms in the high-tech industry. His
competition comes from the Big Six accounting firms and the big
law firms that take bright minds into the dark recesses of an out-
dated Tax Code.

Furthermore, a simpler and fairer system of taxation with a sin-
gle low tax rate will result in the collection of more revenues. An-

rew Mellon once wrote, the history of taxation shows that taxes
which are inherently excessive are not paid. Americans are over-
taxed, not undertaxed, and many spend a lot of time hiding income
from the government and creating fictitious deductions and other
loopholes that I have found from my work on the Tax Board.

As a former Vice Chairman of California's Tax Board, I shared
with the commissioners when we were deliberating the story of
California's experience with a new sales tax on bunker fuel at Cali-
fornia's ports. According to the revenue estimates by our legislative
staff, the new tax on bunker fuel was to yield almost $100 million
for the State.

With a sales tax rate of eight percent, you can readily guess
what happened. I told them the ships would stop buying fuel in
California; they did not believe me. Well, the ships started loading
their fuel in Mexico, Oregon, and Seattle. -

Our refueling operations in our State dried up, and I collected
the revenue. We did not collect $100 million, we collect $1-2 mil-
lion. I think we probably spent more on welfare for the out of work
families who lost jobs as a direct result of the imposition of this
new tax. It was repealed within 1 year by emergency legislation.

The scoring of tax reform plans and the generation of tax dis-
tribution tables will employ hundreds of static analyses inside the
Beltway alone. Static analyses simply will not work. It is simplis-
tic, it is not fit for use in the 1990s in the world of high-tech model-
ing. This country will have a very difficult time moving to any new
tax system if we listen to the advice of static analysis.

It was static analysis that the Wall Street Journal criticized and
saw as a reason for the Federal Government's collection of only-25-
30 percent of the original staff estimate of the revenue to be raised
from President Clinton's tax increases.



So, I urge you and the members of your committee to study the
framework outline in the commission's report, debate it, find ou if
you agree or disagree with the principles. But I think the first vital
step in this tax reform debate is to focus on the principles.

Once the basic system is selected, the rate should be floating to
set the price tag so that every citizen knows the cost of govern-
ment. Finally, we urge you to utilize dynamic modeling when test-
ing the new system for its revenue generating ability. Thank you.

The CHAIRMAN. Thank you, Mr. Fong.
[The prepared statement of Mr. Fong appears in the appendix.]
The CHAIRMAN. We will have a 10-minute limitation in the first

round. But, before beginning my questions, I do want to welcome
Senator Bennett, who is here, and I understand acted as a valued
advisor to the commission. I know he will be able to make great
contributions to this debate.

There has been a lot of talk about growth in this country and the
need to develop a kind of tax that will help bring about real eco-
nomic growth. Yet we hear a lot of economics talk about, 2.5 per-
cent is as much growth as one can expect without risking high in-
flation.

I think, Pete, in your written statement you talked something
about 4 percent. I would be interested, how do you answer these
economics who state that 2.5 percent is all we can really enjoy,
Jack?

Mr. KEMP. Well, our commission, Mr. Chairman, as Pete du Pont
pointed out, rejected as unacceptable to America, either economi-
cally, fiscally, morally, or socially, a growth rate as low as it is
today. With all due respect to the debate, the economy, in revising
the estimates from last year, fiscal year 1995, they said it grew at
1.9 percent.

I would suggest that it might be an interesting task for staff on
both sides of the aisle to take a 1.9 percent growth rate, calculate
revenues and expenditures from social welfare programs to tax rev-
enues, and project it over 7 years and figure out how you can get
to a balanced budget with 1.9 percent growth.

You can, but it is unacceptable, as Pete said, because you cannot
deliver the jobs. I would say, Mr. Chairman, as Pete du Pont point-
ed out, and as I have pointed out, and as Matt Fong has pointed
out, if we are to double the rate of growth from, say, 1.9 percent
or 2.0 percent to 4.0 percent as a goal, that is well within the
boundaries of America's economic history, as well as both political
parties' commitment to the social consequences of a high-growth,
full-employment economy. President Kennedy, in 1960, committed
the Democratic Party to 6 percent growth; Ronald Reagan commit-
ted the Republican Party in the 1980 platform to full employment
without inflation.

My impression is, according to most economists who think that
there is a higher potential for this economy to grow without infla-
tion, that if we had sound monetary policy coupled with less regu-
latory and tax burdens on work and savings and investment, we
could easily achieve a 4 percent rate of growth.

That would make it a lot easier to balance the budget, I would
say to my colleagues on the left, and I would also say it to my col-
leagues on the right, who think that that is the sole criterion for



good financing. To me, it is a criterion but not the sole criterion.
The highest criterion is high levels of employment, expanding op-
portunity, and a bigger pie.

Pete, do you want to comment?
Mr. DU PONT. Well, Mr. Chairman, I would answer your question

directly by saying that the economists who believe that we cannot
exceed 2.5 percent growth were the same economists who told us
the core inflation rate in our economy was 6 percent and that we
could never go below that. They were wrong there, and I believe
they are wrong regarding growth.

A Nation that is scared of economic growth will not prosper. A
1 percent increase in economic growth means six million new jobs
over 8 years, it means $700 billion more tax revenue for you all to
allocate for expenditures or pay down the deficit, and it means tril-
lions of dollars in additional GNP.

If we are going to have a future and allow people the opportunity
of working, we cannot limit ourselves to 2.5 percent growth. After
all, finally, Mr. Chairman, we did have 4-percent growth in the
Kennedy years without ruinous inflation.

We did have 4-percent growth in the Reagan years after Presi-
dent Reagan's tax cuts without ruinous inflation. It can be done,
and I think it is urgently important for the people of the country
that we do it.

Mr. FONG. Chairman Roth, economic growth was our number one
highest priority principle of all those six that were listed. Hearing
testimony, I think we summarized that there are far too many
Americans that are still left on the economic sidelines.

Even in this debate that we are having right now on welfare re-
form, you cannot have a debate on welfare reform without also
then having one on economic growth, because if you come off wel-
fare you need a job. At 2.5 percent growth, you cannot have enough
jobs available for those hat are coming off of welfare. You need to
create growth.

From California, we are very close to the Pacific Rim. We are on
the eastern border of the Pacific Rim. In the Pacific Rim countries,
for the past 20 years, they have had consistent growth of 8, 10, 12
percent, consistent over 20 years.

It is not unrealistic to think that our country can at least equal
what was achieved under President Kennedy's tenure, and maybe
even a point better. So I think 2.5 percent is anemic and I think
we are selling for too little. I think that unless we have a new sys-
tem that generates growth, welfare reform is going to be meaning-
less.

The CHAIRMAN. Jack, your report, which will be included as part
of the record-

Mr. KEMP. Thank you.
The CHAIRMAN [continuing]. Recommends a single tax rate. Now,

Tuesday, in a Wall Street Journal editorial, it was concluded that
a tax reform system of multiple rates would be acceptable as long
as the top rate is reasonable. Specifically, it says, "Still, in prin-
ciple, we would have no objection to some degree of tax progres-
sivity, so long as the highest marginal rate is reasonable.



In this respect, the 1986 Act, with three rates topping at 28 per-
cent, was fine by us. Without going to redistribution extremes,
there is something to be said for the ability to pay."

Would you agree with that editorial, or what would be your com-
ment?

Mr. KEMP. Mr. Chairman, as Matt Fong pointed out-
Senator MOYNIHAN. Mr. Chairman, may I suggest, it does not

sound so much like an editorial as a judicial decision.
Mr. KEMP. Right. Handed down. I agree with him on a lot of

things. I disagree, I think now is the time to get the simplification
that would come. I think Matt Fong pointed out that if you have
a single rate not only do wealthier people pay a higher percentage,
if they earned income 10 times higher than a different income level
they will pay 10 times as much.

If you have steeply progressive rates or even graduated rates,
you do two things. You punish success, which I personally believe
is a big mistake, to punish success, but I also believe that you
begin to build in the type of exemptions, deductions and credits
that seem on the surface to be fair, but end up causing many of
the problems we have today.

In my opinion, having traveled extensively in Asia myself, when
Matt Fong pointed this out I raised my eyebrows, because there are
many places in Asia that are growing at higher levels than 2.5-3
percent.

My favorite tax code was the Hong Kong tax code, which was a
flat 15 on income and a flat 16 on corporate income, with a zero
capital gains tax and a large exemption-71 percent of the people
of Hong Kong do not pay the income tax, and they grow at 7.9-
8 percent. They have had 27 years of budget surpluses.

In my opinion, because of the visibility of that single rate, may
I say to the Chair, it is very difficult to raise it and very difficult
to build in a lot of exemptions. So, for stability's sake, simplicity's
sake, and fairness' sake, we came to the conclusion that all income
should be taxed but once at a low rate. Pete says 19, I say 19 or
20.

The CHIRMAN. Both you and Matt talk about Asia and the rapid
rate of growth, which is absolutely correct. But many of those coun-
tries also had a high rate of inflation. Are there any of those coun-
tries that had 6, 7, 9 percent growth that controlled inflation as
well?

Mr. FONG. They are controlling inflation. Although China's infla-
tion was quite high in the past few years, it is coming down.

Mr. KEMP. Hong Kong. Just to answer the question, Hong Kong
has a low rate of inflation.

Mr. FONG. I would like to give the three reasons why we ap-
proached one rate, although, in effect, The Wall Street Journal said
there were two rates, zero and 17, or whatever.

First, from a tax administrator's point of view, if you have one
rate it is easier to administer. According to Hall and Rabushka,
every additional rate either squares or cubes the complexity of the
tax system. You can see that if you have a single rate you can col-
lect tax at the source and withhold; if you have two rates, now it
is more complex and you have to start collecting at the individual
level. So, administration is one thing that you have to focus on.



Second, Chairman Kemp started talking about. It is a slippery
slope. If you have one rate, it is one rate. But if you have two, then
why not three, or why not four? Then third, what we are concerned
about is people gaming the system. When you have a second rate
there is a little play in the system. With one rate, everybody is the
same.

The CHAIRMAN. My time is up.
Well, let me ask Jack the next question. One of the criticisms-

in fact, it has already been made from the panel here-is that a
single tax rate could result in a tax increase for lower and middle
income families, and a tax reduction for upper income families. If
that is true, how can one justify a single tax rate system?

Mr. KEMP. Well, I do not think there is anyone on this panel, nor
was there anyone on our commission, that did not take seriously
both Bob Dole and Newt Gingrich's admonition to make sure that
not only was the system simple, fair, and pro-growth, as we were
constantly reminded by two valuable members of our commission
that I did not announce earlier, Loretta Adams, a small business
owner in San Diego, California, and Ted Forstmann, of Forstmann
Little, one of the most creative financiers in the country.

We, in exploring this issue, were admonished, both by Dole and
Gingrich as well as the daily drumbeat of articles, to make sure
that everyone did better. It seems to me, Mr. Chairman, you cannot
answer the question without recognizing the premise of the criti-
cism, which is, in order to be revenue-neutral and bring down the
rates on so-called capital, you must raise income on labor, i.e., sal-
ary income.

That is one reason why I told Senator Moynihan earlier that I
thought he might positively respond to the fact that we were trying
to deal with the payroll tax burden on working men and women by
allowing it to be deductible. And, with a large exemption, as Pete
du Pont pointed out, you can get to the type of fairness and reduc-
tion of the tax burden on middle income families that all of us
want.

In my opinion, the most important point in this hearing was
Matt Fong's repetition of a statement that was made in the 1920's,
that people with excessive tax rates do not necessarily pay it in
terms of revenue to the government because they will find ways of
obfuscation in the Tax Code and will buy municipal tax-free bonds
or find ways of hiding their income.

If you want a fair system, broaden the base, bring the rates
down, and tax the rich by bringing the rates to a level at which
people are encouraged to invest in widget factories, not tax loop-
holes, tax deductions, or tax diversions.

So I believe, as in the case that has been constantly reminded
by Pete's testimony, that while the rates came down on the rich,
revenues went up in the economy and the tax burden actually
shifted relatively upward because in 1981 the so-called rich, at lev-
els above a couple hundred thousand dollars, the top 1 percent tax-
payers of America, paid about 18.6 percent of the revenues on in-
come taxes. The time that rates came down to 28 percent, they
were paying 29 percent of tax revenues.

So, I think fairness goes back to the point of taxing it once, tax-
ing everybody the same, leaving in progressivity de facto, and pro-



viding for more revenue by getting the economy growing and creat-
ing more jobs and opportunity for people to move from driving
trucks to owning trucking companies.

The CHAIRMAN. Pete, do you have anything you would like to
add?

Mr. DU PONT. Well, Senator, I would say the difficulty with your
question is, of course it is possible to design a tax with a rate that
increases taxes for the middle class and decreases taxes for
wealthy people. If, for example, you set your uniform rate at 30
percent, the taxes on 99 percent of the families in the country
would go up and they might go down for a small percentage.

It all depends on where you set the rate. I believe the way to set
the rate, in fact, is not to try to judge, as Treasury did, the static
rate of replacing existing revenues, but to set the rate so that taxes
on middle income Americans, in fact, go down.

Taxes on working families are simply too high. Set the rate so
taxes go down a little, reap the growth dividend, and I think you
all will find that you have much more revenue to use for deficit re-
duction than you would under the current system.

The CHAIRMAN. Matt?
Mr. FONG. Senator Roth, I would like to add two things. One, is

I think the analysis still does not reflect a dynamic analysis. Hall
and Rabushka are the only ones I have seen that have come up
with an estimate of an increase in revenue, but they say that, over
a 7-year period of time, with the implementation of a flat tax, that
an individual ought to see an increase of about $2,000 in their pay-
rheck.

If you take a look at any scenario that I have seen, like in USA
Today, where they say the burden would be increased on middle
class, nothing approaches an increase of $2,000. So, you can argue
that, with the dynamic analysis, it would be less.

However, I would flip it the other way. We have taken a lot of
testimony. We heard from middle class and lower middle class
throughout the country who said they flatly did not mind paying
a little more if it meant that they knew that the rich were paying
their share, because they were concerned that they did not have
the ability to take advantage of the loopholes, they did not have the
money to hire the lawyers or accountants.

So they flatly said to us, and that is why I think you see this
phenomenon, despite the scary statistics that are being played out
by the newspapers, that the popular will of the people is they are
expressing an interest in the flat tax, saying, we would pay a little
more if we knew that everybody behind the Mercedes were paying
the same rate that I am paying behind my Ford Taurus.

The CHAIRMAN. Senator Pressler, I understand you have a brief
statement you would like to make but you have another commit-
ment.

Senator PRESSLER. I did want to congratulate the commission
and say that one of the things I am most fascinated with is getting
the growth rate in this country up. I represent farmers and small
business people in middle class America, so we do have concerns
about depreciation schedules, home mortgage deductions, and char-
itable contributions.



But I agree, with our growth rate at only 2 percent or 2.5 per-
cent, we have got to find a way to double that. We should be able
to. I commend this commission, and I wish to place my statement
in the record. I will have some questions.

Mr. KEMP. May I just add to Senator Pressler's comment, and
just answer to it, our plan envisions the expensing of investment
in plant, equipment, machinery, and technology, et cetera.

So, there is a transition period to go from the current deprecia-
tion schedules to expensing, but clearly it would be in the interest
of farming or making widgets to allow an individual entrepreneur
or business decision to be made not on the tax consequence of the
depreciation schedule set by someone else, but to be able to ex-
pense that investment in the year in which the investment is
made.

The CHAIRMAN. Senator Moynihan.
Senator MOYNiHAN. Yes. Mr. Chairman, we are much in the debt

of the Chairman and his colleagues. This is not only just a first-
class report, but a first-class account of the report.

I would like to express a particular appreciation to Jack Kemp
for making clear that there is no hidden agenda here, that you de-
sire to be revenue-neutral, and, as Mr. Fong said, pay for the gov-
ernment at the levels you now have. That is in good time, and
thank heavens.

Our problem is how to pay for the government we have. As a pro-
portion of GDP, it has been pretty stable. It was 19.1 percent in
President Truman's last year and it is 19.0 percent this year. It has
been up a little bit, but it stays about that level.

But the deficit is devastating. It absorbs our energies, it para-
lyzes our will. At the end of fiscal 1981, on January 20th, the debt
of the United States was absorb $1 trillion; 15 years later it is al-
most $5 trillion. We are talking about default. We are looking at
something for which there is no equivalent in our vocabulary. We
have never had it.

I said on the floor the other day, if you default it would be on
the order of losing a war. As this is not a recession, or whatever,
finding the resources to pay for government is our first responsibil-
ity.

Here is the point, and I would like to ask you this. You men-
tioned the Kennedy tax cut in the Kennedy Administration. I was
in the Kennedy Administration and remember that our problem, as
we saw it then, was that revenue came in faster than Congress
would spend it and Walter Heller would speak of fiscal drag. We
were throwing money out the windows at one point. We had a GI
bill life insurance dividend, we gave one, then we gave another.
Then we raised the pay of the Federal employees, just to get money
out there. That is not our problem today.

We have, as a matter of fact, in the aftermath of the 1993 tax
increases-the biggest tax increase in history, I heard that a couple
of times in New York in 1994-for the first time since the Ken-
nedy-Johnson years, spending on government programs-that is
outlays excluding interest on the debt--is less than taxes. We have
a surplus in 1994-1997 of about $57 billion.

Now, until we get that out of our way we are just paralyzed. I
mean, here we are talking about default, the unimaginable. You



both have said we want to be revenue-neutral relative to the cur-
rent code, but we have to raise more money than we spend for a
period to get this debt down. Do you not think this has to be some-
thing we try to put a number on, and a date, and say, this is where
we want to be? Can you help us on this?

Mr. KEMP. I think all of us would have individually different
opinions about answering your question. All of us, I know, would
agree that this country must not go into default.

Senator MOYNIHAN. Jack, just think what you just said.
Mr. KEMP. We cannot default on that which this government is

obligated to pay.
Senator MOYNIHAN. Yes. Yes.
Mr. KEMP. I say that as a conservative Republican who endorsed

the Contract With America; I do not favor default. as Yogi Berra
would say, if Alexander Hamilton were here today he would turn
over in his grave. Alexander Hamilton founded the Republic on the
credit worthiness of the U.S. Government.

Senator MOYNIHAN. Yes. And Thomas Jefferson exacted the move
of the capital from the City of New York, where it belongs, to a
swamp in the back of the Potomac. That is a price we paid. [Laugh-
ter.]

Mr. KEMP. I knew I could not top Moynihan. [Laughter.]
Having said that, Mr. Former Chair, Ranking Member, friend,

colleague, I think du Pont gave us an interesting scenario. It is
built on that chart that you alluded to that Senator Bennett of
Utah put up on the floor of the U.S. Senate, when he showed that
no matter where the rates were in America, high or low, the gov-
ernment got roughly 19.2 percent or so revenues. So it seems to me
axiomatic that the only way to get more revenue for not only bring-
ing down debt and deficits is to make the pie bigger.

If this economy, as Pete pointed out, were twice as big as it is
today, i.e., $12-$13 trillion during the next early years of the mil-
lennium, we would have another trillion dollars or so with which
to save those programs that should be saved and to pay down debt
and deficits.

It would not be a Jack Kemp testimony if I did not suggest that
part of the interest rate problem is, since John F. Kennedy, our
dollar has been unstable, to say the least, and interest rates on
long-term borrowing have been a lot higher than they should have
been.

In my opinion, we need to anchor the dollar to get interest rates
down and grow the economy to provide the jobs and the fiscal divi-
dend that would come from more revenue, as it did under Kennedy
and Reagan.

Senator BENNETT. If I may, Mr. Chairman, before Senator Moy-
nihan jumps in, it is not since John F. Kennedy, it is since Richard
Nixon.

Mr. KEMP. What?
Senator BENNETT. It is not since John F. Kennedy, it is since

Richard Nixon.
Mr. KEMP. I recognize that. I was going to make the point that

Kennedy pledged in the Democratic platform of 1960 to keep the
dollar as good as gold. Interest rates were 3.5-4 percent on 30-year
mortgages. If you had 4 percent mortgages and 4 percent 30-year



bonds, in my opinion, the deficit opinion would not be debated to
the exclusion of how to grow this economy and how to create more
jobs for people.

Senator BENNETT. It was just that I could see the Senator from
New York pointing out that the break came from Richard Nixon
and not from John F. Kennedy.

Mr. KEMP. Nixon, right. 1972. Yes. That was in default, by the
way, at least on 20 percent of the debt owned. We have paid off
debt in the past, as the Senator from New York knows, by infla-
tion. We did it under Richard Nixon, at a great cost to this coun-
try's well-being, until Paul Volker, and now Alan Greenspan, have
put us back on a more solid path of monetary policy. That is my
own opinion. We were not asked to discuss this by the commission,
but it is a very thoughtful question.

Senator MOYNIHAN. Mr. Chairman, I want to hear from others
as well, particularly Senator Bennett. Could I just offer the
thought, and maybe you would comment. We speak of economic
growth. You get to 4 percent in those moments when you are com-
ing out of a recession, and so forth.

We have had a very stable economy since 1946. Only about 10
months did we ever have an unemployment rate above 10 percent,
and that was in 1982-1983. You know that, Jack, very well.

In the long run, however, developed economies grow at about 2-
2.5 percent. They do not grow any faster than that, Jack, do they?
I am open, teach me.

Mr. KEMP. In my opinion, there are too many central bankers
around, both in Europe and in the United States, who suggest that
if economies grow faster than 2 percent it puts upward pressure on
prices and that, ipso facto, is inflationary, as if too many people
working cause inflation.

Our commission rejected that element of inflation. Inflation is
not caused by too many people working, or too many homebuilders
building housing, or too many people going into business, it is a
failure of the central banks of a country to maintain the value of
its currency. We reject that a priori, that this economy could indeed
grow at least 4 percent.

Professor Jorgenson at Harvard suggested that the things that
we were talking about would have the effect of-

Senator MOYNIHAN. Dale Jorgenson?
Mr. KEMP. Yes. Yes. Would have the effect of creating 25 percent

higher economic growth in our country.
Now, the debate is going to go on ad infinitum, but clearly we

can do better than 1.9 percent. I know the Senator would agree
with that.

Senator MOYNIHAN. That is the preliminary estimate for the last
quarter. Actually, we have had a good run since the mid-Bush
years; Growing at 5 percent per year as we recovered from the
1990-91 recession. But I do think that we-

Mr. KEMP. Incidentally, revenues went down when the rates
went up. Everybody says, well, lower rates bring more revenue.
Let's leave that for speculation. But we do know one thing, do we
not? When the rates were raised in the 1990's and raised again in
1993, revenue from income taxes did not go up, it went down, from
9 percent of GNP to 8.2 percent of GNP. So it seems to me axio-



matic that if higher rates cause less revenue, maybe we ought to
try the alternative and make the rates fairer.

Senator MOYNIHAN. We know that is your view. [Laughter.]
Martin Feldstein has argued this with respect to the 1993 meas-

ures, and we will learn more.
Thank you, Mr. Chairman.
Mr. KEMP. Thank you.
The CHAIRMAN. Thank you, Pat, with the forbearance of the

group.
Alan, you had a comment you wanted to make.
Senator SIMPSON. Mr. Chairman, I understood you had opening

statements. I will just insert my questions in the record. But I do
thank you for holding this hearing. I think it is very important. I
have never been enthralled by a flat tax, but I am certainly willing
to listen carefully. I admire each and every one of these people. I
do not know Mr. Fong, but I certainly know Pete and Jack. I just
would add one paraphrase to what Pete has said.

I think, regardless of what we do here with a flat tax, the sce-
nario we are faced with today, regardless of what kind of tax we
have, is higher payroll taxes or cuts in the benefits to senior citi-
zens. There is no other place to go. Would you agree with that? I
do not get a question, so I will save that.

To paraphrase Pete, a Nation that is afraid to address the Social
Security system problem will not grow or flourish, so everything we
are doing means nothing until we do something with strengthening
to avoid the insolvency of the Social Security system.

It can be saved only in two ways, reduce benefits or increase the
payroll tax. Seniors have a great solution for it: raise the payroll
tax. As I say, and say again, and again, and again, if the people
between 18 and 45 cannot figure out what is going on, I do not
have a bit of sympathy for them.

Mr. DU PONT. Senator, if I might comment on that as one who
suggested the importance of fixing the Social Security system in
the 1988 campaign, and I am here instead of somewhere else.
[Laughter.]

But you were right. Until we fix the Social Security system we
are going to have a constant generational war between the elders
and the youngers. As a footnote and for another hearing, I believe
there is a way to fix it without raising taxes or reducing benefits,
and that is moving to the IRA-based system. I believe it can be
done, but we can talk about that another day.

Mr. KEMP. Incidentally, Senator, your name and that of Bob
Kerry have been mentioned in many of our hearings as heroes to
suggest the possibility that, as Pete du Pont pointed out, a modest
contribution by young working men and women to an IRA or a mu-
tual fund of some sort or other investment in corporate equities
and bonds would deliver a higher rate of-return.

But, it seems to me if we are ever to get there to where you can
even discuss Social Security from some form of a public/private
partnership, I believe it has to be preceded by an economy in which
you reduce a lot of the tensions that people now feel that they are
not getting ahead.

A bigger economy, a growing pie, with more revenue to do the
type of things that you and I both know need to be done, I think,
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would ease a little bit of some of the anxieties that people feel and
cause, in my opinion, not only the generational gap, but cause peo-
ple to look with fear at immigrants, and fear of the poor, and create
tensions between city and suburb, rich and poor. That is not Amer-
ica. This country was not built on envy, it was built on opportunity.
So I think we would need both, maybe simultaneously.

Senator SIMPSON. Thank you, Mr. Chairman. Thank you very
much.

The CHAIRMAN. Time is moving on, so we are going to keep regu-
lar order now.

John?
Senator CHAFEE. Thank you, Mr. Chairman. First of all, I just

do not think we can stress enough here the absolute necessity to
get the Federal budget balanced. For that matter, there is nothing
in the U.S. constitution that says we cannot start paying off the
debt. Therefore, we should not lose sight of this balanced budget
effort that is under way here and, in my judgment, absolutely must
be carried to fruition.

Second, if I understand your thrust here, particularly under the
category of visibility, you believe that if you have one rate and that
rate, whatever it is-and I think you are right, you do not have to
come up with the rate-that pays the bills of the Federal Govern-
ment.

Therefore, if the Federal Government embarks on a new spend-
ing program, a new expansion, we are going to increase Head
Start, or do whatever, then the rate must go up. So everybody in
the country is, thus, more conscious of what the Federal Govern-
ment is spending. Is that one of the points you are making?

Mr. KEMP. Well, none of us would want to associate ourselves
with the idea that you automatically have to raise the rate in order
to finance a new social program. All of us on the commission be-
lieve that a single rate that is set at the level of equilibrium at
which people are willing to maximize their output, their work, their
savings, and their risk-taking would not only provide more reve-
nue, but would give us the opportunity to reduce debt and deficits.

I do not personally believe it should be raised capriciously. That
is why we built into our report stability of the Tax Code by sug-
gesting that it should take a two-thirds majority vote of Congress
to change it.

I would be willing to put it on a national referendum, I believe
so strongly that the people have a stake in this. It would be visible
and the cost of government would be visit, but I do not think it
should be tinkered with just to get more funding for Head Start.

Mr. DU PONT. Senator, could I respond to that?
Senator CHAFEE. Yes, please.
Mr. DU PONT. In your first observation that getting this budget

deficit under control is vitally important, you did not say it, but the
implication that is in that statement is that until the deficit is
under control we cannot do anything with the tax system.

Senator CHAFEE. No, I did not mean that.
Mr. DU PONT. That is an important point.
Senator CHAFEE. Yes.
Mr. DU PONT. I do not believe, without growth in the economy,

that you can get your balanced budget, ever.



Senator CHAFEE. I am not linking the two things. I am just say-
ing that I do not think we ought to take our eye off of the ball. As
Senator Moynihan has pointed out here, the budget is in balance
now except for the fact that we must pay interest on past borrow-
ing.

If we can get rid of those interest payments, then that money,
in the first place, will be in balance, and hopefully some of that
money that we are expending now on interest payments could be
used for things we want, better education, better environment,
whatever it might be, better health care.

I want to return to the point that Senator Simpson was making.
I do not think you have stressed it enough. Everybody has looked
at your chart. What throws this off as far as taxes, where their big
taxes come from, is they are both working and the bulk of that tax
is Social Security, right?

Mr. KEMP. They face a flat 15.3 percent payroll tax, paid half by
the employer and half by the employee. So you are right.

Senator CHAFEE. But each of them are paying 7.8 percent, or
whatever the Social Security is. So until we get control of this So-
cial Security situation, you are going to continue to have that. Now,
I know what you would say under your program is you do not deal
with the Social Security tax, except to say that it should be deduct-
ible.

Mr. KEMP. Deductible. Right.
Senator CHAFEE. In computing their tax, their Federal income

tax, they would be able to deduct what they had paid to the Fed-
eral Government.

Mr. KEMP. Right.
Senator CHAFEE. That is no tax on tax, is the way you describe

it.
Mr. KEMP. Right. Yes, sir.
Senator CHAFEE. But what has happened here is, we have set up

a system whereby the Social Security is taking a very large chunk,
not just from the taxpayer but of available revenue in the whole
government.

Until we get control of the expenditures under the Social Secu-
rity system, I do not think we are going to be able to solve the
problems of the Merten's, are we, unless we suddenly give them
some kind of Earned Income Tax Credit, or whatever it might be.

I mean, what do you do about them? Your Federal tax on them
is modest in that illustration, is it not? You can figure out that if
their total income is 32 percent and they are having to pay near-
ly-well, 8 percent of that is, what, $2,400. Well, I guess there is
some-

Mr. KEMP. We are drawing a sharp distinction between marginal
tax rates and average tax rates, or effective tax rate. The Merten's,
as I would understand it, would pay a 15.3 percent payroll tax
right now, which is a flat tax. Hits them on the first dollar up to,
what, $60,000.

Senator CHAFEE. Jack, it is not quite fair to say that they pay
15 percent. Each of them is paying seven percent, nearly eight.

Mr. KEMP. The employer is paying half and the worker is paying
half, which adds up to 15.3.



Senator CHAFEE. Yes, but the Merten's are not paying the em-
ployer's half.

Mr. KEMP. Sure they are.
Senator CHAFEE. Well, all right.
Mr. KEMP. Do we think that businesses pay tax? We are making

the point that people ultimately pay the tax either in a direct tax
or in the cost of the product. No business can survive without pass-
ing on the payroll tax to either labor or to the cost of a product.

We are making the point that the Merten's are paying at a high-
er rate than they have ever paid in this country. They pay a flat
15 percent. Our premise is a 15 percent rate. Plus, they are in the
15 percent marginal tax bracket. If they work harder, they actually
pay more payroll tax, plus they move up into a higher bracket.
That is why we said, just pay a single rate. As Pete du Pont point-
ed out, their effective tax would be 4 percent income tax.

So you would increase their after-tax income, under our scenario,
(a) to the Merten's; (b) you would lower the cost of labor to their
employer; and (c) would be more efficient in terms of growing the
economy. We think there are several benefits to moving to this type
of a system.

Senator CHAFEE. I do not know how much time I have got, Mr.
Chairman. One quick question of you folks of the panel.

What percentage of the American public now files their taxes, in
effect, on the back of an envelope, i.e., the 1040A or 1040EZ, and
file that way? Is it not 70 percent of the returns? That is my under-
standing. 70 percent of all filers take the standard deduction.

Mr. KEMP. That may be a little bit high, but it probably is over
50 percent, I would assume. I am looking for help, if anybody
knows.

Senator CHAFEE. My statistics say 70 percent. So that I do not
think it is quite fair to say that all Americans are having to rush
to consult H&R Block, or hire a lawyer or an accountant because
of the incredible complexity of the Code.

Mr. KEMP. The complexity, Senator, is in reporting investment
income, business income.

Senator CHAFEE. Right.
Mr. KEMP. And I do not care if you are just a small mom and

pop operation or a very large corporation, I do not think there is
any support for the current system. Also, H&R Block, bless their
hearts, fine people-and I know they are honest-is one of the fast-
est-growing franchises in America.

When young working men and women have to consult a tax ac-
countant or lawyer to get through the system, something is wrong,
irrespective of what percentage of the people just file a relatively
simple personal tax form.

Senator CHAFEE. An expert told me it was 71 percent file using
one of these two forms.

Mr. DU PONT. Senator, if I may.
Senator CHAFEE. Yes.
Mr. DU PONT. 1040-EZ, the form you are referring to, does come

with a 36-page instruction book on how to fill it out. The reason
you have to go to H&R Block is not that the form is long, it is that
the IRS takes 36 pages to explain to you how to fill out one page,



and you cannot read the 36 pages and understand what numbers
you are supposed to put in what boxes.

My second comment, regarding the Merten's, the breakdown of
those tax numbers are $2,400 in Social Security tax and $2,500 in
Federal income tax. I do not believe, until we get to a system simi-
lar to the one Senator Simpson has suggested, you are going to be
able to do anything with the Social Security tax other than make
it deductible, which would help, but there are lots of things you
could do with the $2,500 in Federal income tax.

Senator CHAFEE. All right. Did you have a point, Mr. Fong?
Mr. FONG. Governor du Pont made it, thank you.
Senator CHAFEE. All right. Well, just one final statement. Look,

the thing that intrigues me about what you all are saying is the
possibility of greater growth, and that is something that is attrac-
tive. On the other hand, I must say that I personally do not find
that the income Tax Code has been such a drag on our economy,
as some suggest.

When I see the wealth that seems to be rolling around this coun-
try, people battling to buy football franchises at $100 million, $200
million, $300 million, and you look at some of the marinas-not
enough of them in my State, regrettably-in Florida with the
wealth that is there, somehow I do not feel that this is such a drag
on creation of wealth. Maybe it is keeping the fellow from buying
that truck, and if so we want to do everything we can to cure that.

Mr. KEMP. We were up in Harlem and a young black entre-
preneur by the name of Van Woods owned Sylvia's Soul Food in
East Harlem, Senator. He made the point to us that, hey, the rich
are getting rich. They get rich under any system. We are prevent-
ing him from getting rich, or his children from getting rich, or ex-
panding his employment opportunities.

In my opinion, if we were for redistribution of wealth, the cur-
rent Code is not doing it. It is not creating wealth or even redistrib-
uting wealth. It is allowing a few people to get wealthy because the
system works for them, but it absolutely inhibits the guy or gal
working for wages to be able to save, then it is taxed again, then
if they invest in a small business the government confiscates their
earnings over time with an unindexed capital gains tax. So it is not
hurting the rich.

I tell people that are already rich, you get rich under any system.
It prevents poor people from getting rich, and that is why I took
such an interest in this whole issue of how to liberate our inner
cities from the poverty that now exists.

Mr. FONG. Senator Chafee, if I may, you stated in your opening
remarks that you wanted to be disproven of "simplicity is the
enemy of fairness." I started off on the commission also as a skeptic
of a flat tax. Actually, I had, in principle, was looking at the value-
added tax, coming from my background as a tax administrator.

But I found personally, through hearing the testimony, that the
average working person looked upon the simplicity of the flat tax
as that delivered fairness, that they did not, especially the small
businessmen and women, and I have a small business background,
did not have the resources to take advantage of the complex Tax
Code.



So, they looked upon us to give them simplicity. They liked the
idea that everybody would pay the same rate, there was no gaming,
they knew what everybody got, and they thought that was fair.

Senator CHAFEE. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Senator Breaux.
Senator BREAUX. Thank you, Mr. Chairman. Mr. Chairman, I

think that anytime a tax hearing goes over two hours you should
consider giving free Tylenol to all the members. This is mind-
numbing. But it is important, and that is why I am still here.

Let me start by saying I think that the great attractiveness of
the flat tax is the simplicity that people can point by taxing at a
single tax rate. I think some wise man once said that, for every
complex problem there is a simple solution and it is generally
wrong. I am concerned that a lot of people that support the concept
think that all of the deductions and everything else will remain. I
am looking at the Time-CNN poll taken last week that said 48 per-
cent of the people in the country favor the flat tax, and 42 percent
opposed it. Then when you start talking about the details which we
are talking about as a committee, it dramatically changes. Do you
favor or oppose a flat tax system if the new system taxed all Amer-
icans at a flat rate of 17 percent? Opposed, 48 percent; favor, 41
percent. Suppose it eliminated all the tax deductions for your State
and local taxes? 55 percent oppose if it does that, 35 percent favor
it. Suppose it taxed wages but not profits from the sale of stocks
and real estate? 57 percent of the people in the country oppose it.

Mr. KEMP. We do, too.
Senator BREAUX. Suppose it eliminates the tax deduction for

charitable deductions. 64 percent of the people do not favor it. Sup-
pose it eliminated all tax deductions for home mortgages. 60 per-
cent do not favor it. Suppose it increased the size of the Federal
budget. 82 percent say, no way.

Now, Jack mentioned, Mr. Chairman, the Reader's Digest poll,
which said that most Americans felt that about 25 percent of their
income would be a proper contribution to the Federal Government
for its operating the Federal Government.

What Treasury tells us is that, in 1992 as the latest example, 72
percent of taxable returns were in the 15 percent bracket, 24 per-
cent more were in the 28 percent bracket, and only 4 percent of all
taxable returns faced rates above the 28 percent rate. So, 72 per-
cent of the tax filers are already below 25 percent, and they have
a 15 percent marginal rate.

Mr. KEMP. That really was not the point that we were trying to
make, I would say to my friend from Louisiana. A good way of ex-
plaining it was to take the system prior to the Roth-Kemp bill, with
a 70 percent tax rate.

I used to say to people, imagine going to work on Monday and
paying 20 percent, on Tuesday paying 30 percent, on Wednesday
paying 40 percent, Thursday paying 50 percent, Friday paying 60
percent, and on Saturday you go to work and they tax you 70 per-
cent of everything you produce, how long during the week would
O u work, trying explain that marginal tax rates going up so steep-

I leads ultimately to people choosing leisure over work and con-
sumption over savings.



I was not suggesting by the Reader's Digest poll, John, that ev-
erybody should pay 25 percent, but I was suggesting that the
American people are not interested in soaking the rich, they are in-
terested in getting rich or getting opportunity for their children to
maybe move up that ladder. They all, according to the poll, said no
one should pay higher than 25 percent. They do not care how many
people earn higher than 25 percent, that 20-25 percent in peace
time is the top rate.

Senator BREAUX. I understand that. The point I am making is,
it seems most-

Mr. KEMP. I think poor people should pay nothing.
Senator BREAUX [continuing]. People, are in the 15 percent

bracket already.
Mr. KEMP. Nonsense. The top rate in America on capital gains

effectively for any asset held longer than 6 years is 75 percent.
Senator BREAUX. I understand that. But most people in the lower

income brackets do not have a lot of capital gains.
Mr. KEMP. Of course not. But do you not think they want to have

some capital gains some day? What do you work for if you do not
want to build an investment portfolio that someday would lead to
a capital gain?

Senator BREAUX. Let me ask this question of the panel members.
Mr. KEMP. If this country had high capital gain taxes-
Senator BREAUX. Let me ask this question. The Tax Code is com-

plicated to a certain degree, not just because it is a means of rais-
ing revenue, but also because it is a means of trying to encourage
certain types of activities in the country. Now, we have heard from
people at the American Academy of Actuaries who say, a flat tax
is going to cause problems for private pension plans because of the
loss of deductions to contributions to those plans.

Mr. KEMP. No, they are not. That is not true.
Senator BREAUX. The Public Securities Association have come in

and said, if you do not give tax incentives for people investing in
municipal bonds, people will not have a reason to be attracted to
those type of investments.

Charitable groups and organizations and the real estate industry
say, the deduction is important. Without it, we are going to lose.
The current system is complicated, yes, but it also provides things
that I think are important to society that people fear will be lost
if we do not make them more attractive types of investment.

Mr. FONG. Senator Breaux, if I may, that is the beauty of the
way that we have approached framing our proposal, that it is a
streamlined model of a bas&'. car flat tax, and that to the extent the
American people decide that they want options on this car, i.e., the
charitable deduction or home niortgage deduction which you can
design to either be revenue-neutral or add two points, depending
on how you set it up, you just increase the rate. So we should not
be, I think, getting sidetracked on what these options are, we
should be focused, first of all, on the model car and not get side-
tracked.

With regard to municipal bonds, for example, and municipal fi-
nancing of State-level government, I am, as the State Treasurer of
California, the largest issuer of municipal bonds in the country. I
have argued that we should not maintain the exemption anymore,



and that the reason why is that I am concerned about the infra-
structure in my State, my cities, end counties.

The current municipal financing scheme that gives a deduction
for municipal financing is not sufficient, the capacity is not there,
to build the bridges, schools, and all the things that we need under
municipal financing. What we need, therefore, is input investment
from the private sector. The private sector is not going to do it
under the current tax system.

So what I believe we should do is, by eliminating the difference
between the public and the private-in other words, making it tax-
able-municipalities and States will still enjoy, I believe, a cost ad-
vantage. Why? Because the underlying credit of a city or county is
going to be greater because they have a revenue-raising ability.
They can raise taxes, companies cannot. So, we will have an advan-
tage.

The second thing that would keep down the pressure and price
is the pension funds in our States cannot invest now in any infra-
structure projects, municipal bonds, because they do not pay Fed-
eral taxes. So now 3 ou have pension funds coming in to invest in
infrastructure, plus to overseas.

My final point is that deductions and exemptions are only valu-
able to the extent that people are paying higher rates. If you are
paying a low rate, the value of your deduction goes way down.

So, in the context of what you were reading from the newspapers
about opinion polls, I believe that those individuals were voting or
expressing their opinion based upon their current rate. Of course
they are going to cherish what they have now. It might be in the
30 or 40 percent bracket, but if they are at 15, 16 or 17 percent,
ijLis less material.

Mr. DU PONT. Senator, if I might interject. First, I would just like
to categorically reject that our testimony has been mind-numbing.
I think it has been the epitome of clarity and I am distressed that
you think you need Tylenol. [Laughter.]

Mr. KEMP. He is speaking for himself.
Senator BREAUX. I am talking from both sides.
Mr. DU PONT. Two observations. First, you on the committee that

are going to work on tax changes need to very c.-refully look at the
numbers and the charitable deduction question that you raise is a
good one. From 1980 to 1989, charitable giving in the country rose
from $49 billion to $107 billion, while rates fell from 70 to 28 per-
cent. So there is no relationship between the value of the tax de-
duction and giving. That kind of analysis you really ought to look
into as you go forward.

Finally, regarding people in the lower tax brackets, someone in
the 15 percent marginal tax bracket is still going to pay a 44 per-
cent marginal tax rate on $1 of investment income, 35 cents paid
at the company level, another 9.8 cents paid on his return.

So his tax rate may be 15 percent, but on his first dollar of in-
vestment income he is paying 44 percent. So to say that 70 percent
of the people only pay 15 percent is not totally accurate.

Senator BREAUX. Let me just ask a final generic question. People
tell us that what would be done with the flat tax is to lower the
rates for poor people and lower the rates for wealthy people. To me,



it seems like there's only one group to make up the loss, and that's
the vast middle-income people in this country.

Rabushka and Hall estimate that the Forbes scheme would
widen the Federal deficit by $182 billion a year, when most people
think the thing we should be doing is reducing the deficit.

Now, if we are going to make up that kind of a loss, it is going
to have to come from somewhere. So the flat tax eliminates poor
people, which is a great idea, reduces the taxes on the wealthy so
they can invest more, which is fine, but there is a big group in the
middle. The lost revenue is going to have to come from somewhere.

Mr. DU PONT. Senator, it is not a zero sum game. As I said at
the beginning of my testimony, when you reduce rates you do not
reduce income. So it is not true that if you reduce rates at both
ends that money has to be made up in the middle, because when
you reduce rates income grows. Every tax reduction in this century
in American has produced more income for the Treasury, not less.

Senator BREAUX. Is that the supply side theory?
Mr. KEMP. Well, no, it is not.
Mr. DU PONT. It is fact.
Mr. KEMP. Thank you for the question. President Kennedy said,

our choice is not between reduction of tax rates on one hand and
the avoidance of a large Federal deficit on the other, he said it is
increasingly clear that in an economy that is hampered by restric-
tive tax rates cannot produce enough revenue to balance our budg-
et, just as it cannot produce enough jobs or enough profits. It is a
false choice to say it is either, balance the budget or reform the Tax
Code. We are suggesting you cannot balance the budget absent a
pro-growth, pro-family Tax Code.

The CHAIRMAN. Senator Conrad.
Senator CONRAD. Thank you, Mr. Chairman.
I would like to ask about the ad I referred to in my opening

statement, Senator Dole's ad that I saw this morning says that the
Forbes flat tax plan increases the deficit $186 billion a year. Is
Senator Dole's ad right, or is he wrong?

Mr. KEMP. No, he is wrong.
Senator CONRAD. He is wrong?
Mr. KEMP. The ad is wrong. I say that as neutral as I possibly

can. You asked me an honest question, I give you an honest an-
swer. It assumes, thanks to the Treasury Department's estimate,
that a flat tax of either the Forbes plan, or Armey plan, or what
Fong, du Pont, and Kemp are talking about, leads to no growth.

Now, if there is no growth in the economy, no one changes their
behavior, everybody keeps doing exactly in the future what they
are doing today, it might lead to a deficit. But, if you believe that
rates of taxation have an impact upon people's decision to work,
ask yourself a question.

Did the luxury tax on American luxury boats, automobiles and
airplanes raise revenue, did it create jobs? We all know the esti-
mates vastly exceeded the results. So I am sorry to say, I think the
ad is wrong. I would not have run that ad. I think it is a mistake.
I think they have pulled it; I hope they do.

Senator CONRAD. Well, I tell you, I think the best analysis I have
seen suggests that you all are wildly optimistic in terms of what
you think a simple change in the tax structure is going to do to eco-



nomic growth. Let me just finish by saying, you know, I myself
have sort of heard this song before in the 1980's, that we are going
to cut taxes and it was not going to affect the deficit.

Mr. KEMP. No, you did not.
Senator CONRAD. The deficit in this country exploded, and we

have now inherited what is a $5 trillion debt. I do not want to go
through that. I am all for altering the tax system. My career is
dedicated to altering tax systems. That is one reason I am here.
But I will tell you, I am dead set against an alteration that leads
to exploding the deficit.

Mr. KEMP. So are we.
Senator CONRAD. All right. Well, I think that is an important

point to make.
Mr. KEMP. Would you go back to the Tax Code before Reagan cut

the rate? Would you go back to 70 percent rates, yes or no?
Senator CONRAD. No, I would not go back to those rates.
Mr. KEMP. Good.
Senator CONRAD. But I will tell you something, I also do not ac-

cept the result that we exploded the debt in this country. That is
an unacceptable result.

Let me follow up on this question. Jack, you said in 1993 that
income tax rates went up but collections went down. Now, I have
just put a call in to CBO to find out what you are talking about
and it is just not the case.

Mr. KEMP. Revenue from
Senator CONRAD. Wait a minute. Let me just complete the ques-

tion.
Mr. KEMP. All right.
Senator CONRAD. Would you say that income tax went up but col-

lections went down?
Mr. KEMP. No.
Senator CONRAD. In 1992, we collected $476 billion in individual

income tax. That was 8 percent of GDP. In 1993, we collected $509
billion. That was 8.1 percent of GDP. In 1994, after the increases,
we collected $543 billion. That is an increase of 8.2 percent of GDP.
That is an increase, it is not a reduction.

Mr. KEMP. I made the point that, in constant dollars, income tax
revenues as a percent of GNP went down, not up.

Senator CONRAD. But they did not.
Mr. KEMP. Well, I would debate the point. They were 8.9 percent

when Reagan left office in constant dollars, and they were 8.2 per-
cent, according to your own figure.

Senator CONRAD. But that is not a relevant comparison. In 1992,
we were collecting 8 percent of GDP in individual income tax. 1992.
These are Congressional Budget Office numbers. I just checked
with them because I was surprised by the numbers you were using.
In 1993, we collected 8.1 percent of GDP in individual income tax,
and in 1994, 8.2 percent.

Let me ask you this question. It seems to me-
Mr. KEMP. What were they in 1989 when Reagan left office?
Senator CONRAD. I do not know what they were in 1989. But I

am talking about, obviously, you would agree, we had an income
tax increase in 1993.



Mr. KEMP. And 1990. I said it did not raise revenue as a percent
of the economy, it lowered it.

Senator CONRAD. Well, in 1993 we had an income tax increase
and it raised collections and it raised a percentage of GDP from in-
dividual income tax. These are from CBO.

Mr. KEMP. But, as long as you are challenging the veracity of my
statement, I want to know, what did they say the revenues as a
percent of GNP were in 1989?

Senator CONRAD. I did not ask them about 1989.
Mr. KEMP. Well, that was my point. They were higher than they

are today.
Senator CONRAD. Well, as I understood it you were making the

point that you raised rates and collections went down, not up. We
raised rates in 1993 and rates went up and collections went up.

Mr. KEMP. Senator, let me tell you what I said.
Senator CONRAD. Yes.
Mr. KEMP. I would like to see the record. I think I said revenues

from income tax, as a percent of our GNP, as a percent based on
constant dollars, went down, not up, from the tax increase. I
thought I made the point that in 1989 when Ronald Reagan left of-
fice income tax revenues as a percent of the economy were over 8.6
percent. I might have said 8.9 percent; I do not know what the
record says. They are down to 8.2, even by your figures.

Senator CONRAD. Well, the point I think you were making is, you
mentioned that in 1990 and 1993 you said you raised rates, collec-
tions went down.

Mr. KEMP. I did riot mention the word collections. I said, reve-
nues as a percent of GNP went down, not up.

Senator CONRAD. Well, I do not know what the record will show,
and I am not interested in quibbling about that. In either case, I
think the facts show in 1993 we had a rate increase, collections
went up in dollar terms, collections went up in terms of GDP from
income tax. That is just a fact.

Mr. KEMP. From 8.1 percent to 8.2 percent.
Senator CONRAD. That is going up, Jack, it is not going down.
Mr. KEMP. The only point I am making, Kent, is that they were

higher under Reagan than they are under President Clinton. I
think the higher tax rates have been inefficient for our economy
and I think my empirical evidence will hold out. But I am willing
to change my testimony-

Senator CONRAD. I am just dealing with the 1993 increase, and
I think the facts show something other than you may have commu-
nicated.

But let me go to my next question. In terms of economic growth,
it seems to me the underlying assumption here of all of your work
is that tax reductions are the reasons we get economic growth.

Mr. KEMP. Rate reductions.
Senator CONRAD. Rate reductions. You cited that with respect to

Reagan tax cuts, the Kennedy tax cuts. I would just ask you, why
then, after the 1993 increase-we would all agree there was an in-
crease in income taxes in 1993, right?

Mr. KEMP. Yes.
Senator CONRAD. Why did economic growth go up substantially?



Mr. KEMP. Is it your premise that raising taxes encourages eco-
nomic growth?

Senator CONRAD. No, that is not my premise. It is your premise
we are talking about here. Your premise is that economic growth
is keyed to what happens to tax rates. The fact is, tax rates went
up in 1993 and economic growth went up in the fourth quarter of
1993 dramatically, it went up in 1994. So it is your premise that
it is tax rates that determine economic growth. It would be my
premise that lots of other things contribute.

Mr. KEMP. That is not my sole premise, Kent.
Mr. FONG. Senator, it also went up, according to the Wall Street

Journal article. It went up. It only went up 25 percent of what was
expected from the administration. They expected 75 percent more.
So I think one could argue.

Senator CONRAD. Look, all of these administrations have the rosy
scenario. We have been through that over and over.

Mr. KEMP. Yes.
Senator CONRAD. But I am asking you this basic question. In-

come tax rates went up-
Mr. KEMP. It is my premise that lower rates means more growth.
Senator CONRAD. Yes. But I am asking you the obverse. Income

tax rates went up in 1993 and yet economic growth went up in
1993 and 1994.

Mr. KEMP. We came out of a recession. I admit that we were in
a recession from 1989 to 1990, I should say, to about 1992. We
came out of a recession, the economy began to grow. But I am sug-
gesting, and I think most of us are suggesting, that this economy
is not performing up to its potential.

One of the reasons-not the sole reason, Kent-is that the tax
rates on labor and capital are too high and we ought to get towards
the type of system that we have been arguing for here today. We
could do a lot better than 1.9 or 2 percent growth.

Senator CONRAD. Believe me, you and I are on the same page
with respect to economic growth potential of this economy.

Mr. KEMP. All right. Good.
Senator CONRAD. I do not accept, and I do not believe that this

country is locked in to 2.5 percent economic growth. That is what
we have averaged since 1973 in this country, 2.5 percent economic
growth. I am absolutely in agreement with you, we have got to find
a strategy to do better.

Mr. KEMP. All right.
Senator CONRAD. But I do not want to chase false hopes, I want

to find the key to really doing the job.
Mr. KEMP. Good.
Senator CONRAD. And when I try to pierce the veil here, I try to

figure out what really is going on with respect to what we could
do, I have grave doubts that this flat tax is the absolute thing that
is really the key to improving economic growth.

When you make the point, well, the Kennedy tax cuts increased
economic growth, the Reagan tax cuts produced economic growth,
and then I point out to you, we had a tax increase in 1993 and we
got economic growth and you say, well, we were coming out of a
recession. Well, in Reagan's term we were coining out of a recession



after the first two years. Remember, we were in deep recession and
then we started to get strong economic growth.

Mr. KEMP. We had something worse than recession.
Senator CONRAD. So I really question that the driver here is the

income tax rate.
Mr. KEMP. That is an honest question.
Mr. DU PONT. Senator, there are two drivers.
Mr. KEMP. It is an honest, skeptical question. All we are saying

is, there is empirical evidence to support our basic premise that
there is a link between marginal tax rates on the factors of produc-
tion and the economic growth rate of a city, a country, or the world.

We can do a lot better. There are a lot of other things that have
to be done, I would say to the Senator, but one of the things that
we ought to be doing is getting this economy growing by removing
the barriers to investment, savings, work, and economic growth.

Senator CONRAD. Let me just say, I am all for that. But I will
tell you, I am not for making a structural change in the income tax
or placing a big bet that making such a charge is going to dramati-
cally change economic growth, and if it does not happen we once
again explode the deficit and the debt of this country. My own be-
lief is, the biggest driver in economic growth is these interest rates
that are much too high.

Now, you referred to real interest rates being at historically high
levels during this period of the 1980's. My own belief is, what we
did in 1993 that reduced the deficit and helped bring interest rates
down is what spurred economic growth and that that has a much
bigger driver here than what we are talking about.

Mr. KEMP. Fair enough.
Senator CONRAD. The last thing we should do is increase the def-

icit again.
Mr. KEMP. Fair enough.
Senator CONRAD. If I could get from you guys a commitment that

whatever we do we are not going to increase the deficit, because
that will again drive up interest rates and I think be a real re-
tarder of economic growth, I would be satisfied.

Mr. KEMP. Senator, with all due respect, we have had high inter-
est rates with low deficits, we have had high interest rates with
high deficits. In the 1930's, under Franklin Roosevelt, the interest
rate was 1 percent. What happened to growth? Unemployment in
1938 was 28 percent.

Senator CONRAD. And we see the same thing in Japan today.
Japan has got zero real interest rates and they are in a recession.

Mr. KEMP. People do not invest because of an interest rate as
much as they invest for the after-tax rate of return on additional
work effort and additional investment effort. Taiwan the other day
put on a capital gain tax on the Taiwan stock market and it
dropped 7 percent in one day. They took it off, and it went back
up.

All we are saying is, there is a correlation. We are not saying it
is a sole correlation, but there is a correlation between the mar-
ginal tax on additional effort and the rate of growth of an American
economy. It is probably universally true.

Mr. FONG. Senator Conrad, also, there is another driver. As a tax
administrator you may recall the complexity of having small busi-



ness comply. That $200 billion figure that comes from the Tax
Foundation of what it costs to comply with the IRS Code, that is
the preparation dealing with the different appeals through the IRS
process. Even if you assume a 50 percent efficiency of savings, say
$100 billion, and that $100 billion is redirected-maybe into work-
er's retraining, or just in inventory-that $100 billion is going to
have an impact.

So I would say, one thing to focus on, and I do not think enough
has been focused on the attention in the media, and the analysis
is the positive impact that we will have in redirecting a lot of the
compliance costs.

For example, we are recommending that you have full deductibil-
ity of expensing of your capital equipment upon purchase in your
first year. That means you can limit all the schedules, do it that
very first year. That simplifies the process enormously.

Senator CONRAD. Well, the concern I have remains that you have
simplified the process enormously but you have dramatically in-
creased the deficit.

Mr. KEMP. No, we have not.
Senator CONRAD. Well, I think the evidence shows that you do.

We have got a difference of opinion. You assert you do not, I think
the evidence is quite clear that you do,

Mr. FONG. Why would you say that though, if at the outset we
are calling this plan value neutral.

Senator CONRAD. I agree with Senator Dole.
Mr. FONG. We make this value neutral. Senator Dole based his

analysis also on a particular rate. We are saying that this is, as
Senator Moynihan pointed out, a value-neutral rate.

Senator CONRAD. I understand that. I think you are led though
to a rate that gets to be about 25 percent in order to have the mort-
gage interest deduction, the charitable deduction, to deduct payroll
taxes, and to be revenue-neutral. Brookings has done a study that
says you would be at a 25.2 percent rate. All of a sudden, the ap-
peal of this whole thing with respect to the middle class evaporates
because then very clearly what happens is the wealthiest among us
get a big tax reduction, the middle class folks get an increase. I am
not interested in participating in a change that does that.,

Mr. KEMP. We are not, either.
Mr. DU PONT. Senator, that is specious. Of course, if nothing

changes. If you are going to keep all the deductions and go to a sin-
gle rate, of course it is going to have to be high.

Senator CONRAD. Are you against, then, Mr. du Pont, the mort-
gage interest deduction; do you oppose that?

Mr. DU PONT. I think that the preferable-and I do not speak for
the commission-course is to have a single-rate tax with only a
9 ersonal exemption because, for the family making less than

40,000, the lack of tax is worth more than the mortgage deduction
and only about 20 percent, the wealthiest 20 percent of the people
in the country, take advantage of the mortgage deduction. As Sen-
ator Chafee pointed out, 71 percent of the people use the standard
deduction and do not even take advantage of it.

Senator CONRAD. But then you are saying you do not want the
deduction for payroll taxes either?

Mr. KEMP. You do favor the deduction for payroll.



Mr. DU PONT. I do favor the deduction for payroll tax.
Mr. KEMP. Senator, may I make a point?
Senator CONRAD. You are not only for the personal exemption,

but you are for the payroll deduction as well.
Mr. KEMP. Wait, wait, wait.
Senator CONRAD. I mean, you have amended it.
Mr. KEMP. No.
Senator CONRAD. Would you amend it further for the deduction

for charitable contributions?
Mr. KEMP. Kent, please, to be fair to both sides of the debate, let

us do it with civility. You have been kind to us.
Senator CONRAD. I am trying to be civil. I am just asking a ques-

tion.
Mr. KEMP. Well, could I make a point then?
Senator CONRAD. Yes.
Mr. KEMP. Our report does not go into whether the new auto-

mobile is going to have new windshield wipers or not, but we are
very sympathetic to the idea that there should be retention of the
charitable contribution and mortgage interest deduction because it
is a wash to the Treasury. You do not lose money to the United
States Treasury if the lending institution pays tax on the interest
it earns from your mortgage.

Senator CONRAD. Well, all I can say is, I was responding to Pete's
answers.

Mr. KEMP. Well, I have said it twice now. It is a straw man. I
have said it twice. We favor it, he does not.

Senator CONRAD. But Pete does not favor it.
Mr. KEMP. But he is speaking for himself, not the commission.
Senator CONRAD. I understand. I was asking the question and

Pete made the point that he does not favor that, he does not favor
the mortgage interest deduction, and he does not favor the chari-
table deduction.

Mr. KEMP. He is not speaking for the,.. mission.
Senator CONRAD. I understand.
The CHAIRMAN. We are going to have to move on. The time of

the Senator has expired.
Senator Moseley-Braun?
Senator MOSELEY-BRAUN. Thank you, Mr. Chairman. At the out-

set, again, I want to congratulate the commission for starting this
conversation and debate because it is a very important one, given
the level of frustration out there in the country about taxes, about
our tax structure.

To start off with something like a tax, which I guess is next to
death in terms of things that people prefer to have, and then add
the complications of our current system, there is a lot of feeling
that we ought to do something, but deciding what that something
is is what this commission has to work on. -

I think we have to be very clear in terms of the language that
we use and what it is that we tell people about the various propos-
als around, because, quite frankly, as we talk about flatness of the
tax it is almost like beauty being in the eye of the beholder.

At any given revenue yield, a single-rate tax does not necessarily
achieve a lower marginal rate than a multiple rate system. So in

, -- II



that regard, flat does not necessarily mean lower. Would you agree
with that assumption, that flat automatically means lower?

Mr. KEMP. If there is a generous exemption with deductibility of
payroll tax, you get progressivity for the poor. That is why Eleanor
Holmes-Norton calls her flat tax a progressive flat tax, because it
is de jure flat and de facto progressive by the generous exemption
for low-income people.

Senator MOSELEY-BRAUN. That gets kind of to the second point,
which is that when you start talking about adding exemptions and
deductions to a flat tax, or if you come up with something, a pro-
gressive flat tax, is that not what they call an oxymoron? Are you
not talking about a non-flat flat tax when you have exemptions and
deductions such as have been proposed in some of the many dif-
ferent proposals?

Mr. KEMP. It is oxymoronic unless one takes a look at the actual
outcome. In effect, we are talking about a maximum tax rate be-
yond which you would never go. So flat tax, in and of itself, does
not connote the right system.

What we are actually saying is, no matterhow hard you work,
and no matter how much you invest, and no matter how hard you
spend your capital to build your business, or whatever, you will
never be taxedbeyond X. You establish what X should be, that is
all. We think it should be closer to 19 percent than to 40 percent.

On capital gains, the proper right is zero, not 60 or 70 percent.
It is a maximum rate, in effect, with progressivity for the poor.
But, for lack of better words, we called it a single-rate system with
a large exemption for the poor.

Senator MOSELEY-BRAUN. But, again, even with regard to the
poor, right now we have an Earned Income Tax Credit, for exam-
ple, that impacts on the amount of tax that poor people, working
people, pay.

Mr. KEMP. Right.
Senator MOSELEY-BRAUN. So when you are talking about flatten-

ing this progressive flat-tax or flattening the multiple rate struc-
ture, things liked the Earned Income Tax Credit go out the win-
dow.

Mr. KEMP. No, they do not have to.
Senator MOSELEY-BRAUN. That is retained in your proposal?
Mr. KEMP. Well, why is it in there? It is in there to offset the

payroll tax. So if you allow-
Senator MOSELEY-BRAUN. Oh. You convert it.
Mr. KEMP. I am saying that you can make up your own mind,

Carol, with regard to whether or not you want an EITC or a re-
fundable EITC. There is an argument to be made that it should be
sacrosanct in the current system, but if you go to a new system
with a single rate, deductibility of the payroll tax and a large ex-
emption for the poor, you may decide that you do not need as large
an EITC as you do right now because you will not have the same
burden on the poor as you have under the current Code.

But we are not making a decision for you, we are saying, here
is a road map, you make the final decision about whether or not
there should be an EITC, or whether you should privatize Social
Security, or whether you should allow it to be deductible. That is
fair.



Senator MOSELEY-BRAUN. One of the things that commends this
report, as opposed to some of the earlier flat tax proposals and deft-
nitions, is that it does make judgments that suggest, for example,
that Social Security payroll taxes should be credited against. I
mean, that is a recommendation. But, again, we have set up one
category that is not going to be included in the tax base when we
say we take the payroll taxes out.

Mr. KEMP. Well, we established the principle-
Senator MOSELEY-BRAUN. The principle. All right.
Mr. KEMP [continuing]. That if you have a single tax you ought

not to tax a tax, so that follows logically from the premise.
Senator MOSELEY-BRAUN. I think we are in agreement on that

point.
Mr. KEMP. Good.
Senator MOSELEY-BRAUN. The second point is that, with with re-

gard to other areas of controversy-and we have already mentioned
the mortgage interest deduction, we have already mentioned chari-
table deductions-there are specific impacts that will affect both
revenue to the Treasury, on the one hand, and the private sector
and the market on the other.

Mr. KEMP. Right.
Senator MOSELEY-BRAUN. Specifically with regard to mortgage

interest, and I do not know who you said it to or who made the
statement earlier, but the statement was made that the deduction
for mortgage interest would have no impact on the Treasury, that
it was a wash.

Mr. KEMP. Basically a wash.
Senator MOSELEY-BRAUN. Their numbers, however, indicate that

it will have an impact to the tune of about $53.5 billion.
Mr. FONG. Well, Senator, you can set it up two ways. You can

set it to be revenue-neutral, where you are taxing the financial in-
stitution and then letting the individual deduct it, or you can make
it cost the government by two points, we were told. So-if your reve-
nue-neutral rate is 20.8 percent, then add 2 percent to that, if you
do not want to tax the financial institutions. So you can set it up
either way.

Senator MOSELEY-BRAUN. So you are talking about an adjust-
ment to compensate then for the mortgage interest deduction,
which gets to a third question, again, just with regard to mortgage
interest specifically. That has to do with the impacts on the other
side of the equation, on the private sector.

In that regard, it has been estimated tha,. a change, elimination
of the current interest deduction, will result in-and there have
been various estimates-between 15 percent and 22 percent decline
in the value of real estate. Again, that is the range, from 15 to 22
percent decline in the value.

Mr. KEMP. Who estimated that?
Senator MOSELEY-BRAUN. Well, all right. Some of the academi-

cians estimated 15 percent, and the interest groups estimated 22
percent decline in real estate prices.

Mr. KEMP. What if you left the interest mortgage deduction in,
would there still be a decline?

Senator MOSELEY-BRAUN. Then that would increase the base on
which the tax rate has to be posed.



Mr. KEMP. We challenge that. We challenge that. You can design
it, as Matt Fong said, so the family that deducts the interest on
the mortgage, which might lose money for the Treasury, would be
gained back from the fact that the lending institution would pay
tax on the interest they earned from the mortgage. So we believe
that it could be designed to be revenue-neutral.

But stop and think. Stop and think. If you eliminate the capital
gain tax on the sale of any asset, how could the value of the asset
go down? It would go up.

Senator MOSELEY-BRAUN. The capital gains, obviously, would
probably stimulate activity in that area, but it would be activity
stimulated at a lower real price for the real estate being traded,
sold, or bought.

Mr. KEMP. Well, I find that hard to believe, that the price would
go down. Do you think the stock market would go down if you
eliminated-

Senator MOSELEY-BRAUN. That is another-
Mr. KEMP. Well, stop and think. Would financial assets go down

if you had no capital gain tax on the sale of a bond or a stock?
Senator MOSELEY-BRAUN. We are not talking about capital gains

right now, I was talking specifically about the price, the real prices,
on real estate. Those real prices would decline, which, of course,
given the fact that you have eliminated the capital gains on the
real estate, would have an impact on the amount of activity. But
it is estimated that the real prices for that real estate would, in
fact, decline.

Mr. KEMP. That beggars imagination to think how that could
happen. If there is no tax on a piece of property for the sale of that
piece of property and you stimulate economic activity, most people,
it seems to me, left and right, would acknowledge that the value
of the property would rise.

Senator MOSELEY-BRAUN. What you are doing is positing an in-
crease in value on the capital gains side versus a decrease of value
in the loss of the mortgage interest deduction. You are kind of talk-
ing apples and oranges, in a'sense, and I do not know that anybody
has calculated what those different values are.

But let us move to my next set of questions. Again, I am just ex-
ploring this and I am not trying to be contentious in any way.

Mr. KEMP. I appreciate that.
Senator MOSELEY-BRAUN. That gets to the issue of transition,

and the transitional rules for transitioning from, again, the very
situation that you posit. How do you go from a mortgage interest
deduction being calculated as a part of real estate prices versus the
change that you suggest would happen with the capital gains
change.

Mr. KEMP. Carol. Carol, please.
Senator MosELEY-BRAUN. Wait. How does the market make that

transition in the absence of guidance from us? I mean, that is what
we are supposed to do.

Mr. KEMP. All right. Please read it before you make the state-
ment that we take out the interest on mortgages. We do not. We
do not make that judgment, Mr. Chairman. We do not make that
judgment, we leave it up to you.



Senator MOSELEY-BRAUN. Jack, if I may, that is kind of the prob-
lem. You have given us a very nice report, and it is beautiful to
use the word, but that is why I started off saying it is in the eye
of the beholder. I do not think that anybody can read the report
and say, boy, these people are really just awful people. It sounds
wonderful. The question is, how do we get there?

Mr. KEMP. I agree.
Senator MOSELEY-BRAUN. How do you transition yourself from

the system that we have to that without exploring the particulars
and the specifics of the various rules and the various impacts that
will be created? That is what this committee has got to do. I am
just asking you to try to give us, since you have had time to go over
in the writing of the report, what was the thinking of the commis-
sion membership on transition.

Mr. KEMP. The thinking of the commission was to make a transi-
tion from the current system to a new system. We laid down a
predicate: it should be pro-growth, it should be fair, it should be
simple, it should be not tax taxes, and it should tax income but
once, and it should be fair to the middle class, and it should re-
move barriers to low-income people getting access to capital so they
can be upper income people.

N.- w, on that premise we put out a road map, not a street map.
We did not make a decision about the deduction of interest on
mortgages or charitable contributions, albeit we say in here it is to-
tally determined by the people who write the Code. You will write
the Code.

Senator MOSELEY-BRAUN. Right. I guess maybe I am looking
for-I do not want to continue, because I do have, Mr. Chairman,
one last question that is kind off this point.

Mr. KEMP. And there has to be a transition.
Senator MOSELEY-BRAUN. I have to make the point to you, I was

last night looking at a fashion magazine and I saw a gorgeous
dress. I said, boy, I would look great in that dress. The problem is,
it is a size eight. I have a lot of weight loss to do before I can get
into a size eight dress.

Now, what you are saying is, here is a beautiful dress.
Mr. KEMP. Sure.
Senator MOSELEY-BRAUN. Let us go into it. But you are not giv-

ing us any guide as to how we get into it.
Mr. FONG. Senator, using your example, you have made the deci-

sion that you like that new dress.
Senator MOSELEY-BRAUN. Right.
Mr. FONG. Therefore, if you decide that you want it, then you

will figure out a way to transition to get to the size eight.
Senator MOSELEY-BRAUN. I have been working on that for a

while, trust me. [Laughter.]
Mr. FONG. But we felt that, with the limitations of time and the

resources-we were self-funded-we did not have the ability to get
down to the details of transition. We said, why get into it if after,
all of this people do not want the new dress.

Senator MOSELEY-BRAUN. That is correct.
Mr. FONG. Maybe they want something else. So why get into the

transition problems? We recognize that there are transition chal-
lenges.



Senator MOSELEY-BRAUN. All right. That is all.
Then the final unrelated question is not on transition. One of the

questions that was raised last year when we had discussions about
the Hall-Rabushka plan, which is different, obviously, than what
the commission has recommended, was that there was some testi-
mony that suggested that what they call the initial elderly, that is
people a little bit older than me who are just about to be senior
citizens.

Mr. FONG. Like me.
Senator MOSELEY-BRAUN. Junior senior citizens. They would be

impacted more negatively than any other group with this transi-
tion. That is the testimony, here is the report.

Mr. KEMP. From whom?
Senator MOSELEY-BRAUN. Good question. I do not have my glass-

es on.
Mr. KEMP. You can retire with no estate tax. You can retire with

no tax on your savings.
Senator MOSELEY-BRAUN. This is testimony, a prepared state-

ment, by Lawrence Kotlikoff, who is a Ph.D. Professor of Economics
at Boston University. He testified last year and he made some
statements. He went on to say-and I would like you to take a look
at this because we do have to look at generational and distributive
impacts of this transition-that these people might suffer a 23 per-
cent decline in their final years' consumption at age 55.

Mr. KEMP. What is his premise?
Senator MOSELEY-BRAUN. Well, I cannot recall.
Mr. KEMP. He may be arguing logically from his premise, but we

do not accept his premise. How is it possible that somebody could
retire on a lifetime of savings that are not taxed twice, with a zero
capital gain tax and a zero inheritance tax; how is it possible their
earnings could go down? It seems to me inconceivable.

Senator MOSELEY-BRAUN. I can share with you, he was actually
supportive of the consumption tax.

Mr. KEMP. Oh, consumption tax.
Senator MOSELEY-BRAUN. I had mentioned this was last year

and this was on some of the earlier and other proposals he was
supportive of, but he did say that it had an impact on the elderly.

My question to you is, did the commission take a look at the
generational aspects and distribution by age, and if so, what con-
clusions have you reached?

Mr. KEMP. Well, we heard from a lot of people, many of whom
were in their golden years, as is moi. Some would say my wilder-
ness years. Again, every farmer in Nebraska, every small business-
man and woman in South Central Los Angeles, every person who
wanted access to capital said, do something about the double, tri-
ple, and quadruple taxation of my savings, my investments, my sal-
ary. So we have come up with a plan. We did not go into the dis-
tribution tables, per se, because we think they are mightily flawed.

My answer, off the top of my head and from my heart, is that
this would increase the after-tax income and the after-tax portfolio
of every American. But, more importantly, Mr. Chairman, it would
give people who do not have any portfolio a chance to someday own
a portfolio.



The CHAiRMAN. It is almost 1:00,_so we are, Carol, going to have
to move on.

Senator MOSELEY-BRAUN. I have nothing further. Thank you,
Mr. Chairman, for your indulgence.

The CHAIMAN. Thank you for your question.
I would like to call on Senator Bennett, first.
Senator BENNErr. Thank you, Mr. Chairman. I appreciate your

indulgence in allowing me to be in the committee. Under the rules
of the Senate, as long as Senator Hatch is a member of this com-
mittee, I never will be. I consider that a great deprivation on my
part, although I recognize the contribution he makes.

This is a subject in which I have invested a lot of interest, and
intend to continue. I just have a few observations that I would like
to make, Mr. Chairman.

First, Jack, I can report to you authoritatively that the Dole TV
spot has been pulled. So, that disappears from the debate, I trust.

Mr. Fong, I was interested in your comment about the bunker
oil, and it ties to the experience with the boat tax, that the imposi-
tion of the tax destroyed the industry so that the revenue was zero.

However, before we get too congratulatory, those of us who be-
lieve this doctrine, Senator Packwood pointed out to me, while he
was Chairman of this committee, as we were talking about this
that the revenue from the imposition of the luxury tax on auto-
mobiles was three times what was projected at the time the tax
was imposed, which brings me t6 my principal point.

None of these projections can be considered accurate. The Treas-
ury will come down to a point of a point in telling you what will
ha ppen if this is imposed, and they are wrong. Governor du Pont
will wax eloquent as to what is going to happen, and he is going
to be wrong. Anybody who has been in business knows that the
issue of price sensitivity on the price you put on a product can only
be tested in the marketplace.

You sit around in the board room and tell yourself you are going
to make X zillion dollars by raising your price on this product, as
Ford did when they raised the price on their Taurus-and the peo-
ple at Ford are not stupid-but the market reacted to that in such
a way that the new Taurus now has a $600 rebate connected with
it, as they have discovered, like Jack Kemp, that the best way to
move the product and save the company is to cut the price, because
they made a mistake in their projections. We do not seem to learn
that lesson in government.

The best way to save the boat industry is to cut the price, not
raise it. But we hit the boat industry at a time of over-capacity and
over-production with a 10 percent mandated price increase and we
destroyed it, whereas on the luxury car circumstance we discovered
that people do not buy luxury cars for price, they buy it for some
other reason. All of a sudden, this was not price sensitive. And,
while I hate to have to say it, we were wrong on the low side of
that one.

So I congratulate the commission on the work they have done.
I think they are on the right track. I summarize my reaction to all
of this, Mr. Chairman, with three comments that I think we can
be sure of and not that it is going to raise the deficit by $180 bil-
lion. Nobody knows. Nobody knows to that kind of specificity.



We are crazy if we try to debate these kinds of numbers because
the market will always defeat us in our forecasting. But these
three observations I leave with the committee and thank the Chair
for your indulgence.

Number one, the compliance costs of the present b-,stem are real
and they are significant. No amount we are talking about can
change that. We are spending hundreds of billions of dollars every
year as a society to try to keep up with the present complexities.

Number two, the disincentives for wise investment built into the
present system that apply to those who have alternative wealth to
do something with are real.

The disincentives for the Merten's probably do not exist. The
Merten's do not have any real choices. They are spending every-
thing they can for food, clothing, shelter, and education for their
kids.

But the people who have choices by virtue of where they are
have very real disincentives built into the present Tax Code that
cause them to do things that they would not otherwise do that are
probably not good.

So, I come to the conclusion that the current system is, in fact,
as a result of the first two statements I have made, a drag on the
economy and thereby holds down growth.

So, while I may not embrace the specific numbers of Governor du
Pont and others, I end up, Mr. Chairman, in their camp--that has
a nice ring, the Kemp camp-because I see that the present system
is not producing what we need to produce.

I say to the former Chairman of the committee, I think developed
economies can growth at between 3-3.5 percent, as the United
States did for over a century while the British were, indeed, the
dominant economy in the world.

But we were catching them, and the reason we caught them over
that century is because we grew at about a tenth of a point more
than they did over a 100-year period. I think we can get back over
the 3 percent and go for that tenth, and I think the tax system can
be reformed in a way that can get us there. I thank the Chair.

Senator MOYNIHAN. Mr. Chairman, may I make a response to my
friend?

The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. I hope you are right on the growth issue.

Could I ask you, just for the arcana of these matters, on luxury
cars. You say that for people who buy luxury cars, price does not
matter. What if it turned out that, indeed, price is everything, and
the higher the price the more desirable the product?

Senator BENNETT. There is no question but what that phenome-
non occurs in the marketplace. One of the worst things that Cad-
illac ever did was to produce a cheap car. It destroyed the image
of the company. They are now trying to get the image back by pro-
ducing the biggest, most comfortable boats in the world that cost
a tremendous amount of money, and they are prospering.

Mr. KEMP. Would the Senator yield for arcana?
The CHAIRMAN. Please proceed.
Mr. KEMP. When the top tax rate in Britain prior to Margaret

Thatcher was 98 percent, Rolls-Royce sold more cars. Consumption



goes up and risk, savings, and investment go down when you have
high marginal tax rates.

Senator MOYNIHAN. Nice point.
Mr. KEMP. Because consumption then is something you can have

right now, savings and investment takes deferred gratification and
risk, ergo, you get hurt by high rates.

Senator MOYNIHAN. Well, Mr. Chairman, what I want to say in
closing is that we are very much in the debt of this splendid man
and his company. We were talking earlier about Henry George,
Progress in Poverty in 1879.

George did something very important. He broke out of economics
of the dismal times and started speaking of the optimistic econom-
ics of abundance. He said, tax all that property that is not being
used, spread it around to get things going. I do not know if he is
right or not, but by God, it feels good to have him in the room, does
it not? Thank you, sir.

Mr. KEMP. Thank you, sir.
The CHAJN. Well, I want to congratulate and thank each one

of you. I think the hearing has been helpful. I have a number of
additional tough questions I would like to ask, but will put them
in writing to you.

I would ask and hope that the commission will be available for
further questions as we proceed with this tax reform.

Thank you, gentlemen, very much.
[Whereupon, at 12:55 p.m., the hearing was concluded.]
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PREPARED STATEMENT OF HON. BOB DOLE

NEWS U.S..SENATOR FOR KANSAS

FROM: SENATE REPUBLICAN LEADER

FOR rXNWZA7E RSLEMS Contact: Ci kso n
Wednesday, January 17, 1996 (202) 224-5358

NATIONAL COMMISSION ON ECONOMIC GROWTH
& TAX REFORM

DOLE mWECOMES PRZNCZPLES OUTLINED in KEMP C ISSON DEPORT,
AMERICA NEMDS I=W TAX SYST]I VASED ON ECONO=ZC GROWTH. FAI SS.

SIMPLxCITY l STADILITY

Last spring, Speaker Gingrich and I appointed Jack Kemp to head a
National Commission on Economic Growth and Tax Reform.

We asked him to bring together a group of distinguished economists,
entrepreneurs, and business leaders to determine how our current tax
system hinders economic growth, job creation, and opportunity.

We asked him to start with a blank sheet of paper and to lay out the
principles for a new tax system for the 21st century.

And, finally, we asked him to oo something that comes naturally to
Jack--to be bold, aggressive, and innovative in his recommendations.

Jack, I think both the Speaker and I can stand here today and
congratulate you and the entire Commission for fulfilling that mandate.

PrincInles Serve as StaxtinS POiAt fOr DeR&ate
The principles articulated in this report will serve as a starting

point for a great national debate on tax reform. These principles--
economic growth, fairness, .3implicity, and stability- -provide the
philosophical building blocks for an entirely new tax system.

They create the foundation for a tax system based on economic growth
instead of redistribution of wealth; a tax system that encourages
entrepreneurship instead of stifling innovation; a tax system that
unleashes the full potential of our nation instead of limiting our
ability to grow.

No one who reads this report can defend the current system or deny
the need for fundamental change.

Need for Now TaX Code
The problems of today's tax coda are clear. With the latest Clinton

tax increase, the top rate now stands at almost 40%. High marginal rates
are discouraging work, reducing the rewards of entrepreneurship, and
discouraging job creation. Middle class families are being forced to
work harder and harder just to keep up--their hopes for a better life
taxed away by government.

(53)
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As the tax code has grown more complex, the IRS has grown more
powerful and their agents have grown more aggressive toward individuals
and small business owners alike. And, as the Comuission's report so
powerfully demonstrates, the complexity of the code wastes millions of
hours in compliance effortsl and it costs businesses and individuals
billions of dollars to meet the ever-changing rules of the IRS.

I agree with the Commission that America needs a new tax code to
move us toward our goals.

Ta& Re lef for Workina Families
The central concern of any tax reform intiative must be to provide

tax relief for the millions of working families who are shouldering the
burden of the current system.

We can never achieve our goal of greater economic growth and
opportunity for all Americans by raising taxes on the middle class, or by
hindering our ability to reach a balanced budget.

ConDOe200onal Kearinas A Tax Reform Leiilat R
There is no doubt that tax reform will be one of the major

priorities of the next Congress and the next president. My hope is that
the principles in this report--which I am forwarding to Chairman Roth and
the Senate Pinance Committee--will form the basis for future
congressional hearings and debate--and ultimately for tax reform
legislation.

During much of the past century, tax policy has been a primary tool
with which government has wielded power, fed the bureaucracy, and
redistributed wealth.

Deleting the whole twisted wreck of federal tax law and starting
dnew is the surest way I can imagine to deliver real and lasting economic
change to the American people. Because the efforts of Jack Kemp and this
Commission, we have taken a giant step toward fulfilling that goal.
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TIE FOR A NEW TAX SYSTEM

Pete du Pont
Member, National Commission on Economic Growth and Tax Reform

Policy Chairman, National Center for Policy Analysis

Thank you Mr. Chairman, and distinguished members of the Committee, for this
opportunity to testify on the problems inherent in our nation's current tax code and the work of
the National Commission on Economic Growth and Tax Reform to develop a tax code that
addresses those problems.

Our nation's current tax system is unjust, unfair and too complex. Its enforcement ranges
from lax to nasty, and it is riddled with loopholes. In 1979,20,000 taxpayers with incomes
greater than $100,000 paid more than 400/ of their income in taxes, yet another 20,000 with the
same income paid less than 15%. The income tax takes up to 40% of what we earn each year,
and half of anything leftover when we die - the family farm, the small business we have built, or
the savings we have worked so hard to accumulate.

It has gotten so out of hand that, in Montana, it is actually possible to pay a tax rate of
113% on your earnings. If you are a sixty-four year old working in Montana and earn an
additional dollar, you have to pay 46 cents in federal taxes, 12 cents in payroll taxes, 5 cents in
state taxes, and you receive 50 cents less in social security benefits. Think about that, work to
earn an extra dollar and you have to pay 63 cents in taxes and you lose 50 cents in benefits. You
do not have to be a tax expert to know there is a problem with any tax system that allows that to
happen.

It all started so innocently. The federal income tax instituted in 1913 did not even apply
to 98% of American families. By 1916, the top marginal rate had increased from seven percent to
sixteen percent. By the fifties, it had risen to the confiscatory rate of ninety percent. Presidents
Kennedy and Reagan each cut the top rate so that by the time Reagan left office, it stood at 33%,
but it has inched up to over 40/ again.

It's not only the top earners who are suffering the consequences. Under the guise of
taxing the rich, the government has, in fact, seiLed the prosperity of everyone else. Author Frank
Chodorov described what happened: "at first it was the incomes of corporations, then of rich
citizens, then of well-provided widows and opulent workers, and finally the wealth of
housemaids and the tips of waitresses." By failing to increase the dependent deduction, Congress
has reduced its value for median income families by 75%. In 1948, the median income American
family paid 3% of its income to the federal government. Today, it is paying 25%.
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The effect of all this on America's families can be devastating. James Glassman, who
writes for The Washington Post, recently talked about an Iowa family - Bonita and Kenny
Merten and their two children - who are having great difficulty surviving financially on their
family income ofjust over $32,000. They are hard-working people who are not making ends
meet. Glassman points to "the stupid and cruel tax system" that is "confiscating a big chunk of
what" the Mertens "manage to earn each year." You see, out of their $32,000, the Mertens pay
$2500 in federal income taxes, $1100 in Iowa state taxes, and almost $2400 in Social Security and
Medicare payroll taxes. Throw in property taxes and the Mertens are paying $7500 a year in
taxes, a fourth of their income. They skimp, buying powdered milk and substituting beans for
meat, while the federal government lives high at their expense.

You don't believe it? In twenty years, 1973 - 1993, the real incomes of the lowest 40%
of families - people like the Mertens - did not grow. They remained flat; static. In roughly the
same period, 1973 - 1995, the real take home pay of the federal government increased by 58%.
There's fairness for you: government income up 58% and working people's income up not at all.

It all reminds me of our revolutionary ancestors complaint against King George, as set
forth in the Declaration of Independence: "he has sent hither swarms of officers to harass our
people and eat out their substance."

The National Commission on Economic Growth and Tax Reform was not created to
tinker around the edges of the current tax code to make it a little better. That approach has been
tried for fifty years. Our goal was to start over: to devise a tax code that creates jobs, expands
opportunities, and increases the living standard of all Americans. Our nation needs a tax code
that channels the powerful energies of Americans into seeking opportunities for growth, instead
of seeking tax shelters; a tax code that rewards entrepreneurs and investors for taking risks, and is
simple enough so that parents could spend April 15th taking their kids to a baseball game instead
of doing their taxes.

We began by listening - at public hearings across the country - from Boston to Palo Alto,
Harlem to Charlotte. We heard an earful. Many of the responses reflected deep cynicism about
any attempt to truly and permanently reshape tax policy. After all, there have been 4000
changes to the tax code since the last "reform" in 1986, and things are worse, not better. A tax
accountant from Wyoming noted that he makes his living from preparing other people's taxes,
but still felt "disgusted" with the current system and urged us to "completely abolish the Internal
Revenue Code and start over." A couple from Florida said the current code was "way out of date
with the real world," and that it was "too complicated with too many loopholes." They added
"dump it." Accountant Ted Krauss said that our current tax code's high marginal rates, coupled
with multiple taxation of saving and investment, act as a "double-barreled shotgun aimed at the
American economy."

The Tax Foundation estimates America spends two hundred billion dollars and 5.4 billion
hours each year complying with the complex provisions of our tax code A real estate developer
in Nebraska pointed out that this "time and effort and money did not educate a single child, it
didn't feed a single family, and it didn't produce a single tangible object to improve the life of
anyone."

The Commission's recommendations address the problems inherent in the current tax
code and the warning bells sounded by the American citizens that testified at our hearings or that
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wrote to us with their comments. First, the Commission believes we must repeal the current tax
code in its entirety. Not just reshape the current code or tweak it to make it a little better, but
rather, we should take a sledgehammer to it. Our report concluded "we believe-the current tax
code cannot be revised, should not be reinvented, and must not be retained. Therefore, the
commission is unanimous: It is time to throw out the seven-million-word mess of tax laws and
regulations and begin anew."

Second, we must replace our current code with one that taxes income once, at a uniform,
low rate, with a generous personal exemption. The commission did not set the tax rate to be used
or the amount of income that would be free of tax. Obviously, one affects the other - a higher
exemption will require a higher tax rate - but we felt that should be a decision made by the
members of the United States Congress. There was, however, an informal consensus on the
Commission - and I think it deserves emphasis here - that the rate should be less than 20% and
that taxes for middle income Americans should go down.

Third, given the importance of letting the American people live with a set of groundrules
that are not constantly shifting, this low rate should be very difficult to raise, requiring a two-
thirds vote in each house of Congress - the same as a veto override.

Such a tax system would be fair. It would be simple. It would be progressive. All
income above the threshold would be taxed at a uniform rate. The loopholes would be gone.
Everyone would pay and everyone would understand what everyone else is paying. No longer
would savers find themselves taxed more than consumers; older people more than young. All
taxpayers would pay the same rate of tax, which is presumably what the Constitution means by
"equal protection of the laws."

I should point out that taxing income only once has real consequences. Currently, it is
taxed four times: when earned, when the after-tax earnings are invested, when the investment
grows (the capital gains tax) and confiscation of one-half of whatever is left at death. Taxing
income once means death taxes would be gone; so would capital gains taxes and the alternative
minimum tax.

The commission's proposal is founded on a simple concept: a family with five times the
income of another should pay about five times the tax, not just three times the tax by using
loopholes, or ten times the tax due to the punishing rates of today's tax code. A computer
programmer working 60 hours a week is penalized for his additional work, compared to one who
works 40 hours, by paying a higher tax rate on his extra effort and productivity. That seems
counter-productive. Don't we want to encourage people to work harder, longer, and smarter?

There are reasons of equity to replace our current tax code. There are reasons of
simplicity. But, the primary reason is to increase opportunity for all Americans. In the words
of President John Fitzgerald Kennedy, "it is a paradoxical truth that tax rates are too high today
and tax revenues are too low, and the soundest way to raise the revenues in the long run is to cut
the rates now.., the purpose of cutting taxes now is not to incur a budget deficit, but to achieve
the more prosperous, expanding economy which can bring a budget surplus."

The original Hall-Rabuska flat tax proposal was estimated to increase economic growth
two to four percentage points per year. Increasing growth by just one percentage point per year
would mean six million new jobs over the next eight years, an additional $2 trillion in economic
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growth, and S700 billion in additional tax revenues to spend or pay down the deficit. The
National Center for Policy Analysis calculated that the flat tax that former Democratic Governor
Jerry Brown of California proposed in 1992 would have created 2 million fiew jobs in two years
and increased the Gross National Product by 10% by the year 2000.

President Kennedy's 1960's tax cut jumped the annual growth rate of the U. S. economy
from 3.5 to 5.2%. President Reagan's 1980's cut raised it from 0.4 to 4.3%. Professor Dale
Jorgenson, Chairman of the Economics Department at Harvard, estimates that this level of
economic growth would increase the income of middle income families by $4,000-6,000 per year.

So the debate has begun. It will be long, loud, and lively. The very ideas of lower rates,
single rates, and taxing income only once will have vigorous opponents. Those who back larger
government will see it as a threat; others will oppose too much prosperity for the successful; the
beneficiaries of today's loopholes will fear the end of their privileged status. All will insist upon
the status-quo.

At the beginning, the only people for it will be people like the Mertens, the people who
do America's work, bowl on Thursday night, and buy beans instead of meat. A recent Roper
study found uniformity among Americans of every race, sex, income, education level, and
political affiliation, that no one should have to pay more than 25% of their income in taxes. That
sounds much like what the tax reform commission concluded.

By discouraging investment, innovation, and the taking of risk, the current tax code is
restraining the U.S. economy's growth rate to about 2.5% per year. With a progressive flat tax,
the economy could be growing 4%, or perhaps more, which would bring real increases in their
quality of life to millions of families across our nation.

That is the goal of the Tax Reform Commission's proposal: to increase jobs, growth,
income, and the quality of life. With our current tax code, these things are impossible. With a
progressive flat tax, they can be achieved.
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Mr. Chairman and Members,

As the elected Treasurer of the State of California and a member of the Tax
Reform Commission. I am honored to be a part of this very important hearing and to be
here with Jack Kemp and Governor DuPont representing the work of the Commission.

You have beard from critics of the Commission's work who claim that the
Commission's report is ful of principles and lacks technical detail; that it recommends a
rate but doesn't specify a number; and that it recommends a tax system that will either
bust the budget or bust the middle class. In effect these critics say the report is a waste of
rime. I STRONGLY DISAGREE.

I like to analogize out charge on the Commission to the approach one takes when
buying a new car. You don't start with the decision about all the options you want on the
car such as power scats, power locks, and a CD player. You start with the decision that
you NEED A NEW CAR. The old car is outdated, outmoded, and can't be repaired. The
current IRS code IS outdated, outmoded, and IS beyond repair.

Thc problem with today's debate on tax reform, as I see it, is that after people

agree that a new tax system is needed, they gct lost talking about the options such as the
home mortgage deduction. Before you decide on all the bells and whistles, you have to
decide which basic tax smctwe (i.e., flat tax. sales ux value added tax) you think best
fits the needs of the country.

At the outset, we found that we needed a framework to guide us through the
different proposals being debated. We ulumately reached consenus on six principles.

0 Economic FCm*k - encourage initiative, hard work, savings
a Faimes - treat all citizens alike

S &uaaUdi- understandable by all
* . - eliminate bias against savings and investment

* flz - an honest accounting of the cost of government
S Sa- an ability to plan for the future
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Critics have 1pored the Commission's identification of these important principles as if
we simply made up the list from a high school Governmeut text Nothing could be
further fimn the bnnh.

We used out six principles to develop a basic tax system that we felt would
correct those problems. Let me illustrate by using one principle that was very important
to all the Commissioners...VISIBILITY. Using the principle of visibility. the
Commissioners, by coa.ensus, not only placed a high value on having citizens know the
cost of their government but they eliminated recommending the Value Added Tax which
failed this principle miserably.

The lax rate is ike price tag of gowrnmen. Critics have faulted ou report for
not recommending a specific tax rate. I would counter that we HAVE set a specific race.
It is the rate that will continue to operate government at its current size.

By establishing a specific number, we would have left the back door open for a
new debate...whether to reduce the size of government. Debating the size of government
was not our charge. Again. tax reform would have become muddled in the larger debate.

I, like Chairman Kemp, believe the peace time tax rate should be less than 20%.
If the price tag of government as expressed as a revenue neutral tax rate happened to be
23%. for example, I hope that taxpayers would believe, as I do, that at that price
government costs too much (i.e.. the rate is too high) and would put pressure on their
elected officials to reduce the cost.

Critics also have complained that our reports a single tax rate rather than a
multiple tax rate system. Every Commissioner believes strongly that the principle of
fairness should be one of the cornerstones of a new tax system. Each taxpayer must be
treated equally. That is, proportionately everyone should pay the same tax.

Proponents of a multiple rate system are clear in their objective. The result of
harder work, and higher pay is a greater share of your income for taxes. In the
Commission's eyes, this fails the fairness test.

Throughout our hearings, citizens told us that what they want more than anythng
else in a tax code is the knowledge that everyone, from one end of the income scale to the
other, is being treated the same. That is the beauty ofa flat tax.

Therefore, Senators. I believe you have two paths. I) Design a tax system that
only collects revenue for the purpose of funding reasonable government expenditures; or
2) Create a tax system that collects tax revenue AND also redistributes wealth.

Finally, we have heard from critics of the flat tax that it will -cost" the
government biUions of dollars, will create a windfall to the rich and increase the tax
burden on the middle class. Again, I disagree.
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Critics fail to account for the economic growth that can be generated from a tax

system that rewards savings and invetment. In addition, defenders of the status quo
ignore the benefits of redirecting the $200 billion that is currently being spent to comply
with a complex system and to search for loopholes.

The current complex tax system also wastes America's creative intellect. The
president of a high-tech think tank in Palo Alto, California testified before the
Commission that his competition for intellectual talent does not come from other firms in
the high-tech industry. The competition comes from the Big Six accounting firms and
big law firms that take bright minds into the dark recesses of an outdated tax code.

Furthemnore, a simpler and fairer system of taxation with a single low tax rate will
result in the collection of more revenues. Andrew Mellon once wrote, ,t)he history of
taxation show that taxes which arc inherently excessive am not paid." Americans are
overtaxed not undertaxed. And many spend a lot of time hiding income from the
government and creating fictitious deductions and other loopholes.

As the former Vice-Chairman of California's tax board, I can personally tell you
higher taxes mean lower revenues. Not long ago, the State Legislature created a new
sales tax on bunker fuel at California ports. According to the "revenue estimates" by
staff, the new tax on bunker fuel was to yield almost $100 million for the state. With a
sales tax rate of over 1%, you can readily guess what happened. Ships simply took on
bunker fi at ports in Mexico, Oregon and other West coast ports. Refueling operations
in our ports dried up and the state only collected approximately S1-$2 million in revenue
- probably more was spent on welfare for the out-of-work families who lost their jobs as
a direct result of the imposition of this new tax.

The scoring of tax reform plans and the generation of tax distribution tables will
employ hundreds of static analysts inside the Beltway alone. Static analysis simply wil
not work. It is simplistic and is not fit for use in the 90s world of high tech modeling.

This country will have a very difficult time moving to ANY new tax system if we
listen to the advice of static analysts. It was static analysis that the Wall Street Journal
criticized and saw as the reason for the federal government's collection of only 25%-30%
of the original staff estimates of the revenue to be raised from President Clinton's tax
increases.

I urge you and the members of your staff to study the framework outlined in the
Commission's report. Debate it, find out if you agree with the principles or disagree with
the principles. This fir step is vital to the success of the tax reform debate. Once the
basic system is selected, the rate should set the price tag so that every citizen knovs the
cost of govermnent. Finally, we urge you to utilize dynamic modeling when testing the
new system for its revenue generating ability.

Thank you.
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March 6, 1996

The Honorable Willi&a V. Roth, Jr.
Chairman, Committee on Finance
United States Senate
Washington, D.C. 20510-6200

Dear Mr. Roth:

Thank you for the opportunity to testify before your committee regarding the findings of
the National Commission on Economic Growth and Tax Reform. The interest of committee
members was encouraging and it is my hope that the tax reform debate will continue through the
year.

I am happy to provide responses to the questions contained in your February letter. The
responses to your questions arm enclosed. My sincere apologies for not responding sooner.

If you have any questions regarding my answers to these questions, please do not hesitate
to call. Again, thank you for the chance to express my views on this very important topic.

Warmest regards,

Mattn
Stae

MKWiLSS:kna
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The Honorable Matt Fong

Answers to Questiem for the Reord from Senator Roth
March 6, 19%

1. Should the tax code be neutral, seeking only to raise revenue in the least harmful way,
or should it incorporate an agenda. seeking to foster social policies?

Thc tax code should establish the least obtrusive system possible to raise rccnue for the
operation of the federal government. Raising revenue should be the sole objective. Social
policies of the government should be debated by Congress and implemented through other
mean.

2. if tai reform is to benefit the average working man and woman, is it not essential that
there be a deduction for FICA tam?

Both the income tax and FICA taxes are based on the working man and woman's
paycheck. It is, perhaps, the clearest form of double taxation for these individuAls. To help
mitigate this double tax, the National Commission on Economic Growth and Tax Reform
(Commission), recommended that payroll taxes be fully deductible for individuals.

3. What comments did you Lear at the public hearings about the effects that the various
tax proposals will have on state revenues?

The comments on the effect of tax efor on state revenues were mixed. Most could not
accurately estimate the impcL There wa some written testimony received by the Commission
that claimed that local government prpaty tax revenues would suffer if the mortgage interest
deduction were eliminated and property values declined as a result We also heard other
testimony that supported the theory that with the prosperity and growth that would result from
increased saving nd investment, home prices would actually increase.

4. Many of the tax reform proposals replace the current income system. One of the
criticism is that they may verm s affect the states, which, in many cases rely on the
federal Income tz system as a basis for their tax systems. What would you recommend the
state do if the federal income tax system were eliminated?

Many states that rely on the federal tax code for the basis of thek statc income tax system,
usually conform state statutes to the federal tax code as of a certain date. My state of California
uses this method to confrm to the federal tax system. If the federal income tax sytem were
elimjnatzd, California would rot inmediatly lose its income tax system. The state would
simply keep its conformity to the old code. Tle Legislature would have the option to: 1) adopt
its own version of the old federal income tax code, 2) conform to the new federal system, or 3)
design a completely new tax system. The important point is that state revenues would not be in
immediate jeopardy if the federal income tax system were repealed with any other kind of system
(CLe., fiat tax, national sales tax, or value added tax). One method that I have advocated in an
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effort to eliminate state tax bureaucracy by "piggybacking" the state tax on the federal tax
liability. State residents would simply multiply their federal tax liability by a percentage and
mail it in to therstats.

5. The world is becoming more economically interconnected and competitive. Considering
the trend toward globalization and importance of trade, how important Is border
adjustability in any tax reform plan?

U.S. products can compete in the global economy if their price is not encumbered with
tax. The tax reform debate must include the issue of border adjustability. Currently, the tax code
actually encourages some multinational companies to locate jobs outside the United States. Any
modification of the system of taxing international trade, however, should take care to protect the
edge we currently hold in the are of research and development.

6. The Commission's report recommends that tax reform should make the U.S. tax system
territoriaL That is, a U.S. business' overseas earning should be exempt from tax. How do
you answer the concern that a territorial system might lead to businesses shifting
operations oversee?

I am a full blooded "free enterpriser." If we design our tax system and our business
environment competitively, we will have jobs and growth here in the U.S. If we do not price our
system competitively, businesses will shift their operations elsewhere. We must design a tax
system that does not staid in the way or discourage businesses from investing in the U.S.
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Hon. Daniel Patrick Moynihan
Senate Office Building
Washington, D.C. 20510

Dear Pat,

I havt just filed my tax returns for 1993, by mail. As I
have mentioned in writing to you previously, it seems to me that
our government makes unreasonable demands on its citizens -- not
in terms of the aggregate amount of money which they are called
upon to pay, but rather because of the enormous amount of
paperwork which is required in the process.

My filings included nine separate returns, sent to six
different addresses. These include Social Security returns and
Unemployment Insurance returns (all on a quarterly basis) as well
as the Federal and D.C. Income Tax Return, and the Federal and
D.C. estimated Tax Return for 1994. Since the Social Security
and Unemployment taxes are all the result of my wife's
disability, it seems to me that a case could be made that we
should rather receive an appropriate credit for providing
employment to others who need it.

Near my desk here, I have a federal tax file which is three
inches thick, and (I estimate) contains more than six hundred
pieces of paper. I will have to keep this for several years, in
order to be able to respond to any questions which may arise. In
addition to the federal tax itself, the booklet supplied to
taxpayers contains not only Form 1040 with many schedules, and
references to other schedules, whic# must be applied for, but
there are forty-nine pages of "Instructions,' which must be
carefully examined. These forty-nine pages are mostly three
columns each of small print. I estimate that there are at least
1,225 worlds per page. This brings the total of "Instructions"
to a total of 50,000 words. But, in addition to the
Instructions, there are over thirty-sLx pages relating to various
schedules. The grand total of material accompanying the return
is at least 94,000 words, the equivalent of a moderate-sized
book.

These Instructions include a great number of "worksheets."
I am enclosing Xerox copies of two of these, both of which must
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be virtually incomprehensible to the ordinary citizen. In
particular, I call to your attention the Itemized Deductions
Worksheets on page A-$, where you multiply a line by 80%, and
then four lines farther along you multiple a line by 3%, all to
get a figure which must be quite beyond the understanding of
those taxpayers who have to use it, and of the many others who
have to find their way through it to see if it is something they
have to use in order to completA their returns.

The net result is an enormous task, at which I spent just
/short of a hundred hours. Among other things, if you find, on
checking, that a mistake has been made somewhere in the process
of filling out the return, then the whole thing has to be done
over again, including all of the complicated computations.

I do not blame the Internal Revenue Service for this extreme
complexity. They have no choice. They have to take the law as
it is written by Congress. I do think that Congress has failed
to meet its basic responsibility to enact legislation that is
reasonably comprehensible, and then not to change the statute too
often. This was a role which Wilbur Mills handled very carefully
and skillfully, but it has been almost completely neglected in
recent years. The key man on this is the Chairman of the Ways
and Means Committee of the House of Representatives, but the
Chairman of the Senate Finance Committee can also have a very
considerable impact on it.

Much of the problem goes back to the "reorganization" of
Congress-which-was carried out close to fifty years ago under the
leadership of the younger Senator LaFollette from Wisconsin. He
was trying to get away from the "Solid South," and the domination
of the two Houses of Congress by a few Southern members, who, in
effect, had life terms. The net result of the change then made,
though, was to weaken the leadership so that there are now 535
different and essentially independent parties in Congress. Each
member has his own responsibility for fund-raising, and the
result is that there is very little party leadership in Congress.
This of course makes it very difficult for Committee Chairmen.

For example, the problem with respect to the Itemized
Deductions Worksheet arises because some members (or the
Treasury) wanted to save some part of the tax involved by the
deductions allowed by Schedule A without "raising rates." So we
have this frightfully complex computation, which is quite
unfathomable to most taxpayers. I mention Schedule A only as an
illustration. There are many other places where the computations
are incomprehensible to ordinary citizens. This Form, and the
many other Forms that are required, create a bitter feeling among
our citizenry.

45-868 98-4
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For better or for worse, I an one of those who keep his own
records and makes out his own tax return. Practically everyone
else, whether of substantial or modest income, feels that he must
use a "tax advisor" or consultant, at considerable aggregate cost
-- which cost is deductible in determining theta tax. The reason
that I make out my own return is that I have been doing so for
more than sixty years. I started when the tax could be
comprehended, and have not been willing to stop. It is only in
the past eight or ten years that the task has become var.
burdensome. I could have my returns prepared by an accountant,
but I figure that it would be nearly an much work for me to
gather together the necessary factual material as it is for me to
make out the returns. Moreover, I resent the fact that my
government forces me to use an accountant for such a matter,
particularly when my career in law has been largely in the tax
field, and I taught federal taxation in law school for a third of
a century, between 1934 and 1967 and published the first casebook
devoted solely to Federal Taxation. Paying an accountant to do
the work seems to me to be a little like the civil War practice
of hiring a substitute in order to avoid the draft.'> That does
not look very good today, and so it is with a system which forces
many taxpayers to have their returns made out by people with the
most sophisticated computers.

And now the Treasury, with reason, is about to require more
paper in order to meet the new rule that there must be a signed.
receipt for a high proportion of charitable contributions,
including a statement that no benefit is received. These
receipts must then of course be retained for a number of years.

I venture to suggest that, somehow or other, a better
solution to these problems must be found. A tax law can never be
as precise as the drafters have been trying to make it over the
past several years. It is my earnest hope that the ways and
Means Committee, and the Finance Committee, through the energetic
enterprise of their respective chairmen, will take steps to
simplify this whole operation, making it possible for the
ordinary citizen to comply with his responsibilities, and
understand what he is doing in the process.

Keep up the good work.

With best wishes,

trly yours,

Erwin N. Griswold
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Introduction

The AICPA is the national, professional organization of certified public accountants
comprised of more than 320,000 members who advise clients on federal, state and international tax
matters was well as prepare income and other tax returns for millions of Americans. Our members
provide services to individuals, not-for-profit organizations, small and medium-size businesses, as
well as America's major businesses, including multi-national corporations. Many serve businesses as
employees. It is from this base of experience that we offer our comments on comprehensive
restructuring of our tax system.

Americans want fundamental tax reform and, more than ever before, the U.S. Congress is
inclined to grant their wish. Many proposals now before Congress would entirely eliminate the $700
billion in annual revenue from the individual and corporate income tax. To replace this lost revenue,
a variety of new tax systems have been proposed. These new taxes come in all shapes and sizes, but
they have one common characteristic. They are taxes on consumption and, as such, have the potential
to improve America's international competitiveness--primarily by increasing private savings. In
addition, because entirely new systems are being devised, there is tremendous opportunity for
simplification.

No matter how simple the new system, however, the transition to it involves enormously
complex political, economic, and technical issues. It is true that most industrialized countries have
adopted consumption taxes. But these taxes, for the most part, just served as replacements to poorly
functioning excise taxes. No major industr.,dized country has ever repealed its personal or corporate
income taxes. And nothing in U.S. history can serve as precedent. Such sweeping legislation as the
Reagan tax cuts of 1981 and the income tax reforms of 1986 pale in significance compared with the
proposals now being floated.

Clearly, as this nation moves closer to fundamental tax reform, it moves deeper into uncharted
territory. The AICPA issued on January 4, 1996 a study, Flat Taxes and Consumption Taxes.- A
Guide to the Debate, to help all interested Americans begin to understand how consumption taxes
will affect their economy, their businesses, and their own personal finances. Copies of this study were
provided to all members of Congress, key congressional and administration staff members, and other
individuals interested in the debate. The following testimony summarizes the discussions and findings
of the study.

1. The Major Alternatives

There are many types of consumption taxes, but there are four that are critical to
understanding the upcoming debate: retail sales tax as levied by most states; value-added tax (VAT)
as levied by every major industrialized country, except the United States and Australia; Flat Tax as
proposed by House Majority Leader Dick Armey; and the Unlimited Savings Allowance (USA) Tax
as proposed by Senator Sam Nunn and Senator Pete Domenici.
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A. Retail Sales Tax

A Federal retail sales tax at first appears to be an attractive alternative to current law because
individuals would no longer file tax returns. A heavy burden would, however, be placed on retailers
and tax administrators, particularly if legislators provide exemptions for favored businesses and
products.

Even without special exceptions, there are substantial problems, including evasion by small
retailers that do not report sales and by business owners that purchase items for personal use. These
problems would be particularly severe if a Federal retail sales tax had rates in excess of 20 percent--
which would be required to replace revenues los from the repeal of the income tax

A retail sales tax also faces the large political hurdles of being a highly visible regressive tax
and of encroaching on the states' sales taxes. While a Federal retail sales tax might be
administratively feasible as a supplement to the current income tax, it does not seem likely that such
a tax would be a good replacement for the current system.

R Value-Added Tax

Value-added is the difference between the value of a business's sales and its purchases from
other businesses. A value-added tax is a tax on businesses that is collected as goods move through
different stages of production. Most value-added taxes in place throughout the world are credit-
invoice value-added taxes. These taxes require firms to keep a detailed record of each sale and
purchase. In the United States, there is currently little, interest in a credit-invoice value-added tax.

One alternative to the credit-invoice method of implementing a VAT is known as the
subtraction method. The subtraction method is widely considered to be simpler than the credit-
invoice method because such taxes may be implemented without new recordkeeping requirements
and may instead use existing books and records. The two leading alternatives now being considered
for the United States, the business components of the Flat Tax and the USA Tax, are variants of a
subtraction method VAT.

C The Flat Tax

The Armey Flat Tax has two components: a business tax and the individual tax. The 17
percent business tax is imposed on all businesses, not just corporations. The business tax base is
business receipts reduced by(l) wages and (2) purchases from other businesses. Under this new tax,
the entire cost of new plant and equipment may be deducted in the first year, and overseas subsidiaries
of U.S. businesses are exempt from tax. These advantages to businesses are offset by the loss of
deductions for interest payments and for fringe benefits.

Under the individual Flat Tax, a 17 percent tax is imposed on wages and pension
distributions. Interest, dividends, and capital gains are exempt. Large personal and dependency
exemptions would remove tens of millions of taxpayers from the tax rolls. Under proposed Armey
legislation, a family of four would only be subject to tax for wages in excess of $31,000.
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Except as described above, the Flat Tax has no other deductions or credits. Most notably,
there are no deductions for home mortgage interest, charitable contributions, state income taxes, and
property taxes.

It is important to recognize that with a 17 percent rate, a Flat Tax that replaces current
income taxes would likely be a large revenue loser. Some economists have argued that a Flat Tax
rate of at least 23 percent would be required to avoid revenue losses.

D. The USA Tax

Like the Flat Tax, the USA Tax has a business tax and an individual tax. The USA business
tax has a rate of 11 percent and is imposed on all businesses. Also, like the Flat Tax, the entire cost
of new plant and equipment may be deducted in the first year and overseas subsidiaries of U.S.
businesses are exempt from tax. There are three key differences between the USA and Flat business
taxes. Under the USA business tax, (1) the deduction for wages is replaced with a payroll tax credit
in the amount of 7.65 percent of most wages, (2) exports are exempt from tax, and (3) an 11 percent
duty is imposed on imports.

The USA individual tax has graduated rates up to 40 percent. For a family of four the 40
percent rate could apply to incomes as low as $41,000. Unlike the Flat Tax, there are deductions for
charitable contributions and for mortgage interest. There is also a new deduction for income that is
saved. In addition, individuals get a 7.65 percent tax credit on most wages.

2. The Big Policy Issues

A. Impact on Saving and Economic Growth

There is no dispute that saving is critical to economic growth. Saving provides the funding
for capital formation that gives U.S. workers the tools to be more productive and competitive. There
is also no dispute that the U.S. rate of saving is low whether compared with other countries or with
past U.S. rates. The replacement of the current U.S. tax system with a consumption tax would
increase the after-tax return to capital and would eliminate the bias inherent in the current tax against
capital formation.

There is dispute, however, as to how much such tax changes can increase private saving.
Even under the most optimistic set of assumptions, it is unlikely that a switch from an income tax to
a consumption tax can increase the rate of U.S. saving to a level comparable to that of its major
trading partners.

Nevertheless, even modest changes in the rate of saving can have a positive impact on
economic growth over the long term. Thus, although there is a high degree of uncertainty, legislation
that would replace the current income tax with a consumption tax has significant upside potential

.from the standpoint of promoting U.S. competitiveness.
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R Balance of Trade

Most consumption tax systems exempt exports and impose tax on imports. (The Flat Tax is
an important exception to this rule.) Although these "border tax adjustments" are often perceived
as beneficial to a nation's balance of trade, there is broad agreement among economists that these
adjustments are unlikely to have any significant impact on trade. Consumption taxes can, however,
improve the trade balance to the extent they are able to increase domestic saving.

C Redistribudon

Consumption taxes are widely perceived as placing an undue burden on the poor and elderly.
Any politically realistic consumption tax will likely be supplemented by features to alleviate the
burden on low-income households.

Most of the states with retail sales taxes and other countries with value-added taxes exempt
necessities such as food, clothing, and health care from the tax base, with the intent of reducing the
tax burden on the poor. The exemption of necessities, however, is not particularly effective in
mitigating the regressivity of consumption taxes.

Some form of tax credit or standard deduction will likely play an important role in alleviating
the regressivity of any new consumption tax enacted into law.

D. Simplification

The proposed new consumption taxes have tremendous potential for simplification. This is
particularly true because, under the proposals, some of the more complex areas of current law--
namely the tax treatment of pensions, of international income, and of corporate acquisitions--become
obsolete.

New tax systems, however, may entail new compliance requirements that add complexity.
For example, the USA Tax must have complicated rules to determine "new" saving that is eligible
for deductions, and under the Flat Tax, businesses must be able to differentiate between business
expenses (which are deductible) and fringe benefits (which are not deductible).

In addition, much of the complexity of the current tax Code is attributable to dozens of
targeted tax benefits. Proposed tax laws often appear simpler than existing taxes because existing
law has been subject to successive legislative amendments that add complexity. It is highly probable
that any new consumption tax would accrete substantial complexity (at the outset as well as in
subsequent legislation) as Congress found it necessary to provide tax relief for a variety of taxpayers,
Finally, there will be costs to government and taxpayers of transitioning from one system to another.
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E Transition

Without special transition rules, the replacement of an income tax with a consumption tax
would haphazardly subject many individuals and businesses to large tax penalties. In the absence of
transition reliefC saving and investment done prior to enactment would have to pay significantly higher
tax than under prior law. (In contrast, new saving and investment would be tax-free.) These
retroactive tax increases would unfaidy burden not only elderly individuals who are no longer saving,
but also mature businesses that are no longer investing. In addition, without adequate transition relief,
tax reform proposals could have a large and significant impact on the financial statements of many
firms.

Transition relief is expensive both in terms of lost revenue and in terms of administrative and

compliance costs.

F Inflation

A consumption tax is unlikely to have any sustained impact on the rate of inflation. There
may, however, be a one-time impact on the overall price level if the Federal Reserve responds to the
tax change with an expansion of the money supply.

3. The Impacts on Different Types of Businesses

A. Corporate Businesses

In general, under both the Flat Tax and the USA Tax, labor-intensive firms--such as those in
the construction, service, and transportation sectors--bear a greater share of the total corporate tax
burden than they would under the current corporate income tax. Capital-intensive industries--like
those in the communications and public utilities sectors--are likely to pay less taxes.

The exclusion of exports from gross receipts provides large tax benefits to those firms that
export. For a typical manufacturing exporter, the exclusion of exports available under the USA Tax
can easily cut a business's tax liability in half In contrast, the Flat Tax does not exempt exports

R Noncorporate Businesses

Both the USA proposal and the Flat Tax impose new tax burdens on noncorporate businesses.
For a "typical" small business, the USA Tax imposes a greater business tax burden than the Flat Tax.

One way of assessing the impact on noncorporate business is to compare the combined
individual and business tax burdens before and after the imposition of a new consumption tax. The
combined burden for the owners of unincorporated businesses under the Flat Tax appears to be less
than under current law. In contrast, the total tax burden under the USA Tax appears to be greater
than current law, particularly for high-income owners of unincorporated businesses whose
compensation would be subject, under the USA Tax, to a combined business and individual tax rate
in excess of 50 percent.
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4. The Impact on Individuals

Relative to current law, the USA Tax generally provides tax relief to low- and high-income
taxpayers, and a modest tax increase to middle-income taxpayers.

The Flat Tax appears to provide tax relief to nearly all individual taxpayers (except those low-
income households receiving refunds under current law from the earned income tax credit). This tax
relief is particularly large for high-income taxpayers because interest, dividends, and capital gains are
exempt from tax.

5. Some Important Details

A. Housing

In most other countries with consumption taxes, new housing is subject to tax and existing
housing is exempt. Under both the USA Tax and the Flat Tax, new residential construction is subject
to business tax.

Under the individual Flat Tax, the elimination of the deduction for mortgage interest (along
with the loss of deductions for property taxes) adversely affects homeowners. Under the individual
USA Tax, which allows deductions for mortgage interest, housing continues to enjoy its tax-favored
status.

R Banking, Insurance, and Other Financial Service Providers

Because it is difficult to identify and value services provided by financial institutions, no other
country with a consumption tax has been able to properly tax financial services. Any rules that can
be devised to include financial services in a new U.S. consumption tax are likely to be extremely
complex and-if not carefully formulated--could significantly impact the competitive balance among
various financial service providers.

C State and Local Governments

State and local governments could suffer financial hardship if their taxes are not deductible
against Federal tax--as is the case under both the Flat Tax and the USA Tax. In addition, a new
Federal consumption tax might encroach on the states' ability to levy their own sales taxes, Repeal
of the Federal income tax will surely complicate administration of state income taxes.
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D. Charitable Organizations

Under some tax reform proposals, donors to charitable organizations lose the benefit of
deductions for contributions, and the charitable organizations themselves are liable for tax on their
activities.

E. Estate and Gift Taxation

It is an open question whether estate and gift taxes would be retained or repealed under any
tax reform proposal enacted into law. The Armey Flat Tax repeals estate and gift taxes. The USA Tax
retains the current estate and gift tax structure. (The USA Tax also amends current law by replacing
tax-free step-up basis with carryover basis at death.)

Conclusion

As much as lawmakers may want to satisfy the public's desire to eliminate the income tax and
replace it with a simple tax, there are no easy solutions.

There are unresolved questions concerning the impact of these tax changes on saving,
productivity, trade, interest rates, and inflation. There is debate about the compliance and
administrative costs of these new proposals and about the amount of revenue they raise. There are
a host of unresolved technical issues--transition relief, banking and financial products, and housing.

Finally, there are numerous political issues that have not even yet begun to sort themselves
out because so few taxpayers understand the impacts of the proposed new taxes. There is, of course,
the age-old issue of rich versus poor. And, if that were not enough, politicians must still address
concerns surrounding redistribution of the tax burden from the young to the elderly, from low-tax to
high-tax states, from capital-intensive to labor-intensive industries, from exporters to importers, and
from corporate to noncorporate businesses.

The AICPA study attempted to introduce readers to some issues that are likely to receive
attention in the upcoming consumption tax debate. However, no one study can do justice to the
enormous issues involved in totally revising Federal tax policy. In conclusion to this testimony, we
raise some questions about consumption taxes that deserve further attention and research as the
debate advances.

A. Questions of Tax Administration

Will the Internal Revenue Service administer the new tax? Will its budget over the transition have
to be increased?

* What are the additional administrative costs of transitioning into a new consumption tax?
• How much time is needed after enactment to prepare for administration of the new tax?

How will tax administrators be trained? Over what time period?
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" What new audit procedures need to be developed? How will they be coordinated with State
audits? How will they be coordinated with on-going income tax audits?

" What new forms and instructions will have to be produced?
* What new regulations will need to be written? How quickly can these regulations be written?
* What implications does a replacement consumption tax have for existing tax treaties and new tax

treaties?
* Should the new system be phased in over a number of years?

R Questionsfor State and Local Governments

* Would a national sales tax force States to conform to Federal rules?
* How would States administer their income taxes in absence of the Federal income tax? How

would taxes be calculated without reference to the Federal return? Would States need to increase
their income tax audits? (Indeed, how much simplification is their for taxpayers who must still
file State income tax returns?)

* If a replacement consumption tax reduces property values, what effect will this have on property
tax revenue?

. What activities and services of State and local governments will be subject to this new tax?

C Questions for Businesses

" What will be the new recordkeeping and reporting requirements? How should computer software
and information be changed? How will tax staffing requirements change? How will tax staff be
retrained? What are the costs of these changes?

* Should businesses reconfigure their multinational operations that are currently structured around
current rules?

* How are plans for business reorganizations affected by the change to a replacement consumption
tax?

" Given that interest is unlikely to be deductible under these taxes, should businesses be reducing
their indebtedness?

* Given that fringe benefits are unlikely to be deductible, should businesses continue to provide
health insurance to their employees?

* Should partnerships and sole proprietorships consider incorporating now that they are subject to
the same tax as corporations?

" With all forms of savings tax favored under a consumption tax, should pension plans be altered?

A. Questions for Households

• How should financial planning be adjusted in anticipation of this tax? Will there be an estate and
gift tax under the new system? Could the returns on existing investments be adversely effected
by incomplete transition relief?

* Should some types of investments not favored under the current system (e.g., stock with high
dividends, certificates of deposit) be given additional weight in personal portfolios?
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• Should some types of investments currently tax-favored (municipal bonds, whole life insurance)
receive less weight in personal investment portfolios?

a If there are no deductions for charitable giving, should contributions be accelerated before the
effective date? Should charitable giving be reduced over the long term?

a If there are no deductions for state and local income and property taxes, should relocation
decisions be reconsidered because cost differences between low- and high-tax jurisdictions will
increase?

E Economic Questions

* Will consumption taxes have adverse pre-enactment effects? For example, will taxpayers delay
capital purchases until date the new system takes effect in order to expense their purchases. Will
taxpayer delay exports, and rush imports, before border adjustable taxes take effect? Will
taxpayers defer recognition of capital gains until the effective date?

0 What quantitative effect will consumption taxes have on employment, wages, inflation, and
productivity? How long will it take for any positive effects to take hold?

• What effect will these consumption taxes have on the distribution of income?
* What effect will a replacement consumption tax have on Federal revenues? If there is a shortfall

or excess in revenue from predicted levels will there be automatic adjustments in tax rates? Will
pre-enactment behavioral responses significantly reduce revenues in the early years of the tax?

* What effect will a replacement consumption tax have on real estate values?

F. Political Questions

• What is to prevent the political process from weighing down any replacement consumption tax
proposal with amendments that result in additional complexity? This applies not only to the
original legislation, but also to actions by subsequent Congresses?

• Will likely 'losers" under a consumption tax (e.g., realtors, insurance companies, State
governments, unincorporated businesses, retailers, etc.) be accommodated with special tax relief?
If so, how?

0 Is there any room for compromise on the notion of totally replacing the current income tax
system? Could a new consumption tax be used to reduce income tax rates? Or perhaps just
eliminate the corporation income tax?

* Can a replacement consumption tax be enacted without strong presidential leadership?
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NILS BJERG
CERTIFIED PUBUC ACCOUNTANT

945 VICTORIA DRIVE
ARCADIA, CALIFORNIA, 91007

February 8, 1996

Editorial Section
United States Senate
Committee on Finance
Washington, D. C. 20510

Re: National Commission on Economic Growth
& Tax Reform's Report Hearing

January 31, 1996

Gentlemen,

I understand that the Senate Finance Committee is soliciting the views of individuals
that have an interest in the overhaul of the present Federal tax system. Having spent a
greater portion of my life dealing with tax filings, planning, research and appeals, I have
solicited the thoughts and opinions of many of my constituents, clients and associates
regarding the various current approaches to correcting a tax system that has long since
become incomprehensible, unjust, unfair and onerous. This is obvious when one
understands that a high percentage of the responses from IRS agents to any tax
question are incorrect, and that given one set of facts to 50 professional tax consultants
yields 43 different amounts of tax due.

The individuals that I have discussed the issues with concur with the following
mandates for the overhaul of the present system:

A. Repeal the existing Internal Revenue Code, Internal Revenue Regulations and
Revenue Proclamations and eliminate the existing Federal Income Tax.

Justifications:
1. Because of the multiplicity of objectives of the current tax system, the

present Internal Revenue Code and Internal Revenue Regulations has
become a labyrinth that even tax professionals cannot comprehend.
a. If one can get through to the IRS, which is unlikely, a high

percentage of the answers to tax questions, given by the agents,
are incorrect. To make matters worse, if the tax filer uses this
incorrect information and upon later examination Is subsequently
assessed additional tax interest and penalty plus the cost of the
personal time and that of the professional representative, these
costs are rarely recoverable.

b. In experiments to assess the ability of tax professional to correctly
interpret the Code and Regs., a very high majority of these
professionals arrived at different amounts of tax liability given the
same facts, which only serves to prove that the system is
unworkable.
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2. The existing system is unfair.
a. The underriding premise of the existing tax system is one of self

assessment. Because the majority of the taxpayers cannot
understand how to assess themselves, they are forced to retain
professionals who will charge them from $20 to many thousands of
dollars to prepare the filings. Many taxpayers pay more to their tax
preparer than they pay in taxes themselves.

b. Because the current system taxes 'reportable income" it gives rise
to the *underground economy" where unreported income
flourishes. Billions of dollars flow through the *underground
economy" escaping taxation thus placing a higher tax burden on
those who honestly try to adhere to the law.

c. Because the existing system taxes earning capacity at increasing
rates, it unfairly assesses individuals who succeed in increasing
their earning capacity through education, ambition and hard work.

B. Establish a new system that adhere to the following mandates:

1. Must provide regulations that are simple and easily understood by all
citizens.

2. Must treat all citizens equitably and fairly.

3. Must adequately fund national programs and the federal government.

4. Must encourage individual saving, investment and wealth accumulation.

5. Must encourage individuals to increase their earning capacity.

6. Must be easy and inexpensive to administrate so that a minimum needs to
be spent on collection and enforcement of tax.

7. Must move toward the elimination of the National Debt within a
reasonable time period. Ifwould seem that 25 to 30 years would be
considered to be a reasonable time period.

8. Must tax consumption and not earning capacity.

It appears that the single rate consumption tax (National Sales Tax) comes the closest
to adhering to the above eight mandates.

1. A single rate consum ).jon tax is simple and easily understood by all. The
great majority of the states have enacted this type of tax and there
appears to be a minimum of misunderstanding on the requirement.

2. A single rate consumption tax treats all individuals fairly and equitably.
The more and individual spends and consumes, the more tax is collected
from that individual. Certain basis necessities of life should be exempted
from the tax and therefore each individual can control the amount of tax
they pay by controlling their consumption.
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3. A single rate consumption tax will adequately fund national programs and
the federal government and is easily adjustable by adjusting the tax rate.

4. A single rate consumption tax will encourage individual saving,
investment and wealth accumulation because when savings and
investment expenditures are not taxed, it encourages individuals to
convert consumption to savings and investment.

5. A single rate consumption tax will encourage individuals to increase their
earning capacity because when earning capacity is not taxed, increased
earnings increase individual net worth dollar for dollar.

6. A single rate consumption tax is easy and inexpensive to administrate and
significantly less will need to be spent on collection and enforcement of
tax than is currently dedicated to the IRS. A Federal audit agency will
need to be established to insure that retailers are properly charging,
collecting and forwarding the correct tax amounts. However, this agency
should be far smaller and less costly to administrate than the IRS.

7. A single rate consumption tax can move toward the elimination of the
National Debt as easily as any other type of tax. The key is how to
control expenditures on the National level and much will the American
people be willing to spend to reduce the debt each year. These are the
same criteria that face any tax system.

8. A single rate consumption tax by definition taxes consumption and not
earning capacity.

Currently, the closest tax reform concept advocating these mandates is one that has
been advanced by Sen. Dick Lugar. While there may be a number of refinements that
will be necessary to make this concept workable, it follows all the mandates set out
above. All the flat tax proposals that have been advanced suffer from the same
principal; that is they all tax earning capacity, not consumption and further would
preserve the IRS or another namesake and the enforcement of the flat tax would be as
costly as the current IRS. In addition, all flat tax concepts would be far more complex
and difficult to understand that a single rate consumption tax

I appreciate your serious consideration of these mandates.

Sincerely,

Nils Bjerg
Certified Public Accountant
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An "* HONEST NO HOLES " FLAT TAX can
save everyone money. Even the
government tax reform hearing

January 31, 1995

Editorial Section
United States Senate,
Committee on Finance
Washington, D. C. 20510

Dear Mr. Joseph H. Gale:

The first object is to take away " all * the so called
loop holes ". This means that every ones tax must be programmed

from the same record. Every one, from the smallest baby to the
oldest human being, regardless of sex, white, black or what ever,
shall be treated as one unit. Each unit will be taxed on his, her
or its income for one year at a time. It matters nothing as to
where the income comes from. Sale of stock, bank interest, gambling
or just plain every day labor. The tax will be figured on a
A percentage " basis and will be the same for each person or Unit.

You, as a human being, have certain things that you must
pay for, in order to continue to live. I do also, same as the man,
the lady or the child that is alive. Therefore the only exemption
given will be given to each unit or person in order that the unit
or person may live and continue the same as his fellow human. A
family may group their income but each will be treated as only one
unit and only blood relation may be treated as a group. The amount
allowed as a living deduction may be varied only as the cost of
living goes up ot down.The cost of living, and the percentage tax
should be set by congress on a five year basic period in order
that the unit will have the opportunity to make plans for his
future living conditions.

As an example we will start with two people or units.
One has a total income of $30,000 and the other has a income of
$210,000. Each person will be allowed a deduction of $19,000.
Each person will pay a 15X tax as per congress. This means that the
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person earning #30,000 will pay a tax of $1650. The other person
that made $210,000 will pay $28,650. Each unit or person knows

exactly what the tax will amount to and can make plans on how to

organize his or her future.

If each of those people acquired a family of a wife and

one child and they did not earn an income it would come out like

this. $30,000 (- 19,000 x 3) = -27,000 and no tax while the other

earning $210,000 ( -19,000 x 3) = $153,000 x .15 = $56.999.85.

These figures are only for the example and need to be
based by congress on what the cost of living for a person would be
and just how much the government needs to continue. The government
and its present tax plan does not allow a person enough money to

live on before it tries to tax a person to pay for progress. All

people expect to pay for honest laws but the saying , "The rich

get richer and the poor get poorer", has to stop or there will be

internal rebellion just as is happening in the smaller countries

The greedy need to be taught that money will not buy
happiness or health. Enjoy every penny you work for but do not

expect the public to like you when you can not spend what you have.
The rotation of all the money is the law of Economics to continued
success. The government involvement in the banking business only

prolongs the time when the equalization process will work. After

having gone through three depressions, I am happy to say I will not

be around for the next one. It will be a Block Buster.

Yours truly,

Russell L. Cook

Stonehedge Park # 27

39820 U. S. 19 North

Tarpon Springs, FL

34689-834 7

C: \WP51LETTERS\SENATE.JOE January 29, 1995
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A LAND VALUE TAX CAN BE BETTER THAN A FLAT TAX

at

THE U.S. SENATE FINANCE COMMITTEE

hearing on the report of the

National Commission on Economic Growth & Tax Reform

January 31, 1996, SD-215

A Flat Tax may be better (simpler) than the current income tax, but it
has two serious problems:

(1) A rate of 17% or 20% won't be high enough to replace the current
income tax. Milton Friedman estimates in Reason Magazine (1995) that it
might have to be 40%.

(2) A rate of 0% would be better. The federal government should tax
instead something which is not produced by human labor - i.e., land -

rather than a commodity whose produdtion a flat tax will discourage. The
rest of this paper will discuss the advantages and the means of land
taxing.

Why tax land values?

(1) It encourages owners to use their sites efficiently (otherwise the
tax expense would exceed the income from an inadequate improvement). Even
if the land tax revenue were thrown away, economic development would be
encouraged.

(2) A land tax can provide revenue to reduce income taxes from current
levels.

(3) If land values are taxed, the price will be lower, which will make
it easy for non-rich people to get land and go into business. Also, most
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voters will pay less with a land value tax than with any other tax it would
replace (and not only because commercial and industrial property owners
will help them pay the land value tax).

Much more could be said about this tax which hundreds of cities
throughout the world, some in the U.S., are using with good results
(studies of their experience are available upon request). Many well-known
endorsers back this tax.

Isn't such a tax the province of local and state governments only?
NOI The federal government taxed land values in 1798, 1811 and 1861.
Since it is a direct tax, the federal government can levy a $400 per capita
tax on each state and specify that the states are to collect the revenue
with a tax on land values. There are thirteen other ways by which the
federal government can promote the taxation of land values. Those who are
interested to know more about this tax can call this organization, which
has experience with such a tax and has performed many studies of it.

If we contine to tax Free Enterprise, we will kill it. Tax land
values instead.



114

STATEMENT OF JACK E. GREG

This statement is regarding the January 31 hearing on tax
reform. It addresses four tax categories.

1. EXCESS IMPORTS TAX

A new tax is needed to protect our good jobs. We cannot
endure huge trade deficits; we must defend against countries
which, one way or another, have large trade surpluses.

Since 1970, we have experienced a growing trade deficit which
resulted in a decline of our industries. We no longer make

significant numbers of radios, televisions, VCRs or other

consumer electronics. Our steel and textile industries have

withered, and we make about half as many cars as we used to.

The list goes on and on, and if this trend is not stopped, we

will become a non-industrial (i.e. poor) nation!

Of course, this loss of industries, resulted in the loss of

millions of well paid manufacturing Jobs. This, in turn

Impacted many service businesses, that depend on the spending

of Industrial workers, causing further loss of good Jobs.
This job loss is decimating our middle class.

The best measure of the health of our middle class is our

median wage. Lester Thurow said that: since 1973 our real

(inflation adjusted) median wage has decreased more than 10%.
This is unprecedented, and is due, primarily, to the loss of
our good industrial jobs to other countries.

We must not tolerate a large trade deficit with any country.
All imports from countries such as China or Japan, with which
we have large trade deficits, should be taxed. A good name
for this tax is Excess Imports Tax (EIT). We should not be
greedy, like we were in 1930 with the Smoot Hawley tariff (or
like China and Japan are now). We should never again use
import restraints to build a trade surplus! Therefore the
EIT should not be used where our trade deficits are small, as
is the case with Canada.

I suggest we start with an EIT of 10%, applied to all imports
from any country which has a trade surplus with us, greater
than 25%, and then remove the EIT when that surplus sinks
below 5%. Canada would not be affected because Its trade
surplus with us is well below 25%.

The EIT will encourage Americans to buy less from the
offending country, and/or it will encourage that country to

buy more from us (to remove the EIT). Either way, our

industries will prosper, and our tax revenues will increase.

In summary, we should drop our quest for "free trade",
because that will not ensure small trade deficits. Instead,
we should use the EIT to keep our trade deficits small.
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2. A FLAT TAX

I am opposed to a flat tax because it will either reduce tax
revenues, or increase taxes on the non-rich.

Most of the proposals, from Congress and presidential
candidates, have been for a fixed rate of about 15%, and
while this will not hurt the non-rich, it will surely reduce
tax revenues to the point where it will be impossible to
balance the budget without severe spending cuts.

Some, who misinterpret the Laffer curve, say that cutting
taxes on the rich to less than 39.6% will induce them to
Invest more and thus expand the economy so -s to create more
tax revenues. Baloney. I think the peak of the Laffer curve
should be at about 75% instead of the 50%, often shown.
Some, who have plenty of money, might be tempted to retire at
rates of 75%, but there would be some who would work harder,
to keep the same take home pay as they had with a 70% rate.

The result of the cut in the top tax rate from 70% to 28% in
the early 1980's, shows the folly of expecting all tax cuts
to raise revenues. Between 1980 and 1992, the national debt
quadrupled from about $1 trillion to about $4 trillion!
About the only economic parameter that went up is the Dow
Jones Industrial average, and that has little real effect on
the economy, as will be discussed in the third section. To
keep from reducing revenues, a flat tax would have to have a
rate close to the present top rate of 39.6%, because most of
our tax revenues come from the very rich. This rate would be
very unfair to the non-rich and would force many, with
marginal incomes, into poverty.

It is said that a "flat tax Is a simplification". What could
be simpler than the present tax table? After figuring your
taxable income, it only takes about 5 seconds to look up your
tax in the tax table, and the table can be as progressive as
needed to raise adequate revenue, while not hurting the non-
rich. A single tax rate would not even save one second!

In summary, I strongly believe in progressive taxes, and
recordmend four rates of: 15%, 25%, 35%, and 45%.
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3. TAXES ON INVESTMENT INCOME

The three types of investment income, in alphabetical order,
are: capital gains, dividends and interest. Generally, they
don't deserve tay breaks,'but because they are degraded by
inflation, they should be indexed for inflation. Only real
(inflation adjusted) income should be taxed.

Capital gains get the best tax treatment, but are generally
the least deserving! Probably 99% of capital gains accrue
from resales of old stock, say from Smith to Jones, and the
company, that issued that stock, couldn't care less who owns
it! Resales only create Jobs for stock brokers, and are what
Ross Perot called: "a dice throw on Wall Street". Buying old
stock is gambling, just like buying a lottery ticket.

Even new stock, issued by an established company, may not
create any jobs, because it is often part of a reorganization
which could result in downsizing, including layoffs! The
vast majority of real capital gains should be taxed at the
same progressive rates as for wages. To determine the real
capital gain, the purchase price of the capital asset should
be converted to current dollars.

The only capital investment that should be encouraged, is new
stock for a start up company, that truly creates new jobs.
The burden of proof should be on the tax payer, to convince
the IRS that a capital gain was the result of job creation.
Only then, should a portion of the real capital gain bp
exempt from tax.

Dividends should only be taxed once, so the issuing company
should not be taxed for any profit that is distributed as
dividends. The stockholder should pay tax on his real
dividends at the same progressive rates as for wages.

interest is probably the most deserving of tax breaks because
it is the result of savings, which should be encouraged.
Savings make money available to banks, etc., to lend out to
builders, manufacturers, etc., which create jobs. As a
minimum incentive for saving, interest should be indexed!

To index dividends and interest for inflation, the taxable
income should be reduced by the ratio of the real Income rate
to the apparent rate. For example, if the CPI is 2%, and the
apparent income rate is 5%, then the real income rate is 3%.

In summary, I recommend no special rates for investment
income, but those incomes should be indexed for inflation.
Interest, and a very few capital gains, may deserve more, but
with our huge debt, indexing is enough of a "tax break".
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4. TAX ON SOCIAL SECURITY BENEFITS

To keep the Social Security Trust Fund solvent, many believe
that Social Security Benefits (SSB) should be means tested so
that the very rich (who don't need it), will receive no SSB.
The following Is a way to do this, using the income tax.

My plan consists of 4 parts:

1. Do not include any portion of SSB in the income section of
form 1040 (line 20b should be eliminated).

2. Compute the tax on SSB separately from other taxes, as a
function of Adjusted Gross Income (AGI) and SSB.

3. Report this tax on SSB, separately, in the "Other Taxes"
section of Form 1040.

4. The IRS should return all taxes on SSB to the Social
Security Trust Fund.

At present, the very rich will have 85% of their SSB taxed,
but, especially if they have a lot of exemptions, will pay
only a small portion of this in taxes. Also, this tax is
buried in the total tax on form 1040, and so cannot readily
be returned to the Social Security Trust Fund.

The following table shows that those with an Adjusted Gross
Income (AGI) of $200,000 pay a tax on SSB, which is only
about 30% of their SSB. By rights, they should pay back
100%! The table compares present (1995) taxes on SSB with my
proposed tax on SSB, for two example amounts of SSB.

TAX ON SOCIAL SECURITY BENEFITS FOR JOINT FILERS

SSB = $10,000

PRESENT** PROPOSED#
$ 0 $ 0

300
600
900

1,464
2,380
2,380
2,380
2,380
2,635
2,635
2,978
3,060
3,060

300
600
900

1,350
2,100
2,850
3,600
5,100
6,600
8,100
9,600

10, 000##
10, 000##

SSB = $20,000

PRESENT** PROPOSED# $
$ 0 $ 0

300 300
600 600
900 000

1,665 1,200
4,494 2,700
4,760 4,200
4,760 5,700
4,760 8,700
5,270 11,700
5,270 14,700
5,788 17,700
6,120 20,000##
6,120 20,00001

AGI*

32,000
36,000
40,000
44,000
50,000
60,000
70,000
80,000

100,000
120,000
140,000
160,000
180,000
200,000
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* AGI is Adjusted Gross Income, similar to line 31 on 1995
Form 1040, except it includes Tax-exempt interest, and
instead of using a special calculation of taxable SSB, it
includes Just 1/2 of SSB (AGI is like line 7, in the 1995 SSB
worksheet on page 18 of the form 1040 instructions).

** Calculated for Joint filers, both over 65, using the
standard deduction, with no tax-exempt income, and using
numbers from the 1995 form 1040 instructions.

# Zero for AGI less than $32,000; 7.5 cents for each dollar
the AGI exceeds $32,000 up to $50,000; $1,200 plus a
"percentage" of each dollar the AGI exceeds $50,000. For
these higher incomes, the percentage is 7.5 times SSB divided
by $10,000. Thus the percentage is 15% fcr SSB = $20,000,
etc. Note: if the computed tax on SSB exceeds the SSB, then
the tax on the SSB is limited to 100% of the SSB.

#N The proposed tax is limited to 100% of SSB.

Note, in the table, that the proposed tax on SSB is the same
as the present tax for low values of AGI, and is generally
less for AGI between $50,000 and $70,000. For AGI higher
than $70,000 (about twice the median income) the proposed tax
on SSB rises above the present tax, until it reaches 100% of
the SSB at an AGI of about $170,000 (about 5 times the median
income).

Note also that: this table shows proposed taxes on SSB for
joint filers. Similar tax rates, but with lower applicable
values of AGI (e.g. $25,000 in place of $32,000), should be
provided for single filers.

In summary, I suggest we tax Social Security Benefits
Separately from other income, at very progressive rates so
that for high incomes (more than 5 times median), the tax on
SSB is 100%. Thn, list this tax under "Other Taxes" so that
it can be identified, and returned to the Social Security
Trust Fund.

Sincerely, LK-/

Jack E. Gregg
1100 S. Belcher Rd. Lot 366
Largo, FL 34641
(813) 535-1980
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HOWARD PARSONS
14075 Cooper Rd Spring Hill Florida 34609

(904)-688-9619

>Internet: 72270,2013 @Compuserve.Com

United States Senate
Committee on Finance;
Washington DC 20510

Gentlemen:

The Flat Tax as such is of very little importance to me. The difference in my
present day taxes and those under Mr. Steve Forbes' flat tax proposal are insignificant.

I do however have a proposal that I believe the IRS should consider. I recommend
that the IRS put on line each year a do%idoadable piece of software that will allow anyone
who's on line to download it and prepare his or her taxes and file them electronically. rm
sure you are aware how much time and money this will save IRS and their annual cost of
return processing. Those returns filed electronically sing software distributed by the
department can and will be checked automatically, electronically.

The Software could readily. be distributed b. the commercial networks like
Compuserve, America on Line, or Prodigy and others, probably at minimum cost.

I know that commercial software is available, but the price is prohibitive for a
senior citizen hke me. There are many of us who must file and were you to follow th s
suggestion both of us would save money annually.

Very Truly Yours

Howard C. Parsons
122 09 2486

M
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STATEMENT OF VHA INC.
TO THE COMMITTEE ON FINANCE
OF THE UNITED STATES SENATE

IN CONNECTION WITH THE HEARING ON
TAX REFORM COMMISSION REPORT

January 31,1996

Submitted by Mr. Daniel P. Bourque
Senior Vice President

VHA Inc.
220 East Las Colinas Blvd.

Irving, TX 75039-5500

VHA Inc. (formerly, Voluntary Hospitals of America, Inc.) appreciates the
opportunity to submit this testimony on the National Commission on Economic Growth and Tax
Reform's report on tax reform. Structural tax reform is of great interest to not-for-profit
organizations nationwide, and a serious matter for charitable hospitals throughout the United
States.

VHA is an alliance of over 1,300 not-for-profit hospitals and health care
organizations in the United States. The purpose of VHA is to offer health care organizations
information, products, and services to improve community health, clinical quality, and
operational efficiency.

VHA's mission is directly related to the viability of the not-for-profit community
hospital in the face of increasingly competitive economic pressures. Indeed, the need to develop
economic strategies to ensure not-for-profit hospitals' ability to achieve their mission is a
principal objective of VHA programs and activities.

Summary of Comments and Recommeda!tios

Not-for-profit heAth care provi-lers play a critical role in meeting community health
needs. Federal tax benefits are important in helping such organizations to carry out their mission
and to meet their needs for capital.

VHA strongly supports efforts to make the tax code fairer, simpler, and more efficient.
However, tax reform proposals (including the flat tax recommended by the National Commission
on Economic Growth and Tax Reform) raise various unanswered questions, such as:



0 Whether the new taxes will apply to not-for-profit organizations;

• Whether essential tax incentives, such as the exclusion for tax-exempt bond interest and
the deduction for charitable contributions, will be eliminated or diluted; and

0 Whether increased state taxes would be triggered by any change in federal tax status of
charitable health care organizations.

VHA looks forward to working with Chairman Roth and the Committee to address these
concerns in a creative and appropriate manner.

Role of the Not-for-Profit Sector

Historically, the not-for-profit sector has filled an important role in American
society. First, it has served to lessen the burdens of Federal and State government. It has done so
by taking on tasks which might otherwise fall to governmental agencies, but which are handled
more efficiently and humanely by publicly supported charities. Such tasks have included
providing food and shclter for the poor, and urgent and routine medical care for the indigent.
Second, it has provided goods and services deemed to be inherently beneficial to the public--e.g.,
education, care for the elderly, and community-focused health care. Traditionally, the not-for-
profit sector has used volunteers and funds provided by charitable contributions to subsidize the
cost of such goods and services so that they may be distributed more widely.

The National Commission on Economic Growth and Tax Reform, chaired by former
Congressman and HUD Secretary Jack Kemp, has been charged by Senate Majority Leader Bob
Dole and House Speaker Newt Gingrich with the task of listening to taxpayers from across the
country to determine how the tax code should be reformed. The Commission has concluded that
the current Internal Revenue Code should be repealed in its entirety and replaced with a
simplified tax system based on a flat tax. The Commission was mindful of the needs of not-for-

profit organizations which rely on tax -eductible charitable giving for survival. Thus, it called for
"a renaissance in private giving and commitment to overcome those social problems which

government programs have either failed to improve or made worse..... However, the

Commission provided no specific recommendations pertaining to not-for-profit organizations.

Rather, it welcomed national debate over how such organizations should be treated under a new

tax system.

We are greatly encouraged by the Commission's recognition of the important role

of the not-for-profit sector and applaud the Commission's conclusion that "America needs a

renaissance of private giving." We would also welcome a national dialogue on how to best

protect and preserve not-for-profit institutions so that they can continue to serve their vital social

and economic role in American life.
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Special Role of Not-for-Profit Health Care

Not-for-profit hospitals continue a centuries-old tradition of healing and
comforting those who suffer -- the sick and dying, victims of accidents and crime. Through
them, the burdens of meeting the health care needs of communities and the special populations
within them are shared with government. Historically, they have shouldered with the Federal,
State and local governments the responsibility for meeting a broad range of health care needs of
the communities in which they are located. Indeed, throughout American history, most general
hospital care, institutional outpatient services, and formal home care have been provided by not-
for-profit, non-governmental organizations. Moreover, many of the critical improvements in
medical care have been developed at not-for-profit institutions.

Not-for-profit hospitals, which comprise approximately 60% of all community
hospitals in the United States, have consistently provided a broad range of services. Not-for-
profit hospitals provide medical research, education, community health care services, and
specialty services. They are also committed to providing essential -- if sometimes unprofitable --
services such as 24-hour emergency rooms, neonatal intensive care, burn units and care for AIDS
patients. Not-for-profit hospitals are social charities as well as providers of medical services.
Volunteers provide a wide range of practical help from transportation to hospital visits.

Not-for-profit hospitals today have grown into sophisticated health care provider
organizations, but their charitable role is no less important. Moreover, Congress' decision not to
enact universal health reform legislation means that voluntary hospitals may be required to
assume even greater burdens now and in future years. Impending Medicaid and Medicare budget
cuts will pose additional challenges for community-based health care providers. As in the pas',
i.ot-for-profit charitable hospitals will be called upon to meet community health needs that
Government is unable or unwilling to fulfill.

Importance of Tax Benefits for Not-for-Profit Orfanizations

The exemption from income tax of charitable and other not-for-profit
organizations is long-standing.' The exemption permits not-for-profit organizations to set aside
or retain earnings for future capital improvements. It also provides a uniform foundation for
many sta'e tax exemptions.

A second key provision is the deduction for charitable contributions. Congress
has long sought to encourage charitable donations through the tax system. The deduction for

charitable giving has existed almost as long as the income tax itself. Charitable giving goes hand

I Prior to the enactment of the first corporate income tax, the tax "exemption" of non-profits existed primarily

by statutory omission. Customs and excise taxes applied only to specified business entities and activities. When the
income tax of 1894 imposed a flat two percent rate on all corporate income, Congress provided exemption for not-
for-profit charitable, religious and educational organizations, as well as certain not-for-profit mutual organizations.
Comparable measures were subsequently enacted after the Sixteenth Amendment was ratified, firmly establishing the
principle of tax exemption of not-for-profit organizations.
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in hand with volunteering as the primary means by which many not-for-profit organizations are
able to carry out their mission. In the health care context, individual and corporate contributions
are essential funding sources for medical research and education.

A third tax provision that directly benefits charitable organizations is the
exclusion for tax-exempt bond interest. Charitable organizations with significant capital needs,
such as hospitals and universities, rely on tax-exempt financing to lower their cost of capital.
Since not-for-profit hospitals cannot by law issue stock to raise money through the equity
markets, debt and retained earnings are their only sources of capital for much needed expansions,
renovations and consolidations.

Income Tax Restructurini

VHA strongly supports the Commission's recommendation to make the federal
tax system simpler and more efficient. It also applauds Chairman Roth for pursuing reforms that
would encourage savings and investment, improve the international competitiveness of U.S.
business and increase tax revenues from the underground economy and non-compliant taxpayers.

However, the movement to completely replace the federal tax system poses a
number of problems for not-for-profit organizations. It is our hope that these problems will be
faced squarely and resolved creatively so that the unique role of not-for-profit organizations will
not be compromised or their influence eroded.

Issues Posed for Not-for-Profit Organizations by Structural Tax Reform

Structural tax reform could adversely affect many not-for-profit organizations.
Issues that particularly concern VHA as an alliance of not-for-profit health care organizations
include the following:

Whether the New Taxes Will Apply to Not-for-Profit Organizations

It is unclear whether the "Business Tax" portion of the proposed "Flat
Tax" would apply to tax the income that not-for-profit organizations
derive from activities related to their exempt purpose. Many consumption-
based tax proposals apparently would apply to not-for-profit organizations
that provide goods and services. Exemption from such taxes may be tied
to a particular service or product, rather than the type of entity that
supplies it. VHA believes that Section 501(c)(3) organizations should
be exempted from any such new taxes, except with respect to
unrelated business Income that would be subject to tax under current
law.

-4-
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" Whether Exemption May Result in Partial Taxation

Exemption from income tax completely eliminates tax on not-for-profit
organizations. Exemption from a consumption-based tax only exempts the
value added by the not-for-profit organization from tax, not the tax on the
goods and services it purchases from other businesses. Under Canada's
goods and services tax ("GST"), charitable not-for-profit organizations are
exempt with regard to most of their services, but also are allowed a 50
percent input credit. VHA strongly suggests that the Committee
consider a mechanism to enable a not-for-profit organization to
receive a credit for tax previously paid on Inputs, as well as an
cxemptlon for Its own value added.

* Whether Essential Tax Incentives Will be Eliminated or Diluted

Not-for-profit organizations depend not only on exemption from income
tax, but also on current law incentives for charitable deductions and tax-
exempt bond financing. Many of the reform proposals, by eliminating or
diluting the exclusion for tax-exempt bond interest, would sharply increase
not-for-profit hospitals' "cost of capital" at a time when they simply cannot
afford it. Such proposals would also eliminate or restrict the tax incentives
for individual and corporate donations that fund medical research and
community health initiatives. VHA would like to work with Chairman
Roth and his staff to maintain appropriate Incentives for meeting not.
for-profit hospitals' capital needs and charitable giving objectives.

Any Erosion in the Federal Tax Exemption for Charitable Health Care
Organizations May Trigger Increased State Taxes

Many State tax exemptions derive at least in part from exemption from
federal income tax under Section 501(c)(3). Even hospitals that operate on
extremely narrow margins or at a loss for income tax purposes would have
substantial property tax liability if exemption standards were altered. In
addition, repeal of Section 501(c)(3) could trigger adverse income and
sales tax consequences in many States. VHA urges the Committee to
retain Section 501(cX3) even If it changes the basic framework of the
tax code.

Conclusion

The not-for-profit sector contributes significantly to the public good by lessening
the burdens of government. It provides many essential services efficiently and compassionately.
It promotes and nurtures American values of altruism, volunteerism, and pluralism. In view of
anticipated cuts in Medicaid and Medicare, not-for-profit hospitals and health care organizations
will be challenged to do more than ever before to maintain access to quality care for all
Americans.
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Although VHA strongly supports the Commission's tax reform initiatives, it has
several concerns regarding the possible impact of any new tax system on not-for-profit
organizations. These include concerns regarding (i) the scope and applicability of a
consumption-based flat tax, and (ii) the difficulty of fashioning revenue-neutral exemptions, (iii)
the potential elimination of essential tax incentives, such as the exclusion for tax-exempt
financing or the deduction for charitable contributions, and (iv) adverse state consequences
triggered by a change in the federal tax system..

VHA looks forward to the opportunity to work with Chairman Roth, the Members
of the Committee, and their respective staffs to address these concerns in a creative and
appropriate manner.

45-868 98 - 5
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Questions from Senator Roth

Question 1. Should the tax code be neutral, seeking only to raise revenue in the least harmful
way, or should it incorporate an agenda, seeking to foster social policies?

Answer. In general the tax code should be neutral. There are several other ways to foster
social polices. such as direct federal spending, block grants, and regulation. Two of the
deductions that the commission recommended are good social policy, but are also good tax
policy. A deduction for charitable giving supports private, local solutions to social ills. It is also
good tax policy, on the principle that income should be taxed at the level of the individual who
finally gets to enjoy it. In this case, the donor has transferred income to the recipient. The donor
should not be taxed on income he no longer controls, and the recipient is presumably too poor
to owe tax. In the case of the mortgage interest deduction, the mortgagee deducts interest paid,
and the lender pays tax on the interest received. Again, it is good social policy and good tax
policy. The most important neutrality recommendation the Commission made is that income used
for saving and investment should not be taxed more heavily than income used for consumption.
Saving and investment are socially and personally rewarding activities. We do not seek to favor
or subsidize them, but we do urge that the current tax bias against them be eliminated, and that
they receive equal treatment.

Question 2. If tax reform is to benefit the average working man and woman, is it not
essential that there be a deduction for PICA taxes?

Answer Ye& The Commission felt strongly that the deduction should be retained for
the employer's half of the payroll tax and expanded to cover the emplyee's half of the payroll
tax, with appropriate corresponding treatment of social security benefits. That would be a clear
improvement over current law, and a good step to take until such time as it might be possible
to reduce payroll taxes.

Question 3. Your report reminds us that Congress has conferred tremendous powers on the
Internal Revenue Service. You point out that it is five times the size of the Federal Burau of
Investigation and twice as big as the Central Intelligence Agency. Perhaps the thing that
concerns most of us is that the IRS controls an enormous amount of information about individual
Americans, far more than any other agency. With this kind of power, the potential for abuse is
great.

Does the Commission find that the IRS has adequate controls and procedures in place to
identify and prevent instances of taxpayer abuse by IRS officials?

Answer: The Commission heard similar concerns as it listened to taxpayers around the
country. Specific complaints, however, had more to do with complexity, and with sharp penalties
required by law even in cases of unintentional violations of the tax regulations. We heard no
testimony suggesting deliberate misuse of information. It seems to me that the complexity of the
IRS code imposes burdens on the IRS as well as on taxpayers. When the code is so complicated
that neither party can be sure of what the law means, there is enormous difficulty in compliance
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and enforcement. We heard from IRS agents who were in complete agreement that the code
cannot be fixed and should be scrapped.

Question 4. The world is becoming more economically interconnected and competitive.
Considering the trend toward globalization and the importance of trade, how important is border
adjustability in any tax reform plan?

Answer. One of the background papers in the Commission Report ("Simplify
International Taxation") goes into considerable detail on this question. In brief, most economists
are skeptical that border adjustment would be of any benefit to the over-all economy. We would
take some resources now being devoted to producing goods and services for sale in the United
States and devote them instead to production for export, and we would replace the missing
products formerly sold here with imports. These changes would be facilitated by exchange rate
adjustments. The over-all balance of trade and the levels of GDP and employment would be
largely unchanged. What is more important with respect to the ability of American firms to
compete abroad is the tax treatment of saving, investment, and labor. Saving and investment
should be taxed no more heavily than income used for consumption. That would boost saving
and investment, and restore some of the high value added manufacturing jobs that have been lost
over time in the United States. The resulting higher U.S. productivity, combined with a low, flat
tax rate, would make American labor the most employable in the world.

Question 5. The Commission's report recommends that tax reform should make the U.S. tax
system territorial. Than is, a U.S. business's overseas earnings should be exempt from tax. How
do you answer the concern that a territorial system might lead to businesses' shifting operations
overseas?

Answer:. Most of- ur major trading partners have taxes as high or higher than in the
United States. Most of the potential U.S. tax liability of U.S. firms producing abroad is offset
by tax credits against foreign taxes paid. In other words, these companies are basically taxed by
the foreign government, not the U.S. government, even under current law. Territoriality would
simply stop the charade of calculating a hypothetical U.S. liability and then canceling it out, and
would end an enormous amount of tax complexity.

As for countries with low tax rates, there would be no mass exodus of U.S. producers to
such places. These countries do not have idle resources waiting to be employed. Our firms
would have to bid them away from other uses, raising their cosL Those other uses include
whatever production they are selling to the U.S. or other nations under current law, resulting in
a shift in the composition of their exports, but not necessarily an increase in their over-all trade
surplus. The balance of payments must balance for these nations as well as for any other. If
they were to earn more dollars, they would ultimately spend them somewhere, resulting
eventually in more purchases from the United States by someone abroad.

Question 6. Senators Domenici and Nunn have labored hard and long to -velop a tax reform
proposal they call the "Unlimited Savings Allowance" or "USA". A noteworthy feature of the
Domenici Nunn plan is a new deduction for a taxpayer's saving during the year. This feature
of the Domnici-Nunn plan has the advantage of promoting saving, but has been criticized as
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adding complexity to the tax code. My question to you is, recognizing the importance of
spurring saving, is more complexity a fair trade-off in this instance?

Answer. If you look closely at the support documents of the Commission report ("Tax
Biases Against Saving and Investment and How to Fix Them" and "Growth Friendly Tax
Systems"), you will see that we listed two methods of treating saving neutrally. One is the
"saving-deferred tax", which would allow savers a deduction for saving and tax the returns on
saving on the individual's tax form. That is the method used in the USA tax, and for
contributions to pensions and IRAs in current law. The other method, the "returns-exempt tax",
is not to allow a deduction, but exempt the returns. That is the method used in the Hall-
Rabushka approach, and for purchases of tax exempt bonds in current law. (In the Hall-
Rabushka approach, businesses deduct their capital outlays and pay tax on the earnings of capital
on the businesses' tax forms before the returns are distributed to individual lenders and
shareholders.)

As the background papers illustrate, the two methods yield exactly the same improvement
in the return to saving and the incentive to save. Your question implies that there may be a
psychological advantage to the "saving-deferred" approach, in which individuals could take an
immediate deduction. People will surely see the advantage for saving versus current law under
either method, and, if they do not notice it right away, banks and brokerage houses will help
them to see the advantage through advertising and advice under either type of reform.

The "saving-deferred" approach should not be branded as complex, however.
Furthermore, there are advantages to showing the tax on capital clearly on the individual tax
form. It would lay to rest the notion that the returns on saving are not taxed in an unbiased tax
system, a charge sometimes leveled inaccurately with respect to the Hall-Rabushka alternative.
If the saving-deferred approach were taken, it would be best if it were to involve a single flat tax
rate, rather than the graduated rates in the USA Tax proposal. It would also be best for the
individual tax to stand alone, at an appropriate tax rate, and-not be supplemented by a VAT
collected by business. The VAT is a hidden tax that hides the cost of government from the
taxpayer.

The saving-deferred tix is not as complicated as the question makes it seem. The
(deductible) amount saved each year (the net amount of saving less borrowing) would be reported
to individuals by their financial institutions at year end as a single number, just as interest and
dividends are reported undeir current law. The individual would not have to keep track of every
deposit and withdrawal. It would be simpler, in fact, than the capital gains reporting that it
would replace, in which the individual has to report date of purchase, purchase price, date of sale,
sales price, and taxable difference, for every asset in which a sale occurred. Furthermore, a
single saving-deferred tax would provide the ultimate in simplicity for business filers. All capital
earnings would be taxed on individual twx forms. Businesses would be pass-through entities, like
partnerships or subchapter-S corporations: they might have to withhold tax on behalf of workers
and savers, and would have to report income distributions to workers, savers, and the IRS, but
they would not have to file tax returns.
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Questions from Senator Simpson:

According to the president's Fiscal Year 1996 budget, the current mortgage interest deduction
cost the federal government over $54 billion in 1995 -- the third most expensive deduction. This
deduction permits a taxpayer to deduct all the interest on his/her $1 million mortgage. This
includes a principal residence as well as a beach house or ski house.

If the cap was lowered from $1 million to $300,000, only 4% of taxpayers would be affected and
the deficit would be reduced by $7 billion per year. If we limited the deduction to just principal
residences and not second homes, we'd reduce the deficit by almost $1 billion per year.

Question 1: Was there any agreement or consensus among commission members whether a
home mortgage interest deduction must be included in a flat tax system?

Answer: The commission strongly favored retaining a deduction for home mortgage
interest, on the condition that mortgage lenders continue to be taxed on the interest they receive.

Under the Hall-Rabushka approach, the borrower would no longer claim a deduction for
mortgage interest paid, which would raise revenue, but the lender would no longer have to pay
tax on the interest, which would lose revenue. The result would be close to a revenue wash for
the Treasury (or perhaps a slight increase due to the presence of tax-exempt lenders such as
educational and charitable institutions). When we propose that the deduction be retained, we do
so on the condition that lenders continue to be taxed, rendering the retention of the deduction
largely costless to the Treasury.

Your discussion contains the contention that the mortgage interest deduction costs the
Treasury money. I believe that the figures you cite omit the tax received from lenders on the
same interest. Only if one assumes that the saving should be double taxed would one claim that
the deduction costs anything. The contention is in error in the context of a neutral tax system.

Question 2: Was there any thought given to whether the current deduction should be scaled
back?

Answer There was a very brief discussion at one commission meeting, but no
recommendation at that level of detail. As the report makes clear, there are two ways to achieve
an unbiased tax treatment of saving, in which there is no double taxation of income saved. The
general tax principle is that, so long as the lender is taxed on the interest the borrower should
get to deduct it. If the borrower does not get to deduct it, the lender should not be taxed. That
principle holds true for any loan, mortgage or otherwise, and for large mortgages as well as
small, and whatever the nature of the building. The deduction limits in current law were imposed
to raise revenue, not to conform to basic tax principles.

Question 3: It appears that the Commission's criteria for supporting a deduction in a flat tax
system is whether it "encourages taxpayers to take more responsibility for communities and
neighborhoods in need." This seems awfully broad and could be construed to fit almost any
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deduction and credit we have today. What types of deductions and credits did the Commission
members have in mind when they set forth this criteria?

Answer: We sought to urge the Congress to think carefully about any and every
deduction, and to make sure that it did indeed conform both to basic tax principles and to a
genuine social need before re-enacting it in the recreation of the tax system. In the past, the tax
code has often been loaded up with deductions that were rationalized on the basis of a need that
was, perhaps, not so great as to warrant the resulting economic distortion. There are far fewer
special deductions in the tax code today than a decade or two ago.

The major deduction that the Commission did not take a firm position on was that for
state and local taxes. Two differently-structured tax systems were described, one in which
simplicity would be enhanced if the deduction were dropped, and one in which simplicity would
be enhanced if the deduction were retained. Notes in the report's background papers ("Growth-
Friendly Tax Systems" and "Deductions and Tradeoffs") discuss state and local taxes in some
detail.

If one favors the principle that taxes should not be imposed on taxes, and that income
should be taxed at the level of the final recipient, one would probably favor retaining these
deductions. If one views local taxes as payment for services, such as trash pick-up, that would
not be deductible for homeowners if purchased privately, one might favor disallowing some
portion of the deduction. However, many of the activities of state and local governments are
explicit or implicit transfer payments (welfare, education outlays) akin to charitable contributions
or investment in human capital, or services to businesses that would be tax deductible if
purchased from a private vendor. As the report points out, this is a gray area in the tax literature,
and will have to be decided on the basis of what principles the Finance Committee, the Ways and
Means Conmittee, and the Congress think are most important.
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Questions from Senator Crassley

Question 1. It appears that under various "flat tax" proposals interest expense would no longer
be deductible for income tax purposes. Therefore it seems likely that a highly leveraged small
business person could have a highly negative accounting income or cash flow and a positive
taxable income and tax liability in the same period. This lack of interest deductions would weigh
disproportionately heavily on young persons, farmers, and other entrepreneurs since they
generally carry more debt. How would such a flat tax system achieve economic growth and
fairness with respect to highly leveraged small business persons and entrepreneurs? What
consideration did the National Commission on Economic Growth and Tax Reform give to
transition rules, and how will the Commission's plans for transition to a new Internal Revenue
Code ease the difficulties of highly leveraged small business persons and others affected by the
change?

Answer: You are raising a question about a difficulty that is largely a transition issue.
There are several ways to deal with it.

One way is to achieve neutral treatment of saving by an alternate route, discussed in the
Commission Report background papers "Tax Biases Against Saving and Investment and How to
Fix Them" and "Growth Friendly tax Systems". Under the alternate system, a "saving-deferred
tax," individuals and businesses would expense (deduct) saving and investment and pay tax on
the returns. Interest would be deductible, and the recipients of the interest would ,ay tax on it,
as is generally the case under current law.

The flat tax approach is a "returns-exempt tax" in which individuals and businesses do
not deduct interest payments, but the lenders do not have to pay tax on the interest. It is
important to look at both sides of the transaction, and to understand that new loans under a flat
tax would carry a lower interest rate than under current law that would largely compensate
borrowers for the loss of the interest deduction. The average tax rate on savers and borrowers
is in the neighborhood of 25%. Assume, for example, that a lender is currently charging a
borrower 8% interest. The lender must pay a quarter of the interest received to the Treasury,
netting 6% after tax. The borrower gets to deduct the interest, saving the equivalent of 2%, and
faces only a 6% interest payment after tax. Under the flat tax, the lender would only have to
charge 6% to begin with, because the interest would not be taxed, and the borrower would
experience the same net interest cost as under current law. Competition in the financial markets
would ensure that the interest rate would fall by the amount of the current 2% tax premium. (For
further discussion, see 'How Would Tax Reforra Affect Financial Markets?" by John Golob,
Economic Review, Federal Reserve Bank of Kansas City, Fourth Quarter 1995.)

The lower interest rate would offset the loss of the interest deduction for new loans taken
out after the effective date of the new tax system. However, there is a question as to what would
happen to existing loans bearing the higher interest rates in effect before the reform Even if no
provisions were made for a transition, some of the existing loans could simply be refinanced at
the new, lower interest rate. Refinancing involves service charges or points, however, and it
would be inconvenient at best. Furthermore, some bonds do not have "call" provisions, an
could not be redeemed early. In other cases, a business might have fallen on hard times since
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the original loan was issued, and the lender might not be willing to refinance. All these
difficulties could be eliminated by the simple expedient of permitting borrowers to retain current
law tax treatment of existing loans until they mature. The interest on such loans would continue
to be deductible by the borrower and taxable income for the lender, resulting in no revenue loss
to the Treasury.

Question 2. Some argue that agricultural real estate prices could rise significantly in a world
where a "flat tax" is the rule. This could occur since purchases would be deductible expenses
in the year of the purchase, and conversely, sellers of land would not have the deduction of their
original purchase price or basis in arriving at their taxable income. The entire sales price would
be taxable. Did the National Commission on Economic Growth and Tax Reform consider this
economic effects, and how are, the principles of the Commission achieved in view of these
effects?

Answer. If the excess layers of tax on saving and investment were removed, the after-tax
earnings of businesses would be higher, and they would be worth more. This is as true for farms
as for non-farm businesses. In particular, current law imposes a capital gains tax on increases
in land values due solely to inflation if the property is sold. Expensing the property would
eliminate that extra tax burden. The increase in the value of the property would be of no
concern, however, if the price rose only in line with the higher returns, which is exactly what it
would do in an efficient market.

Your question describes a problem for potential farmers only insofar as the new tax
system might encourage a disproportionate rise in land prices due to some ability to "shelter"
other income because of the expensing of the property. This problem does not arise if the new
tax systems are properly constructed. In fact, this is another difficulty that disappears if one
looks at both sides of the transaction or considers an alternate means of ending the tax bias
against saving and investment.

Under the "saving-deferred tax" described above, the entire issue would disappear because
of the tax treatment of the potential purchaser at the time of purchase of the property.
Individuals and businesses would expense (deduct) saving and investment, including the purchase
of land, stocks, and bonds; they would pay tax on the returns, including the sale of land, stocks,
and bonds. Only net saving would be deductible. Borrowing would be considered negative
saving, and would be added to taxable income.

For example, suppose one were to borrow $90,000 to buy a $100,000 property, adding
$10,000 out of current income for the down payment. The $90,000 in borrowing would be added
to taxable income, and the $100,000 land purchase would be deducted, for a net deduction of
only $10,000. That same deduction of $10,000 would be available if one were to use current
income to purchase stocks or bonds, or deposit it in a bank account. If one were to sell $100,000
of stock, or withdraw savings from a bank account, or sell another piece of property in order to
purchase $100,000 of land, the sale or withdrawal would be taxable, and the land purchase would
be deductible, for a net deduction of zero. Repayment of the loan over time would be considered
deductible saving, but so would any other form of saving, such as purchases of stocks and bonds.
In this system, the deduction for the purchase of land does nothing more zo postpone tax on
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income than does any other type of saving. There is no reason for expensing of land purchases
to drive up the price of land in this system.

Similarly, under the flat tax, anyone selling other real estate or other deductible asset to
buy a piece of land would have to take the proceeds of the sale into income before deducting the
cost of the land, resulting in no net deduction. This obviates any ability to use the purchase to
"shelter" other income, and eliminates any incentive the buyer might have to bid up the price of
land relative to any other asset. However, under the flat tax, borrowing and the sale of stocks,
bonds, or other non-deductible property would not be taken into income,. Would that feature of
the system lead to higher land prices? No, it would not.

In the case of debt finance, the borrower would have to pay interest on the borrowed
money, and repay it over time, none of which would be a deductible expense in this system. The
present value of the debt service would equal the amount borrowed and spent on the property,
providing no net deduction in present value for the debt-financed purchase.

Sale of other assets to buy the land would involve giving up non-taxable interest,
dividends, or capital gains equal in present value to the price of the assets, in exchange for
deductible land that would earn a taxable return. In present value, the transaction would be a
wash. The land would earn a taxable return while held, if it is put to productive use, because,
unlike financial investments in this system, it was deductible, and its returns would be taxable.
The taxable returns would include the proceeds of any future sale of the land. The expected
present value of the future taxes on the land would equal the tax saved by the deduction of the
original purchase price, the same as for other deductible assets. The land would cost just as
much in present value as any other use of income, such as buying stocks and bonds. There
would be no bidding up of land values relative to other assets.

The fact that the seller of the property would have to include all the proceeds of the sale
in taxable income would not lead the seller to demand a disproportionately higher price for the
property. If the seller were to use the proceeds to purchase other deductible property, such as
land or equipment, structures, or inventory relating to a business, the seller could defer the tax
indefinitely. Alternatively, if the seller of the land were to pay the tax, he or she could and use
the proceeds to buy stocks or bonds, the returns on which would be non-taxable in this system.
The non-taxability of the returns would have the same present value as the tax on the proceeds
of the land sale. Th.re would be no present value advantage to the purchase of land over other
assets, and no reason to think that there would be an artificial, tax-induced increase in land
values.

Question 3. As a matter of simplicity for the average person preparing his or her income tax
return, it is not the graduated, progressive tax rate schedule that makes compliance difficult.
Rather, the difficulty of complying with the tax code is in finding all of the proper deductions
in their proper amounts, keeping all the depreciation schedules, and determining what is exempt
income, etc. Calculating the net tax given two or more rates is just mathematics, and the Internal
Revenue Service gives you tables to help with that. Therefore, as a matter of aiding tax
simplicity, having one rate seems no more simple than having two or more. How would a single
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rate system be any more simple than the current tax code if the current code were relieved of
many of its deductions?

Answer: The single rate does aid simplicity under one of the many potential unbiased
tax systems, but that is not its primary advantage.

There is some gain in simplicity under a Hall-Rabushka type system. If one does not
have to worry about the recipients of capital income being in different tax brackets, it is possible
to withhold tax on capital income at the source. Businesses would not have to issue 1099 forms,
individuals would not have to report interest, dividends, and capital gains, and the IRS would not
have to match the income reported by businesses with the returns filed by lenders and
shareholders. Some interest income that currently escapes tax would be taxed.

The chief advantage to the single rate, however, is with respect to fairness and economic
efficiency. Income reflects what one contributes to the economy. It is unfair to punish people
who earn additional income by working harder, saving more, learning skills, or acquiring
additional education by hitting them with higher tax rates on their additional income from this
effort. It is inefficient to discriminate among economic producers. If two individuals are
considering producing additional output of equal value, it is bad economics to put a higher tax
on the output of one than the other. Yet that is what happens under a graduated marginal income
tax rate structure. If one producer has already produced a great deal, and earned a high income,
and the other has not, then the added output of the more productive worker is utxed more heavily
than the added output of the less productive worker. This is not only economic nonsense, it is
discriminatory, and clearly fails to treat the two individuals equally under the law.

Question 4. As a matter of federalism, we need to remain aware of how tax low changes made
by the federal government affect the various states and local governments and their revenues.
It seems that in a flat tax environment that eliminates the mortgage interest deduction, residential
property values will diminish in the short term, as would local property tax revenues. At the
same time, individuals would not be able to deduct state income and property taxes. Finally,
investors would have a lesser incentive to purchase municipal bonds because a flat tax would
offer no preference to municipal bond interest income. If states must change or increase their
tax schedules due to federal tax law changes, then how do persons realize the principles of the
National Commission on Economic Growht and Tax Reform given that taxpayers live in a world
of at least two masters, the federal and the state government?

Answer:. You raise a number of concerns that have been expressed in recent months by
realtors and homeowners, state and local government officials, and tax exempt bond dealers and
bond holders. With so many people involved with the assets and budgets in question, the issues
deserve careful scrutiny. Upon careful and objective examination, however, the concerns appear
to be unfounded. Let me break your question into four issues.

i) Will the flat tax tmporarily lower property values and property tax receipts because
of the loss of the mortgage interest deduction and the loss of the deduction for property taxes?
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The Commission sugges-ts retention of the mortgage interest deduction, provided that
lenders continue to be taxed on the interest as under current law. That step could be taken within
the context of a modified flat tax, or within u.e context of the saving-deferred tax discussed in
the Commission background papers and referred to above. Retention of the deduction would
render that issue moot.

The alternative approach taken under the pure flat tax would eliminate both the deduction
for mortgage interest and the tax on the interest received by the lender. Mortgage interest rates
would drop by the amount of the tax premium in current rates, which is a bit over 25% of the
rate. Competition in the financial markets would ensure that the interest rate would fall by the
amount of the current tax premium. (For further discussion, see '"How Would Tax Reform Affect
Financial Markets?" by John Golob, Economic Review, Federal Reserve Bank of Kansas City,
Fourth Quarter 1995.) A 25% drop in mortgage rates would more than offset the loss of the
deduction for lower and middle bracket taxpayers, and slightly under-compensate top bracket
taxpayers. Note also that many homeowners have paid off their mortgages, and that many who
have mortgages do not itemize their deductions. The flat tax approach to the mortgage interest
deduction should have no great over-all impact on home values. If anything, it would tend to
make housing more affordable for lower income taxpayers who gain little from the current
deduction, and a bit more expensive for upper bracket taxpayers, with little effect on average.

Of more consequence would be the loss of the (relatively modest) deduction of the
property tax, for which there would be no corresponding offset. The Commission Report
background papers discuss the pros and cons of the deduction for state and local taxes in some
detail. These deductions could be retained in exchange for a lower exempt amount or a higher
tax rate if Congress decides.

Taken together, the potential effect on home prices is very modest. A study by the
consulting firm of Laurence H. Meyer, Inc. suggests a temporary dip of no more than I to 3
percent. (See also "DRI Study Distorts Flat Tax Impact on Home Prices", Congressional
Advisory 50, Institute for Research on the Economics of Taxation, Washington, DC.) If a dip
occurs, it would be temporary. The shift to an unbiased tax system would raise incomes and the
demand for housing, quickly restoring and increasing property values. Professor Dale Jorgenson
of Harvard told the Commission that the economy would grow by an additional 15% to 20% over
a decade if the biases in the tax system were eliminated. Such growth would restore and increase
home values, raise incomes and consumption, and reduce unemployment and poverty.
Consequently, such a tax overhaul would raise state and local government income from property
taxes, income taxes, and ales taxes, and reduce state and local outlays for welfare, Medicaid,
and unemployment compensation.

ii) Will loss of the deduction for state and local taxes hurt state and local governments?

Taxes are the price we pay for government services and products. It is possible that the
loss of the deduction for state and local taxes would reduce citizens' desire for the goods and
services provided by state and local governments by exposing their full cost, now partly
concealed. In the case of consumption services received by taxpayers, this is not necessarily a
bad thing. However, many of the activities of state and local governments are explicit or implicit
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transfer payments (welfare, education outlays) akin to charitable contributions or investment in
human capital, or services to businesses that would be tax deductible if purchased from a private
vendor. Consequently, there are also arguments to be made for retaining the deductions. If they
are retained, they should be available to all taxpayers. The Commission Report background
papers ('Growth-Friendly Tax Systems" and "Deductions and Tradeoffs") discuss the pros and
cons of the deductions for state and local taxes in some detail. These deductions could be
retained in exchange for a lower exempt amount or a higher tax rate if Congress decides.

iii) Will people be less willing to buy tax exempt bonds issued by state and local
governments, and raise their borrowing costs?

This concern is based on a misunderstanding of the relationship between taxable and non-
taxable securities and the functioning of the credit markets, and is without merit. Interest rates
consist of a basic rate of return demanded by lenders, plus rate premiums reflecting differences
in risk among various securities, expected inflation, and taxes. Tax exempt bonds do not have
the tax premium. Taxable bonds do. Under the fiat tax, the tax premium in currently taxable
bonds would be removed. The interest rates on the taxable bonds would fall to current tax
exempt levels. There would be no change in the tax treatment of tax exempt bonds. Their prices
and interest rates would be largely unchanged.

The supposed differential between the two types of securities is an illusion. Yes, there
is a differential between the pre-tax interest rates on taxable and tax exempt bonds, but there is
no differential between the after-tax interest rates on the two types of securities. Note that under
current law, upper-middle income savers receive roughly the same after-tax return from taxable
and tax exempt securities. They are the swing buyers who can buy either type of bond, and alter
their purchases to keep the returns equal. For them an efficient credit market has competed
away any advantage of one type of bond over the other. The only rate differential is the average
marginal tax premium. Tax exempt bonds enjoy no advantage beyond that. Furthermore, taxable
borrowers get to deduct interest payments, and, after-tax, pay only the same after-tax interest rate
that is paid by state and local borrowers. The idea that there are two separate securities markets
for taxable and non-taxable bonds is an illusion. The same pool of saving supplies all borrowers,
and neither type of borrower gets an advantage, after-tax.

It is true that highest bracket taxpayers focus almost exclusively on tax exempt securities,
on which they receive a slight after-tax advantage (because their marginal tax rate exceeds the
average tax premium in the taxable interest rate). They would be equally willing to buy some
currently taxable securities under the flat tax, and would no longer be a "captive market" for state
and local securities. However, lower and middle bracket taxpayers now prefer taxable bonds
(because their marginal tax rate is less than the average tax premium in the taxable interest rate)
and have no interest in tax exempt securities. Under the flat tax, they would become equally
willing to buy tax exempt securities. Each type of bond would lose some of its current buyers,
and acquire some of the other type's buyers. The market for state and local government bonds
would not shrink, and the borrowing costs of state and local governments would not rise by any
significant degree.
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The monger economy brought about by the elimination of the tax bias against saving and
investment would increase state and local tax revenues and reduce outlays on welfare and
unemploymenL State and local governments would have bigger budget surpluses or reduced
deficits, less need to borrow, and better credit ratings. They would not be hurt by tax
restructuring.

(Under the saving-deferred tax described in the Commission Report, the interest on
currently taxable securities would continue to be taxable, but savers would be allowed to defer
tax on the income used to purchase taxable bonds, an equivalent elimination of the "differential"
vis-a-vis tax exempt bonds. This is also proper neutral tax treatment. The USA tax, however,
would go beyond this, and recreate the differential by allowing a deduction for state and local
bonds ad exempt the interest. This double exemption is bad policy. It would totally exempt
income invested in state and local bonds from tax, either when earned or when earning a return.)

4) Will states have to amend their tax laws to sustain revenues if the federal definition
of taxable income is changed?

If states use the federal definition of income as their tax base, and if tax restucturing
results in a net federal tax cut, then the states would have to adjust their tax rates or bases to
stand pat on a static revenue basis. Ideally, the states would take the additional growth of GDP
and income resulting from the federal tax change into account before resetting their rates.

The states that use federal definitions need to make adjustments in their taxes whenever
federal taxes change. The types of tax changes the Commission contemplates would not be
difficult for the states to adapt to, however. State would only have major difficulties if the
federal government abandoned income taxation entirely in favor of a sales tax. Then there would
be no federal definition of income for state law to refer to, or data gathering to share with state
income tax enforcement agencies.

Under the income style taxes discussed in the Commission Report, such as the returns.
exempt tax (flat tax) or the saving-deferred tax, all the definitions of various types of labor
income currently defined in the federal tax code, and all compensation amounts reported to the
IRS and shared with state revenue officials, would still be defined and reported for use in state
law and tax enforcement. The redefinitions of taxable business income for use at ac. federal
level would probably simplify business taxation at the state level, and revenue adjustments could
be made by adopting the new federal base at an appropriate tax rate. Capital income would
remain defined as under current law in the saving-deferred tax. If the federal government
adopted a flat tax, states would have to have a definition of taxable interest and dividends for
individuals, unless they wanted to end their own tax biases as well.

The Commission favors tax stability, once a sensible tax system is put in place. It
t-cown'nded unbiased, single rate tax systems in the belief that such systems have a clear
rationale for their structure and clear benefits for the nation, and would be highly visible to
taxpayers. These elements would make the new system hard to change. In addition, the
Commission recommended a super-majority requirement for raising taxes, making changes even
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less likely. States, individuals, and businesses would enjoy far fewer disruptions and compliance
burdens in the futue under the Commission's recommendations.

Question 5. The National Commission on Economic Growth and Tax Reform advises that a two-
thirds Congressional super-majority be required to approve any future tax increase. Tax increases
come in many forms. Which tax law changes would requir.. a super-majority? For example,
would a super-majority be required to increase rates, decrease deductions and exemptions,
eliminate or decrease indexing adjustments, or reduce credits?

Answer: All of the above should require a super-majority.

Question 6. Recently, Congress has identified in excess of $20 billion or so of so-called
"corporate welfare" that it seeks to eliminate. Other times, it identifies technical and drafting
erors in existing statute. Would a super-majority be required to reduce corporate welfare or
make technical corrections?

Answer Under the principles in the Commission report all income would be taxed once
and only once, with income defined very carefully to acknowledge all the costs of earning the
income. In such a system. there would be no unjustified special feature that could be labeled
corporatee welfare", ind none to need repealing. It is not clear what specific corporate welfare
features you refer to. In the past, some items have been classified by the Congress as "tax
expenditures" when, in fact, they were partial offsets to the tax bias against saving and
investment in the current tax system. Any item that is an example of the tax treatment that
would be universal in a saving-consumpdon neutral tax system is not properly called corporate
welfare. Anything else would not exist in a properly reconstituted tax system.

One of the goals of a reconstituted tax system listed by the Commission is "stability".
If a new and sensible tax system were carefully drawn, there would be little need for constant
changes, and little need for the "technical corrections" bills that have followed upon everyone of
the all-to--numerous, complicated, thousand-page tax bills that we have had in recent years that
were debated, amended, and adopted in late night sessions of Congress. A true technical
correction would have little opposition in the Congress. In some cases, technical corrections bills
have been used to create substantial tax changes. No exception should be made for them.
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How Would Tax Reform Affect

Financial Markets?

ENCLOSURES FOR SEN. ROTH

BYJA& £ Go&b

bU..Congress is -vlatn sevealpropoul toaft thefedralincome tax 5)5-SPropone of tax reform wat to
simpi& mx prepuenon and stimulate economic
Vowth by incre inentives for txpayers to
work. save, and invest.

While the pnnmay objective of tax reform is a
mn productive economy, change the mx laws
would aso a~ffc financial marke. Several of the
proposals would change the way interest expense
= deducted and chang the way income hin
incest dividends. andcal pins ism ed. Then
changes would affect interest rates and the prices
of stocks.

This article analyzes the effect of income tax
reform on U.S. financial mrk. The first sectim
of the article describes the general goals and fe-
ues of tax reform. The second second analyzes in
brad tems how tx refonm would affect financial
ma-rts. The third section examines the speciic
pmpmls tha Congrm is evaluating and ranks
thean according to their effects on interest rates and
Stock prices.

F. £ ob a &R ecmomstr at At FedeI Rserve ar
' Kama Cii Seeph. M wM. 4 uSe*,, a-ocia'. at
b&A hkeW -h Ag c/e.

The article reaches three conclusions. First. most
proposals would reduce interest rae in credit mar-
kets where inte income is currently taxable.
including bank loans. Treasury secutnes. and cor-
porate secundes. Second. all proposals would in-
crease interest maes in municpal credit market
where interest income is not currently taxable. A.d
third, most proposals would increase stock prices.
All three of these effects could be substantial.

AN OVERVIEW OF TAX REFORM

Tax reformers typically agree that the broad goal
of reform is to improve the well-being of U.S.
taxpayers. One way to accomplish this goal is
through tax simplification. Few taxpayers find
pleasure in filling out their tax forms. and most
would welcome a simpler. less costly way of per-
formnug this imruang annual ritual.

Another way to improve the well-being of tax.
payers is to spur economic growth. Reformer
would do so by miniminng the disincentives inher-
ent in all tax systems. Forexample, economists have
long recognized that taxing wages discourages
work nd taxing capital income discourages saving.
Some x systems distort economic decisions more
than others. Proponents of ref'om want to minimize
such distortions.

45-868 98-6
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Goals of tax reform

Tax reformers want to simplify the tax system to
lower the cost of tax compliance. Although all of
the costs of complying with the tax laws cannot be
measured, estimates of these costs are substantial.
Compliance costs include the time taxpayers spend
preparing rmturs and the money they pay to tax
pieao Taxpayers must also keep records, and
the IRS estimates that the record-keeping time ex-
ceeds the preparaton time for some tax forms. In a
study of 1985 tax retum commissioned by the IRS,
Arthur D. Little. Inc. estimted ta tax preparation
and record-keeping costs were S5O billion for indi-
viduals and S O0 billion for businesses. Since then.
both the number of taxpayers and the reportng
r remets have increased. Proponents of tax
reform argue that a simpler tax system would elimi-
am most of the compliance cosm

In addition to reducing the explicit costs of tax
compliance, proponau contend that a simpler ax
sysmm would reduce taxpayer frustraion. The tax
system curently contains approximnately 480 IRS
forms. 280 IRS information pamphlets. and thou-
sands of pages of supplementary documentation.
Money magazine highlighted this complexity when
it asked 41 tax professionals to prepare hereturn of
a fictional family who owed S35,000 in taxes
(Triwch). Even though all 41 prepares knew their
results would be published in the national maS-
zine. only two prepaers calculated the tax within
S500 of the correct amountand 14 missed by over
S5,000. As flther evidence of the sysmm's com-
plexrty, up to a third of the callers to IRS taxpayer
assimnce lines receive incorrect answers (Simon).

More important than tax simplificauion. tax re-
former also want to reduce the disincentives in the
tax system Tax reform proposals would encourage
individuals to work and save more, and would
encourage busiesses to invest and export more. In
addition. the proposals would discourage investors
from making unsound investments designed to

reduce tax liabilities. Finally. the proposals would
reduce the incentives for individuals and busi.
nesses to evade taxes by entering the "undergron
economy.-

The greatest concern of tax reformers is the low
U.S. savings rate. Reformers contend that the cur.
rent income tax system encourages consumpinon
over savings and tha the United States needs to save
more to keep its economy healthy. The U.S. savings
rate has been declining since the 1960s. and the
savings rate has been lower over the last ten years
than in any other ten-year period in U.S. history
(Bernheim and Shoven). The savings rate is also
lower in the United States than in most other indus-
tialized counties and is less than half the rate in
Japan (OECD). Thus, all tax reform proposals in-
clude features to encourage taxpayers to save more
of their income. Higher savings, in rm, would
promote more investment spending, higher produc.
tivity growth, and ultimately a higher standard of
living.

The broad goals of tax reform are supported by
many legislators. economists, and polincal ann-
lysts. Critics, however, are concerned about possi-
ble side effects. For example. provisions that
encourage gpater savings could also lead to a nse
in income inequality. Critics are alsoconcerned that
certain sectors of the economy would be hurt by tax
reform. For example. homeowners and the housing
industy have benefited from the home mortgage
deduction. and both are concerned about losing this
implicit subsidy. Issues such as these will be impor-
tant in the ongoing debate over tax reform and wiil
need to be addressed in conjunction with the finan-
cial market effects addressed in this article.'

Features of tax reform

Tax reformers want to change several features of
the tax code. To improve tax incentives, most pro-
posals would reduce tax rates. But because lov er
rates could lead to less revenue, the proposals would
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also eliminate many tax credits and deductons.
Reformers also want to ensure Lha high-income
households continue to pay higher average tax rates
ftn low-income households.

This section describes the general features of tax
reform being evaluated by Congress. Some of the
fesnres are common across multiple proposals.
while othen are unique to a single proposal. The
fesnues are broken into three categories. The fit
cSegoy contains the proposed changes to the indi-
vidua income ta, the second category contains the
proposed changes to the business income tax. and
the final category describes the proposed direct
taxes on consumpon. Taxing consumption directly
bas been proposed as an altemave to taxing the
income of individuals and businesses.

Individual income t. Reformers have proposed
seven key changes to the individual income ax:" (l)
reduce margial tax rates. (2) increase the income
exmpt from taxes, (3) reduce or eliminate deduc-
dons, (4) eliminate taxes on income from invest-
men",1 (5) allow a deduction fbr savings. (6) tLx
individuals for the interest income received from
municipal securides, and (7) tax individuals on the
value of their fringe benefits.

The first tax change for individuals would reduce
marginal tax rates. The marginal tax rate is the rate
taxpayers pay on the last dollar of their income. It
fS the rae economists consider most relevant for
economic decisions (appendix). Marginal tax rates
cmetly vary from 15 percent for low.income
households to 39.6 percent for households earning
over S250.000. Proponents of lower marginal rates
my high marginal rat discourage work and encor-
W taxpayers to spend resources avoiding taxes.

To reduce marginal rae as much as possible
Mile tax reformers propose a fla tax. Under a flat
tx all income above a certain threshold would be
WAd v:, single raze. Proponents have proposed flat
ft from 17 to 20 percent. depending on other

features of :he proposals. Not all tax reformer
would flaneit rates, however, and one proposal in-
cludes a mul iple.rate structure that would increase
the marginal rate for many taxpayers.

The second: tax change for individuals would
increase the personal exemption. which is the
amount of it come that is exempt from taxes.
Households Oith incomes less than the personal
exemlton pa:, no taxes. The current exemption
depends on filiig sttus and ranges from S3.300 for
single taxpayer to S6.350 for marred taxpayers
filing jointly.' Ul income tax reform proposals
would rmist dt; exemption. One proposal would
raise the exempt on to S 13. 100 for single taxpayers
and S26.200 for mmed taxpayers filing jointly.

Tax reformers h ive two reasons for increasing the
personal exempic n. First. a high personal exemp-
tion elimintes mes for many low-income house-
holds. Second. a h gh personal exemption ensures
that the tax system is progressive, which means that
hi h-income taxpa. ers pay a greater proportion of
their income in taxes than low-income taxpayers.

The third tax change for individuals would reduce
or eliminate many tax deductions. The three most
important deductions are mortgage interest ex-
penses. state and local taxes. and charitable contm-
buttons. Tax reformers would reduce these
deductions to increase taxable income, thereby
compensating for the reforms that would reduce
revenue. Some reformers offer a second reason for
eliminating these deductions. They want to muu-
mize the importance of taxes in economic dec-
sions. For example. the home mortgage deduction
currently encourages households to buy rather than
rent their residences. If this deduction were elimi-
nated. households would no longer have to consider
taxes when deciding whether to buy or rent.

The fourth tax change for individuals would re-
duce or eliminate taxes on income from savings.
also known as capital or ivesunem income. Capital
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income includes interest income, stock dividends,
and capital gains from the sale of real or financial
ast. Tax reformers contend that high taxes on
capital income encourage taxpayers to consume
rather da save.

Many economists are especially critical of the
taxes on dividends and capital gains because these
taxes are applied to income that has already been
taxed. Earnings from capital invested in a business
a'e taxed first as business in.=e and second as
dividends and capital gains. This double taxation
can imply effective margin: tax rates on capital
income of up to 60 percet.'

In addition to affecting incentives, elimining
taxes on interest income would simplify the tax
system. If taxes on intere income and deductions
for interest expenses were eliminated, the IRS could
stop monitoring$ all interest payments. Currency.
over a billion IRS 1099 forms must be filled out
each year to keep rack of the interest transactions
in the U.S. economy.

The fifth cx change for individuals would allow
a deducdon for income saved. Under this proposed
change, taxpayers would pay taxes only on the pan
of their income they consumed. Tax reformer have
proposed the savings deduction as an alternate to
eliminating txes on investment income. Both
stategies would increase the incentives to save.'

The sixth tax change for individuals would affect
taxpayers receiving iterst income fi-orn municipal
securities. Taxpayers currently do not pay taxes on
inter income from municipals. which include
securities issued by both state and local govern-
metts. One proposal would increase federal tax
revenue by taxing the income from municipals.

The final tax change for individuals would in-
clude fringe benefits as taxable income. Because
fringe benefits are not currently taxed. many large
companies have increased fringe benefits as frae-

tion of employee compensanon. Taxing these bene.
fits would generate substantial revenue. This
change would also treat employees more equtably,
since employees with substantial fringe benefits,
currenly pay lower effectve tax ram on their total
compensation.

Butinms income trz.' Reformers have proposed
six key changes to the business income tax system:'
(I) reduce tax rates. (2) eliminate industry-specific
deductions and credits. (3) elimmate taxes on in-
come from financial investments. (4) eliminate
deductiors for interest paid. (5) allow immediate
deductions for capital investments, and (6) elimi-
nate deductions for frmge benefits.

The firs tax change for businesses would lower
tax rates on business income. Proponents give three
reasons for reducing these rates. Firt and most
important. taxing business income discourages
busitnes tnvestment That is. taxes on business
income reduce the after-tax renun on investment.
which reduces the number of investments that are
economically viable. Lowering these taxes would
make more investments viable and leave businesses
with more money to inve.'

m

A second reason tax reformers want to reduce the
busins tax rate is to help the United States attact
mom international business. Lower business taxes
would allow companies to increase there after-tax
pmfiits by relocating to the United States from coun-
rues ,rith higher taxes.

A thud rason flat.tax proponents want to reduce
:Me business tax rate is to make business and mdi-
,,dua ran similar. If businesses and individuals
paid the sane rates, lawyers and tax accountants
would be less able to avoid taxes by creatively
moving income and expenses between the two Mx
system. This flexibility caused federal revenues
to fall substantially below projections after the
1986 Tax Reform Act (Poterba). Small businesses
were able to reduce their tax liability by filing as
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SubchapterS corporazions which allowed them to
pay the tax ra fr indvduarather than the higher
mx rare for bus=ess

The second tax change for businesses would
elimin all industy-specmic tx credits and de-
ducdocs. Critics contend these tax subsidies cannot
bejustified from a public policy perspecive. They
ague the mtx code should n= be used to conduct
industrial policy because most "loopholes" grow
out of effective lobbying campaigns rather than
public need.

The third mx change for businesses would elim-
am taxes on income from financial investments.
Most of this income is from interest on liquid assets.
but some businesses also have income from stock
holdings. Proposals that would eliminate taxes on
financial income for businesses are typically the
ame proposals that do so for individuals. Propo-
eits give the same reasons as de already dis-
cussed simplifyingt mxes and eliminating double
nation.

The fourth tx change for businesses would elimi.
ate deductions for interest paid on debt. Currently,
terevs expenses are among the items businesses

Jeduct from their revenues when they calculate
able profits. Disallowing the interest deduction

would substantially increa tax revenues, which
would partly compensate for the revenue lost by
eliminating taxes on interest income.

The fifh tax chsge for businesses would allow
an immedia deduction for capital investments.
which include expendis on building . flirur e,
vehicles, and equipment. Businesses currently
spread these deductions over several years. corre-
spnding to the useful life of each investment. in
each year the deduction compensates the business
for the amount that the investment wears out. or
depreciates. during the year. Allowing immediate
deductions for business investments would reduce
their taxable income and would encourage them to

invest more. Although this change would ulti-
mately benefit all businesses, many could sufer
during a transition period. Some proposals would
iot allow depreciaon deductions for previous invest.
me=n and these proposals would only benefit busi-
nesses with invesuents Larger than thetrdeprecianon
deductions~'

The final tax change for businesses would elinu-
rate deductions for employee fringe benefits. The
rationale for eliminating the deductions is tht em-
plovees do notcurrently pay taxes on these benefits.
Eliminating business deductions for finge benefits
would increase federal tax revenues without taxing
employees directly.

Consumpion tax. Several tax reformers have pro-
posed replacing the income tax with a direct tax on
consumption. Taxpayers would pay the consump-
tion tax on retail purchases the same way they now
pay state and local sales taxes. Supporters of the
consumption tax estimate that a 17 percent federal
tax rate could replace the revenue currently Liner-
ated by the income tax system. To rally suppon for
a consumption tax. proponents promise :o abolish
the IRS.

Tax reformers have proposed two alenmanve con-
sumpnion taxes, a sales tax and a value- de ta. L
The two taxes would be indistinguishable to a tax-
payer. In both cases the retail pnce of loods ad
services would increase by the amount of the tax.

The difference between a sales tax and 3 value-
added tax emerges when viewed fromthe pemspec-
tive of a business. A sales tax is collected only by
retailers. In contrast, a value-added tx is collected
by each business that adds value to a product
Consider a manufacturer that builds car from raw
materials and ten sells the car to a dealer. A sales
tax would be collected only by the dealer A value-
added mx would be assessed on the supplier of raw
materials, the manufNcturer, and the dealer, Th
price the manufacturer pays for raw mateIals
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would inctrese by the amount of the value-added
taxes paid by the suppliers of the raw material. The
price the dealer pays would reflect the value-added
taxes paid by both the raw materials supplier and
the manufcamu. Finally, the price the consumer
pays would reflect the value-added taxes paid by all
three--supplier manufacturers. and dalet

A sales tax has both an advantage and adisadvan-
age relative to a valu-added x. Since a sales mx

is collected entirely at the retail level, the tx is
easier, to administer. The disadvantage of& sales tax
is that asesing the entire m x atone point increases
the inCentive to evade it. For example. the entire mx
could be evaded by a black-market retailer. The
value-added mx is-more difficult to evade because
it is not levied at a single point

A direct consumption tax would be administered
difiemety than an income tx. but both mx systems
would have similar effects on financial markets.
The effectm would be similar because both mx pro-
posals tend to put the mx burden on the part of
income that is consumed. The similarity is ex-
plained frthe in the next sectio.

FINANCIAL MARKET EFFECTS OF
TAX REFORM

Tax reform would have direct sd indirect effects
o o cial markets. The direct effect would stem
fom changes in taxes on capital income and
chaagu in the deductibility of interest muse .
The insect effects would occur through changes
in ti mnmomy. Refomers conten dwa changin
Im utmn would increase savin. invewmnt
and a groth thereby directly, affecting
&NMl =kA. This section describes both the
4d6"adiiire ct effect mxrefo andexplains
ofai gu effects are typically lg

i1e =yuh in this section asumes thtm x
~muuklmmO affect the level of federal reve.

M~bgt bude fick-This

is reasonable because the sponsors have tred to
design the proposals to be revenue-neunal. Never.
theless. Congress has not yet produced any official
estimates of the revenue impact of tax reform.
Previous tax reforms have shown that revenue
changes can be difficult to forecast, and revenue
uncertainty must be recognized as a nsk in any
reform proposal (Poterba).

Direct effects

The financial markets affected by tax reform can
be broken into three categones. The first category
contains debt contacts whose interest income is
currently taxable, including bank debt. Treasury
securites, and corporate secumnes. The second cate.
gory contains municipal securities whose interest
income is not currently taxable. The final cegory
contains the stocks of publicly taded corporatons.

Taxable interest rates. Two features of the pro-
posed tax reforms would directly affect interest
rates on securities that are currently taxable. Firs.
many proposals would eliminate taxes on all inter-
est income. Second. many proposals would either
reduce or eliminate the deductibility of interest
expenses. These changes would reduce the demand
for credit and increase the supply, which would
cause interest rates to decline.

Eliminating the deductibility of interest ex.
penses would reduce the demand for credit. Bust-
nesses currently deduct all of their interest
expenses Individuals deduct the two largest com-
ponents ofttheir interest expenses. home mortgages
and debt incurred for financial investments. ' To the
exte that interest deductions reduce a borrower's
taxes, the effective after-tax costs of a borrower's
loan arm less than the payments to the lender.
Elimiann the interest deduction would make
borrowing less ac'active. causing the demand/or
credit to decline. On a graph with interest rates on
the vertical axts, the demand curve would shift to
the left (Figure 1).
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THE EFFECT OF TAX REFORM ON THE DEMAND FOR CREDIT
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ust a interest deductibility affects credit de-
mand. taxing interest income affects credit supply.
Iftaxes were eliminated on interest income, lending
would become more aracnve. cau sig the supply
of'cedir to imcrae. An increase in the supply of
credit implies that the credit supply curve would
shift to the right (Figure 2).

The equilibrium interest rate occurs where the
credit demand and credit supply curves intersect.
With thecredit demand curve shifting to the left aid
the credit supply curve shiftng to the right, the
equilibrium interest rare would decline (Figure 3).

How much would razes decline? The shift in
credit supply and demand curves can be estimated
by considering how taxes affect borrowing and
lending decisions. The analysis is based on the
assumption that after-tax interest rat are the rele-
vant rates when borrowers and lenders agree to debt
connaca. The importance of tax considerations can
be illusrated by comparing the intent rates on
taxable Treasury securities with the int restraes on
nontaxable municipal securities (Chat 1). Even
though Treasury securities are less risky than mu-
nicipals. municipals consistently pay lower interest
rates. Credit suppliers are willing to accept the
lower interest rate on municipals because the after-
tax return on municipals is generally higher than the
after-tax return on Treasuries.

The shift in the credit demand curve is related to
thetax rateof individuals and businesses that deduct
interest expenses from their taxable income. Con-
sider the credit demanded by a taxpayer paying a 25
percent marginal tax rate. For this taxpayer, an &
percent =x-deductible interest raze is equivalent to
a 6 percent nondeductible rate. That is, his taxes
would be reduced by one-fourth of the 8 percent
intrest payment. causing his effective interest rate
t be three-fourths of 8 percent. or 6 percent. This
taxpayer would be indifferent if offered a choice
between an 8 percent tax-deductble intest rate
and a 6 percent nondeductible rate. If interest

deductibility were eliminated and nothing ebM
changed, the taxpayer would demand the
amount of credit at 6 percent as he had previouSy
demanded at 8 percent. This quantifies the shift
te taxpayer's credit demand curve. On a gnph with
interest rates on the vercal axis, the taxpayer's
credit demand curve would shift downward by a
&acnon corresponding to the marginal tax ra.
Returning to the numerical example, the new
credit demand curve would be 75 percent of the
original curve.

The analysis of tax effects on credit demand for
an individual extends to the U.S. economy. The
analysis is complicated, however, by the fact tha
not all taxpayers pay the same tax rate. Marginal tax
rates for individuals and small businesses begin at
15 percent and increase to 39.5 percent. Large
businesses pay marginal rates according to a sepa-
rate tax schedule, which taxes most corporate in-
come at a 35 percent rate.

Because different taxpayers are taxed at differet
rates, economists often use the marginal tax raw
paid by the "average- taxpayer when analyzing the
economic effects of taxes (Barro and Sahasaloil).
This approach can be used to estimate the shift t
the credit demand curve. Since both ridividualswad
businesses deduct interest expenses. both of the
tax rates are relevant. For individuals and smU
businesses the average margua rate is about 25
percent. With a 35 percent tax rate for large busi-
nesses, the effective tax rate for interest deductions
should fall between 25 and 35 percent. Thus. elini-
natng interest deducibilry would lower the credit
demand curve by 25 to 35 percent.

The shift in the credit supply curve is related to
the tax rate of taxpayers with intere" income. The
analysis follows the same logic as the shift in credit
demand. Consider a taxpayer with a 25 percent
mru tax rate supplying credit at 8 percent.

One-fourth of the interest income goes to taxes.
making the taxpayer's 8 percent interest rate before
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INTEREST RATES ON I-YEAR MUNICIPALS AND 1-YEAR TREASURY BILLS

Peren

The analysis ofcredit supply anddesnard has thus
far assumed that all interest income is taxed and all
inter expenses are deducted. This assumption is
only an approximation. and some secondary factors
need to be mentioned. Some interest income es-
capes taxation because business are more diligent
in repodng ine' r , ucdow than ; nre come
(Hall and Rabushk). Since tax refont would not
affect the interest inome tha is aLready untaxe
this letkae suge the credit supply crwve would
noc decline u much as pviously suggeted. The
decline in the credit demand cuve would also be
rehiced became some eres expenses ae aeady
no deducibleL For example. individuah curnly
cam deduct interest on nonmortgae consumer
debt'

While the analysis illustrated in Figure 3 unphei
a 25 to 35 percent decline in interest rates. he
analysis does not consider the secondary factor!
discuued above. These factors are considered sec-
ondary because most inter une is taxed &ad
most interest expenses are deducted. The exart
importance of the secondary factors ts difcult !
estmate. Nevertheless, these factors sugest the
interest rate decline would probably be closer to :5
percent than to 35 percent. '

Intemis ratas on muncapalsecuifia. Under cur-
rent tax laws. taxpayers do not pay taxes on tb
intere income from municipal securities. One tax
proposal would remove this exemption. causal
municipal rates to rise to the levels paid by othe
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taxable securities. Under the assumption that mu-
ciicipal securities would continue to be exempt from
state and local income taxes, their interet rames
would be marginally lower than the ms on corpo-
rate securities with comparable risk.

Most tax proposals would not change the tax
exemption for municipals. but instead eliminate
taxes on all other interest income. These proposals
would also cause municipal inzrest rate to rise by
eLminaatig the feature that attracts investors to
municipals Since some municipal investors would
be attracted to other credit markets, the supply of
credit to the municipal market would decrease. A
decrease in the supply of credit implies that the
credit supply curve shifts to the left. which would
lead to higher municipal interest rates (Figure 4).
Note that the demand curve for municipal credit
would not change. The credit demand curve would
shift if interest deductibility changed. but govern-
mats do not pay taxes and thereby do not deduct
interest expenses on municipal debt.

Analysm cannot reliably predict how much tax
reform would increase interest raes on municipal
securities. The size of the increase would depend on
two primary fictors, neither ofwhich can be easily
estimated. First, the rate increase would depend on
bow rapidly state and local governments reduced
their demand for credit as interest rates rose (elas-
ticity of credit demand). Second. the rate incrase
would depend on the extent to which investors
found substituts for municipal in other credit
markets (elasticity of substitution). Nevertheless. if
municipal and Treasry securities were taxed the
same, municipal interest rates would be higher than
Treasury inte s razs because municipals am riskier.

Stockmarkeu. Several elements ofthe current tax
laws affect stock prices. Because stocks represent a
claim on the expected future income of a corpora-
tion, stock prices are affected by any change in
shareholders' claim on this income. Owners of
stocks pay taxes trough both the individual and

business income tax systems. Any income earned
by a corporation is firs taxed as business income.
The remaiuig income is ether distributed to share-
holders as dividends or reinvested in the business.
The dividends distributed to shareholders are taxed
immediately. The income reinvested should in-
crease the value of the stock, which is ultimately
taxed as a capital gain when the stock is sold. Thus.
taxes on business income, dividends. and capital
gains all reduce the value of the corporation to the
shareholder. Reducing these taxes would raise stock
prices, and increasing these taxes would lower stock
prces. Most tax reform proposals would reduce the
effective tax rate on corporate income paid to share-
holders and in nun lead to higher stock prices.

Eliminating all three taxes on capital income
could lead to substantially higher stock prices. Mar-
ket observers are uncertain, however, about the size
of the increase. Recall that double taxation in the
present system can imply tax rates of up to 60
percent on capital income. With such high rates. one
market observer has suggested that stock prices
could double in response to tax reform (Forbes).
Predictions of stock prices need to be viewed skep-
tically. however, because economic models are no-
tably unsuccessful in explaining past movements in
stock prices (Roll).

Tax reform proposals would have different price
effects on different stocks. Eliminating deductions
and credits would tend to reduce the earnings and
stock prices of companies that benefit most ftom
special pm% isions in current tax laws. For example.
a depletion deduction benefits oil and mining com-
panies. and a tax credit for manufacturing in U S.
territories benefits pharmaceutical and electronics
companies. ' The stocks of companies not favored
under current tax laws would respond more post-
tnely to tax reform.

Another reason tax re form would hae differenal
effects on stock prices is many taxpayers pay
different tax rates on dividends and capital gains.
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THE EFFECT OF TAX REFORM ON THE MUNICIPAL CREDIT MARKET

Inierm st sI
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Most capit gains txes are paid on ats held
move than one year, and the maximum mx rat on
these -long-term" gains is 28 percent. For divi.
dends, mx rate can beas highs 39.6 percent. Thus.
eliminating taxes on dividends and capima gains
would be more beecal to stocks that pay high
dividends than to stocks with income in the form of
Capital gains.

Changing the rules for deducting investment
expenses could also have differential effects
among different stocks. Allowing immediate de-
ducons for all investment expenditums would be
especialy beneficial to fims that make Ire
investments. For example, immediate deductions
for invesonents would have contrbuted to a 75

percent reduction in Intel's federal tax bill in 1993
(Hall and Rabushka). Matre companies tyically
invest less than growing companies, and disallow-
Lng depreciation deductions for previous invest-
menu could lead to higher taxes for some mature
companues.

Indirect effects

in addition to the direct effect of =x reform,
financial markets would be affected indirectly by
changes in the economy. Tax reformen contend that
the current x code discourages econmc activity
and thu economic activity would increase if the
disincentives were reduced. Reformen also con-
tan that mx reform would reduce tax evasion.

Quantity

beforei reform), ,-"

i(beforelrm)
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The indirect effects of tax reform are even more
dcut to quarfy thm the direct effects. The

indirect effects are more uncertain because
economists cannot reliably predict how the econ-
omy will respond to changes in tax incentives.
Some economists have estimated tax reform would
increase the level of economic output by 5 to 6
percent (Hall and Rabushka). Others have sug.
gested the economy would respond only marginaly
to tax reform (Krugman). Without tring to resolve
the debarregardig the resp= veness of the econ-
omy to tax incentives, this article will describe how
financial mark-ets would react if the economy re-
sponds to the revised tax incentives.

Many of the tax reform proposals would reduce
the tax rate on capital income. Tax reformers con-
tend that doing so would increase savings and in-
vestment. a view supported by the predictions of
economic models (Blanchard and Fischer).' Ac-
cording to this view, increases in savings and invest-
mentwould increase the capital stock, which min im
would tend to reduce interest raes. This conclusion
is based on the economic principle that an increase
in one of the factors of production will lower the
retn to that factor. Thus, interest rates would
decline because increases in the capital stock would
reduce the return to capital.

creases in the capital stock would also affect the
sock market. As the Capital stock increase the econ-
omy becomes mor products and economic outu
rises. A sutonger economy implies higher corporate
income, which would lead to higher stock pnces.

In addition to the impact of higher domesnc sav-
Logs, proponents contend th tax reform would
attract more investment from abroad. This effect
would increase the capital stock even further, lead-
ing to additional downward pressure on interest
run and upward pressure on stock prices.

Tax reformers maintain that lower marginal tax
rates would increase the labor supply by providing

greater incentives to work. For example, researchers
have found that lower marguial tax razes are espe-
cially effective in atmucung married women into the
labor for.e (Zissa). Increases in the labor force
would lerd to increases in both employment and

economic. output Higher economic output would
increase te return to capital. which implies higher
interest ra. (Dombusch and Fischer). Since stock

prices an positively correlated with economic
output, stock prices would rise as employment
increased.

On balance, the indirect effects of tax reform on
interest rates are ambiguous. Increases in the capital
stock would tend to lower interest rates, while
increases in the labor force would tmnd to raise then.

Although the indirect effects of tax reform on

interest rates are uncertain, the effects would cer-
tainly be smaller than the direct effects. Proponents
acknowledge that tax reform would take seven

years to increase the level of GDP by only 2 to 4
percent (Hall and Rabushka), and some economists
have suggested that even these moderate effects are
optimistic. The percentage change in interest rates
from the indirect effects would be similar to the

percentage change in GDP. Recall that the direct
effects of tax reform are much larger. on the order

of 20 percent. The indirect effects would also take
several y*ars to be fMly realized, which Ruher
reduces their potential importance.

The indirect effects of tax reform on stock prices
would reinforce each other. Increases in domestic
savings and investment. the labor supply. and

foreign investment would all cause stock pnces

to rise Predicting the size of the effect. however. is
more difficult than predicting the direction. But
again, the size of the indirect effects would be

smaller than the direct effects. Although corporate
income fluctuates over the business cycle, over the

long term it is a relatively stable fl-acnon of GDP.
Since stock prices are a claim on corporate ea.nings.
the indirect effect of tax reform on stock prices
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would be similar to the effect of tax reform onODP.
That is, stock prices might increase a few percent
which would be much less than the direct effects.
Recall that the direct effects would be comparable
to marginal tax rates. which can be as high as 60
percent on capital income

FINANCIAL MARKET EFFECTS OF
SPECIFIC PROPOSALS

This section examines the financial market effects
of specific tax proposals. The proposals are diverse
and their financial market effects could vary widely.

Cong is currently evaluating seven alternative
tax proposals, which fall into three categories.
Three of the proposals arm in the flat tax category
and have many common features (Table I). The flu
tax was first proposed by Reprentcative Armey and
is now cosponsored by Senats Craig and Shelby.
Two variations of the flt tax have also been pro-
posed, one by Senator Spector and another by Rep-
resentatves Solomon and Souden In addition, two
income tax proposals contain progressive marginal
rata, which are substantially different both from
each other and from the flu tax proposals (Table 2).
The first of these proposals, the USA (Unlimited
Savings Allowance) tax, is jointly sponsored by
Senators Nunn and Domenici. The second pro.
posa, the 10 percent tax, is sponsored by Rep-
resentative Gephardt. The final category contains
drct consumpnion taxes, which include both the
sales tax and the value-added tax. Senator Lugar is
s;onsoring a sales tax proposal and Representative
Gibbons is sponsoring a value-added tax proposal
(Table 3)."

The various tax reform proposals can be ranked
according to their effect on interest rates and stock
prices. The discussion begins with the proposal or
proposals that would affect each market the most
and continues with those having progressively
smaller effects. The analysis is based primarily on
the direct effects of tax reform.

Effects on taxable interest rates

Most of the specific tax reform proposals would
cause interest rates to decline, but the saze of the
decline would vary across the different proposals.
The primary reasons for the decline are the direct
effects of eliminating taxes on inrest income and
eliminating the deductibility of interest expenses.

Three proposals would have the maximum direct
effect. The sales tax, the value-added tax. and the
Armey flu tax would eliminate all taxes on intere
income and all tax deductions for interest expenses.
As discussed earlier, these proposals would likely
causeinterest rates to decline to less than 80 percent
of their current level

The Spector and Solomon-Souder flat tax propos-
als would reduce interest rates slightly less than the
Armey proposal. Both of these alternative propos-
als would allow deductions for some mortgage
iterest, which implies somewhat less downward

pressure on interest rates. Nevertheless, both of
these proposals would eliminate taxes on all interest
tcotme and eliminate all interest deductions by
businesses, so the interest rate declines would still
be substaniaL

The Nunrn-Domenici proposal is next in the
interest rate ranking. This proposal would elimt-
nagt taxes on interest income and deductions for
interest expenses but only on business renrns.
Thus, the Nunn-Domeuct proposal would affect
into rates less than the proposals that would
change how interest is taxed for both individuals
and businesses.i

The Nunn-Domeruci proposal has a unique fes-
tw regarding the indirect incentive effects of tax
reform. The proposal would allow a deduction for
al income saved. This deduction would provide a
hlrr icentive for taxpayers to save than proposals
to eliminate taxes on capital income. Eliminating
taxes on capital income would reward taxpayers in
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SUMMARY OF THREE FLAT RATE INCOME TAX PROPOSALS

Conw %re

" Persom i exemp o is
ilacreased

" Tax deductiocs =nd cred-
its ai reduced or eii-
nom

" T.u am dinist oc
ingum, - 91

" Taxes am eliminated o
dividends and cital.

" Wndividuals ad bsi-
nesses n taxed a sme

" Businesses a allowed
4normdim ve&Cdne
fbr cal, investom s

the finiue for cmnmt savings. The savings deduc-
tion would reward savers irm ely. Since the
Nun-Domenici proposal would provide greater
inmenives to save, it would have great indirect
effec This increase in savings would tend to lower
the re=asts to saving& which would imply lower
intees n

The OCepadc proposal is last in the interest raze
mdng. The proposal would not change taxes on

incom or the deducbilty of inceress ex-
pensesfor either individuals or businesses. Also, the
proposal contains no incentives for taxpayers to
s more. Thus the proposal would affect inter
ras only marginally. Since the proposal would
rede the margin tax rae' for some ligh-incorne
vxayem. interest rates might decline a tte. BuL

Vano in p kec flu tax poposals

1. Sponwond by' Reprouanvexi Searor SheI&~ aai Senawo
Conz

" All dedtions am eli;uwaed. but a igh peaorW cxetripco is

allowed on midual resi
" Individuals and bwua an taxed at 20 percent tax rate for

rwo-yew .ranemn 17 percm rme afterward

2 S o'uovd hr Setor Specwo

" Luters deducions am allowed on mortg" dexb up to S 100.000
" Chartble consbuwons are deducble up to S2JO0
" individuals and b inese ed at 20 percent ra e

I5 Sponsomd dbyRep'ueuaver Solomon and Souder

" Interes deduons an aflowed on momg del up to S 100.000
" Al charitable coombuioixs am deductable
" Individuals and busunsmes anaxed at 20 percent raze

these changes would be small relanve to cte Mpal
interest rate moves over the business cycle.

Effects on municipal interest rates

All tax reform proposals would iccrae true
races on mumcipaLs to som extet.L The Gephw*
proposal would have the largest effect on mutapcil
interest rates. This proposal eliminates the raex-

emption for municipal securities, so muripel ram
would become comparable to other taxable ino

rates. Municipal rates would be at least as hgh a
the razes on Treuzy securities with compari"b
maturity. Municipal rates would exceed da irnm
rame on Treasuri bty the appropriaterisk pfIm1Wm.
which would likely be in the viciy of 30 tc 50

beats points for highly rated secuatte.
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Table 2
SUMMARY OF TWO INCOME TAX PROPOSALS WITH PROGRESSIVE RATES

1. The USA (Unlimuted Savmp Allowance) tax
sponsored by Samo Nusm and Domenia

" Deductions am allowed for all incoqie saved

" Deducons am allowed for higher educanoc
(college or vocabnal) up to S2.000 per Perso.
with a maximum of S8.000 for a &mily

" Deductons am conunuee for mortgage inter-
esA charitable conibutons. and alimony

" A tax credit is given for s xiaJ secuty taxes

• Individuals an initially taxed at rates from 19
o 40 percent. but rates am lowered to from 8

to 40 pecent over =te

" Businesses am allowed immediate deductions
for capital invest s

" Buainesses'deducions for wag and finger
benefits am eliminated,

* Businesses ar not taxed on revenues from

epoesm
* BusinesearesxedllmIprce ns

2. The 10 percent tax sponsored by Repmriesave

" All deductions ar elin d except urtt'st

on home morgages

" Intien come from municipal bonds Ls taxed

" Income from interest. dividends. and capml
gins contnues to be taxed

* Employees ar eaxed on employer-provided
ruge benefits

" Individuals am txed a rates beteen 10 and 34
pencent

" 75 percent of taxpayers ama.xedat al 0per-
cen rawe

Only the Gephardt proposal would change the
taxation of municipal interest i come but the other
proposals would still ircrase municipal intm s
rates. Other proposals would increase municipal
interest rates by providing investors with alternative
ax-free securities.

All three flat tax proposals and both consumption
sax proposals would provide municipal investors
alternative sax-free securities. As investrs shifted
t these other securities, muniipl raes would rise
until their raz exceeded the razes on Treasury

secunes by the appropnate risk premum. Munci-
pal nes would be marginally higher under the
Specu &d Solomon-Souder flat tax proposals
than under the other flat tax and consunpoon tax
proroals, Recall thu nonmumcipal meres rwes
would decline less with the Spector and Souder
plans because both would allow interest deducaons
on mortgages up to S 100,000.

The Nunm-Domenici proposal would affect mu-
rucipal rae less than all of the other proposals.
Municipals would retain their tax advantage for
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Table j
SUMMARY OF PROPOSALS FOR DIRECT CONSUMPTION TAXES

7- Value-added mx sponsored by Represeintave
I. Sales tax sponsored by Senmin Lugr Gibbons

* A ssssed on retail pwchuu a Assessed on e added at each stage of

* Collecud by states pducuon

* 17 p ae nrae is required to provide s e Wu added is revenue minus ccsis

r-veue as current mx sysa a Revenue from ccport and costs f imports are

* Rep personal and business im riot included in calculaton of vale-added

taxs 9 Replaca personal and busme ircome taxes

individual investors but would lose their tax advan-
ta for businesss Businesses would be encour.
aged to shift to other securias, but individuals
would noL Thus, municipal rates would not in.
cme as much as under proposals that change the
amuiveness of municipals for both individuals
and businesses tm

Effects on stock markets

Three taxes currently reduce the incorneavailable
to a business's shareholders--the business income
m the individual income tax on dividends, and the
individual income tax on capital ga s. Reducmig
any of these taxes would inaese stock prices.

The proposals that would tax consumption di.
rectly, the sales tax and the value-added tax, would
have the most positive impoa on stock prices.
Thee proposals would eliminate all three taxes on
capital income. With this approach, income from
capital would not be taxed until it is ultimately
consumed.

The three flat tax proposals would eliminate taxes
on dividends and capital pins but would continue
to tax busi ess income. By eliminating two of the

relevant taxes, these proposals would also increase
stock prices. Since business income would continue
to be taxed, however, stock prices would increase
less than under the consumption tax proposals.

The flat tax proposals contain another feature that
would affect stock prices. While flat tax proposals
would reduce tax razes on business income, by
eliminating business deductions the proposals
would increase the tax burden on businesses rela-
tive to individuals. In 1993, for example. individu-
als paid 81 percent of federal income tax revenues
and businesses paid the remairung 19 percent. Un-
der a flat tax, individuals would have paid 58 per-
cent of federal tax revenues and businesses would
have paid 42 percent (Hall and Radushka)."' This
increase in business income taxes would dampen
the increase in stock prices.

The effects of the Nunn-Domenici and Gephardt
proposals on stock prices are ambiguous. Both pro-
posals would retain all three taxes on capital in-
come. Both proposals would also reduce margnal
tax rates for some taxpayers with dividends and
capital gains. Other taxpayers, however, would pay
higher tax raes on capital gains. The net effect of
these two changes is uncertain. Nevertheless, the
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Nurn-Domenici mad Gephardt proposals would
certainly have smaller effec on stock prices than
the other proposals.

CONCLUSION

With the U.S. savings raw amr a historic low and
taxpayers increasingly 6iustratd by the complexity
of the income mx system many economists and
polia anasm reconding mx reform. By
imcreasin the savings rate and sirmliing the tax

ssetax reformers hope to make the economy
mre productive. Criucs we concerned that encour.
aging savings could lead to greater inconm ieqal-
ity,. Also, groups and industries favored under the
cuffess tax code are concerned abou losing their
prefernial m nmt. In addition to the3e issues,
tax reform would have important effect on finan-
cial l

This article has examined the potential financial
mark ffct- of proposals to reform the U.S. in-
come tax system Most proposals would redce
inma rates in credit markets where interest in-
come is currently taxable. which includes bank
loa, Treasury securities, and corporate securities.
Interim rae would decline because the supply of
credit would increase and the demand for credit
would decrease. Lenders would supply more credit
because they would no longer have to pay taxes on

their -nPil income. Borrowers would demand
less credit because they could no loe deduct
interest expenses from their taxes.

Tax reform would increase interest on mu-
nicipal securities. One proposal would eliminae the
mtx exemption for inter es on municipal securities.
Under this proposal municipal interest races would
rise to levels similar to those on other taxable secu-
rities. Municipal intees razes would also be af-
fected by proposals that eliminme taxes on all
interest income. These proposals would lower the
demand for municipals by creating many nontax.
able substitts.

Finally, most mx reform proposals would increase
stock prices. Three taxes currently reduce the frac-
tion of a business's income that is available to its
shareholde, the business come tax. the individ-
ual tax on dividends, and the individual mx on
capital gains. Most proposals would reduce one or
more of these taxes, which would lead to higher
stock prices.

Financial market effects vary widely among the
vanous tax proposals, and in some cases the effects
are substantial. Anticipating these eff "t will be
important both to Congress and to firiancal market
partcipans.
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APPENDIX

CAetA-1

TAX SCHEDULE FOR 1994

Tax rate (pesnm)
so

40-

30 -

20-

0

0-

Marginal re

er ra

I I ,, I ,MW

$38,000 $91.850 5140.000 5250.000

MARGINAL VS. AVERAGE TAX RATES

Economists consider the margpWax ri to
be the important mx rat for economic des.
sions. The marial tx rate is the rat appWd
to t last dollar of income and is typically
higher ton the average mx rac. For example.
in 1994 the tax rate for married mtxpayers "
joiffdywa I 5percMet for income up to 538.000
(Char A-I). The rate icmused to 28 percm
for income between 138.000 and 591.850. For
those in higher income bracket the lower ta
rate sill applies t tho fti SJ8,000 of dwm

Taxable income

income. Consider a maned couple eunmng
576,000. The 15 percent rate would apply ro the
iru S38.000. and the 28 percent raw would
apply to the remaining 538,000. The average
tax me for this couple would be the average of
1i and 28 percent. which is 21.5 percent. But.
tr the couple inceased their income by one
dollar they would retain only 72 cents afbe
aes. so the 28 percent marginal rate is the
mpontant rate for economic decisions.
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ENDNOTES

IThe polial implicatdos of tm reform am dimused in
uerm aracles by Grey and Pica.

2 In add6 m the sevim a disc sed in he text. two
o&h faen ae wathy of momon.Fi rst, am proposal
includes a tax credit for socal secut ty ae paid by
individuals. Thua chanp would redu c im tarn by One
mom of ias paid to ft social sairy sy TaxpeyM
wm m peym.s to social aecum exceeded th i ncome
ta bill would a e w A nd. The soca semM ta cmredi
would reduce or elimmate income aes for many

Another proposed frae s a delution for the cost of
histei koo This deduccoo would mAbsdiza the coam of
how etdh n by providing ma r.Uef for famlie wuh
slmd in umivarniae and vocantial scbools.

3 Unilm income rom facial invetmin. &o om
remts p opu- n would be subjectoa butmssInena.

4 The personal easmpio inamses with ina and
specific nmbrs given we for 1994 reoxa

S The * u, decithon for home whrogag aa als
menaom reariuo m acoc ditrtion. Dv encoup
btew n- dan dethi dc w d decision Ibholdis
would ag a the absent otmax cm ',
6 
Afer applyg 35 paert a rou to businis income. 65

percent ana avulable to share hioldus. If d inome ta
dsmited to sheohalde i the form of ditidds the
mowpeW m ran ca be a high as 39.5 pacm. o h e
tapeyw keeps 60.S peren of the divide. Thus. the
sbuebof umigady recaves 60.5 permt of 65 pa=.
which is 391 pacet of the cpitl ticome The effect ta
rte a 60.7 percent

Inflation can atr merem the effecae ta rue because
tax s a pplied to oiol racber ral r"Sm P1146 inlsoniru thu reegl mon usme lees th nmalro. n ma.o

Are a W a rm ropor of real eimr thm of noma

Althouo bdt the s op dactom and the liOina0no1a of
maon ymesuti com wol enorg nOWP-A avials. 6Men
s o'ug ha different conapotices; for some apeym.
For example. cotaider a tapeyu tivins eClAUiively on
osmee income from mnum th wereeither inherid or
phased with previous suvmL If tun on invesm"
income were salidsnd. de taxpeor would pay no wa.
Un te m p detuco.o bweo'e. the tepy would

pay mza on the diffeenie bow income and savin g. Thu
in the taxayerwould m tl edon thea m i consuawed.

I rhis =cl will follow the convenoon of other uthmn and
refer to the corporate inome mA as the business income tm
In pratc may sall businesses am mod under the
intivu income a ratier tham the coporms income ma.

9 In addon to the changes d-cued in the text. some m
r.ftren would like to reduc the U S. cuent m
decit T se former have proposed encoura e ps
and duraag inslpor by angmg how taxable
us calculated Export sales would no be incuded as mab
rveaue. ad Impoi would not be included as costa when
cLculatingaxable income.

10 Rediuing a rne would not necsunly mduce taxa. By

eimimanag deductions Whiet rtducil taX rN. fiu m1
proSosls woud m reae income taes foe many bu anwea.

II For esanipl. in 1993 Gewal Mown invest d $6 b0o
and took $9 bdlon depieaonct deducton. Allow"n
deductions for new investments while disallowmnI
deprwciaon dedwicooni pren ous invesutents woul have
Incramed General Motors' taxable income by S3 btlloa a
1993 (Hall ad Rabu"s).

12 Econoffts generally believe thai incrass inthe fedea
deficit would puSt upward prume *a i IuPt rateL

I Not all inres on debt for finatcal invenral is
deducble. The deducton is only allwed if the suvemo
general come. and the inters deducton cannot escol
(be amoun of income that t" tivesm,,ent genaea.

c4 Of conne. mx reform wm not c le tM dedmtbClany

of intes on the national debt In addition. IRAS and o~
pensio plsas allow taes on intors Income to be derwrot
To the etent thu these accounIsi Iowa te effective tma
on tu income. the mL-am ite decline frbo mtre
would be reduced ftner.
1 

Further evidence rtliing the relevant margug ma raI

CA be found in the municipal secunties market. The
munipal m t ram should corre-poid. to th 0rin
intorn rat on natulair securits Asincoin thsit msnsCsp
cona a nsk premum of 50 buts posts, th one..,,,v'
municipal Marko over the Iass five yews is consistent wV0 a
margnalt ma rao r 30 percmt.

16 The deplson de6ucti for od and mimal comipem

typically "e te cot of exploraton and macv *
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MWuy ma seln ,~ -9SaO ', wmeiuw v astn
oarmw&=ftvgiP=u RUM.Cooegriniy em
*wa edi fo~r -- i a - iida qrppM

17 To rhe ezsm that capital can fow bowm cotmaim.
domestc saving do wit have to equal domoc invmgg
Nevertbu155 Ismrbas have found dwe capitl is sot
perfectly mobile. Feldastas and Horioka audiored a widel
cited paer on us isime and Frankel confirmed diet
ronclusioi inl more -ecant raewcb.

1Represetatve Amber. Cbawma ofthe. Ham~ WAys end
-. Coitin. ho km Idieso ota co"mpooi

me. HWs cm will hold bearip as almiavrioe propoe&

19 Tht N=nA-Domenici proposal would also 'icreas
iNsiW ax ran for many mapsems. wbh would Asrdi-11101h dier rawm decLi&

"@ Approximately bai of the inunicipaLs are held by
businesses. It subsuon Clasticioemeii comparable for

bamaaand idividuals. the Snww-Domemict proposal
would crease minicipal rues by about half as much as the
flat tax and consiapoon tax propowas.

25 Soms ticome, &oM =a busoasss -Wul shift from
individual to business remm nsmder a ft ta. which 3cooism
for pan of t ecalculate mcese in the tax bisda on
businesses
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Aulps 31, 19M No.50

DRI STUDY DISTORTS FLAT TAX
IMPACT ON HOME PRICES

bmdco and summary

One of the maij concerns pod by jority
Leader Dick Armey's fia tax propose is its
eliminatio of the mortgage
interest deduction. The proposal
would also repeal the deduction The DRI shdy's
for ste and local taxes, grossly exaggerated
including property taxes.1 erors in A# analyst
Quite understandably, the mirconcedons ord
National Association of
Reahm, bomebuu]de, and Armey flatAix proP
others ae worried about the flat
tax's consequences for real
estate activity.

The NAR conimissioned a study by DRI/McGraw
HiLl of the effect of a fltx oonreal estate. Although
the study is entitled "Residtial Construction Impacts
of Fat Tax Legisilaio", there is
lie mentim in the study of the
effect of repeal of the The flt tex's ella
deductions on bomebuilding nuopgag intrest de
Instead. the study focus on the o reduce home
effect on the prices of existing rt raks would

b

homes. The study predicts a
decline in home prices and nor"gq borrowers
wealth for middle- and upper. v'rnfally unaffected
income homeowners, nd a basiL
consequent decline in their
spending leading to a short term
recesson. These highly questionable predictions could
flight existing homeowners into opposing any tax

atmeab the
3.ineDSM of
TUMIAlM

overhaul proposal to the great detriment of the whole
country.

Tbe DRI study's finding are grossly exaggerated
due to serious error in the analysis and serious
misconcepions or dismrtions of the Armey fit tax
proposL

The flt ta's elimination of the mortgage interest
deduction would not reduce home prices because
interest rates would drop, leaving mortgage borrowers
and lender virtually unaffected on an after-tax basis.
The repeal of the property tax deduction, involving far
smaler amounts, would somewhat increase the cost of
home ownership, but not by as much as DRI assumes,
and not by enough to hunt housing in the buoyant
economy that the flat tax would generate.

Contrary to DRI's assertions, there would be no
loss of wealth for upper-income homeowners, whose

stocks and bonds would rise in
- value under the flat tax, and no

flsdW ar short trm recession due to a
due to serious drop in spending by upper-
and serious income homeowners. In fac,

stor o of hw there would be as incree in
wealth at all income levels due
to the resulting stronger
economy.

Highe incomes and employment under the flat
tax would increase the demand for housing.
Construction of homes would rise.

DRI study distorts Armev flu tax oroposal

inaton of a
ductox would
Prices because

drop, leaving
an lenders

on an after-lax

The DRI study presented a
carcantre of the flat tax
proposal of Representtive Dick
Armey (R-TX). The Azmey bill
eliminates all itemized
deduction, including deductions
for mortgage interest and
property taxe, in exchange for
a single 17 percent tax rw and
a larg exempt amount for
individuals and family The

bill provides a net tax reductim for nearly all
households. It also exempts all types of in

r s a mo-pr 0 L ii¢o psy mm 1 WO wmank PWWY aml w a fue da W L P
pu dw me puma" enm -M .-- * d Sm oemartin
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ioome from tax (and cmies deductions of all types of
interest payments), which would riduee interest rame.
The reduction in itezest rate would reduce the
interest expense of home ownership.

DRI. however, assumed a revenue neutral flat tax
(no net tax cut), with a tax rate about 30% to 50%
higher than in the Arney proposal (22%-25% vs.
17%), and apparently
understated the effect of the
bill's reduction in dre tax on Contrary to D1
lenders. These ard other would be no to
analytical mistakes render the short term
study useless as a guide to what
would occur in the owing s an de
narkt if the Armey iii were to flt tax would I

be enacted. for housing. C
would rise.

DRI estates

DRI eseirnutes that elimination of the income tax
deduction for mortgage ineres ad property taxes on
owner occupied homes would reduce their value by an
average of 15% nationwide. They assume that home
prices would drop to offset the capitaizmd value of the
higher taxes that boneowner would have to pay over
time if the deduocons were eli-Anated. Since the
value of the deductions is ze for low income
taxpayers who do not itemim, and highest for upper
income taxpayers facing the highest marginal tax ram
DRI expects the price of the moss expensive homes to
fall the most (in excess of 30%) and the least
expensive homes to fall by much less than the average,
if at all Taxes saved by the mortgage interest
deduction e about three tines that of the property tax
deductim DRI, therefore, aeile about 759 of the
predicted potential drop in homne
values to the elimination of the
mortgage in t deduction. Mort in

due to the cxce
ofstby iem MCC c oa from he on

lenders under
In reality, die loss of die should proid

mortgage inters deduction awrage, a co
would be largely, if not entirely, los of th deS
offset by a drop in mortgage
intest rates. Consequently,
there would be little or no
inr in the cost of home ownership, and litle or
no drop in home prices in the agegate, s a result of
the loss of the mortgage interest deductio.

0' a
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Mortgage interest rt would fall due to the
exclusion of the interest from the taxable boom of
the lenders under a flat tax. Te tax on lenders who
receive mortgage interest under current law is
generally at least as high as the tax saved by mortgage
borrowers due to the deduction. Consequently, the
interest rue adjusunent should provide homeowner
on average, a complete offset to the loss of the

deduction.

sserdons, there For example, assume that
ak.. am no lenders and borrowers ar in the

rio... Higher 25% tax bracket. and that
mortgage rates are currently 8%.

md under At Under existing law, the tax
Ise the demand deduction for mortgage interest
cton of homes reduces the borrower's tax

liability by a quarter, equal to 2
percencage points of the interest,
resulting in an after-tax ute of

6%. The lender pays tax on he interest. equ to 2
percntae points of the interest, and keeps 6% after
tax. Under the Anney flat tax, the borrower could not
deduct the i but the lender would not be taxed
on de interest Tl"re borrower would not warn to pay
more thm 6% to avoid an increase in the net of tax
rate, but the lender would be willing to take 6%
because it is the same net of tax rate as under current
law. The mortgage interst rme would fall to 6%,
leaving both pasties no better off and no worse off
than before.

In fact, lower-, middle-, and upper-income
borrowers ae in different tax brackets under current
law, and they would experience different effects from
eliminton of the mortgage interest deduction. An

interest rate reduction equal to
the average amount of the

es would fall cursent tax preniau in inrest
ofa intrest rtes would tend to over-

nme of die compensate low income
na on tA¢ bon-owen and under-compensme
/U 1 [an high income borrowers. There
meowners, On might be an increase in the price

offset to the of mor modest homes ad a
Lreduction in the price of

expensive homes from this
effect. In total. however. there
should be no ignifacam net

increase in the aggregate cost of home ownership
nation 'ide. and no aggregate loss of home equity
value from the elimination of the mortgage intrs
dedumipn.
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New homebuyers, or current homeowners seeing
to move, would receive the lower interest rates
automatically. Existing homeowners would have to
refinance their homes to get the lower interest ra es.
Refinancing involves significant fees, and a sudden
rush to refinance could satin the processing capacity
of mortgage lenders and Might raise fees further. To
avoid such costs. a flt tax proposal could
"grandfather" existing mortgages, leaving the interest
tax deductible for the borrowers and taxable to the
lendes as under current law. Since borrowers and
lenders would be in identical tax brackets under the
flat tax, grandfaxhering would involve no revenue loss
to the Treasury. (DRI forgot that lenders would pay
tax on interest on granathered mortgages, and
erroneously assumed that grand hering would lose
revenue and require a higher tax rate.) Grandfathering
would slightly complicate tax compliance and
enforcement, but these effects
would disappear over time as
existing mortgages w paid To aod (refinoff: oaod[tl

tax proposal c
The DRI study acknow- existing mon

ledges that a reduction of ist rest tax
interest res would offset, to borrower and &
some ex t, the effect of the as under curs
loU of the mortgage interest
deduction. However, DRI
understates one of the features
of the fla tax that would act to depress all currently
taxable market interest razes, and consequently
underestiumes the degree to which mortgage interest
rate would fall and the extent of the offset. DRI
assumes that interest razes would fall to a limited
degree because borrowers would resist paying the old
mortgage rate if interest were not deductible.
However, DRI gives little weight to the fact that,
under the flat tax, lenders would not be taxmd on the
interest income, and would accept a lower rae. Both
sides in the aansaction would be content with a lower
raze. Thus, the offset should be complete, not partial.

DRI assumes that many mortgage lenders ae
already tax exempt, giving them a lower tax raze than
borrowers, reducing the spread beeut,n taxable and
non-tax.able interest rate. and reducing the amount by
which one would expect interest razes to drop uder
the fla tax. In particular, DRI claims that foreign
lenders are currently not subject to tax on their U.S.
interest income, lowering the average tax rate on
lenders and limiting the amount by which interest rates
would fall Since July 1984, foreigners are generally

Ilag

lxabi
at la

not subject to U.S. tax wi ng on most US.
rovannen securities, but ae generally subject to tax
on interest income in the United States, or, with few
exceptions, in their home countries after a foreign tax
credit for taxes paid in the United States. The correct
statement of the sinianots is that a flax tax would
reduce the global tax on foreigners' U.S. interest
income where U.S. tax rates exceed those abroad, but
not otherwise. Much of the foreign saving entering
the U.S. is from nations whose citizens could expect
to benefit from lower U.S. taxes.

DRI also errs in claiming that mutual funds are
tax exempt led; each year, the funds' income must
be passed through to the funds' shareholders, who are
taxed. In any event, tax exempt lenders do not
constitute major sources of incremental funds for the
mortgage market.

DR! estimated the sire of
g ] costs, a the reduction in mortgageScosts a interest rates from adoption of a
"g ra 4 lr" flat tax by comparing razes on

, aving the 10 yen Treasury bonds and tax
€&W. for the exempt bonds. DR[ assumed
It to te lender, th& the interest rate on
W. mortgages would decline by

about as much as the difference
in yield between the Treasury
bonds (subject to federal tax, but

not to state tax) and tax exempt state and municipal
bonds (not subject to federal tax, nor to state tax if
held by a state resident). That differential is only
about 0.9% to 1.3%, less than the roughly 2.5%
interest raz drop required to offset the loss of the
monrgge interest deduction for upper bracket
taxpayers at DRI's assumed raz of discount.

However, tax exempt bonds are riskier than
Treasury bonds (as shown by the Orange County
bankruptcy, the WHOOPS debacle, and the Californa
budget crisis of a few years ago), which raises the
interest rate on tax exempt boods closer to that on
taxable federal securities. If Treasury bonds were as
risky as tax exempt bonds, the intrs rate on
Treasury bonds would be higher than at present, and
the interest differential would be greater.

In short, one must look at the taxes collected
currently at the margin on mortgage interest, not
interest raz spreads between two types of non-
mortgage securities with different levels of risk, to
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judge the interest rte effect of making mortgage
interest uasactions non-taxable.

Provemt tax deduction

Anney uses the added revenue from elimination
of the property tax deduction to further reduce the flat
tax rate, meaning that, on average. consumers of
housing and other goods and services would not be
injured in terms of disposable income by the loss of
the deduction. Indeed, the lowa tax rate would lower
the cost of housing and other production by as much
as repeal of the deduction raised it, and a taxpayer's
disposable income would buy at least as much as
under current law (and probably more, given Armney's
net tax cut and the incentives to save and invest).
There would be no loss of purchasing power.

Elimination of the deduction for property taxes
means tha, in effect, the Armey
bill would levy the income tax . _

on the property tax. It is not
clear, however, that this imposes Arnty uses the
a higher burden on home elimination of
ownership than on any other deduction to fse
type of asset or product tax rate, mean.
Property taxes am imposed on consumers of
all types of real estate, whether goods and serve
owned directly by individuals or in terms of di
by businesses: on owner-
occupied homes, on rental t loss of the
housing, on commercial, office, ---
agriculrural, and industrial
structures. In addition, personal property taxes are
imposed on many big ticket items, including business
equipment, motor vehicles, boats, airc ft, and other
personal property items. The disallowance of the
deduction for property taxes would raise die cost of
owning all of these assets and products. Elimination
of the property tax deduction would affect the value of
the businesses that underlie alternative assets such as
stocks and bonds, and, therfore, would not put a
home at a disadvantage as an investment asset-
Elimination of the property tax deduction would affect
the rent on rental housing, and would not put owner-
occupied housing at a significant relative disadvantage
as a source of housing services. Similarly, loss of the
deduction would not raise the cost of housing services
relative to the cost of most other goods and services,
which would be impacted as well.

The relative price of homes would slip only if
property taxes are a higher franion of the cost of

adde
ether

ngth
botts
ices
spos'
dedu

owner-occupied housing services than of rental
housing services or of the cost of other goods and
services. It would injure hooneownen only if it were
to generate an increase in the relative cost of owning
real estate compared to most other assets. Property
taxes may be a relatively higher part of the cost of
single family owner-occup:,Xd housing than some other
goods and services. but DR] has not quandfied that
differential. Home prices might fall relative to the
prices of other assets, goods and services by at most
that differential fraction of the cost of the property tax
times the flat tax rate. Even the full value of the
deduction accounts for only one-quarter of the DRI
result. If one accepts the rest of DRI's assumptions,
the irndiae effect of the flat tax on home prices
could be, at most, a temporary decline of less than 4%
on average, not the 15% claimed in the study, and
probably a good deal less. Any such decline would
soon be swamped by the increase in income due to the

tax restructuring and the
resulting increase in the demand

d re venue from for housing.

property tax If there were some modest
reduce the jlt effect on existing home prices, it

t, on average, would be temporary, and would
ing and other cause no injury to people who
are not injured are not planning to sell their

t income by homes in the very near term.
orion. Any price effect would be

temporary because homes are
a stock of durable capital that
can change over time. If the

higher cost of the property tax slightly raised the cost
of owning a home, then, for a short period of time,
home prices might need to be lower than otherwise to
attract potertial buyers. The dip in prices would
temporarily slow construction of new homes, reducing
the growth of the housing stock relative to demand
until the price of existing homes recovered lost
ground. With lower production and maintenance costs
tending to reduce prices of homes and other goods and
services. and higher incomes tending to increase
demand for homes and other goods and services, it is
not clear whether prices of existing homes would
ultimately rise or fall relative to prices of other
products, but the effect would not be the one
calculated by the DRI study.

Armey tax and spending cuts would boost housing

The Armey bill reduces federal spending to pay
for a net tax cuL DRI did not want to complicate its
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analysis by changing federal spending. and assumed
this provion of th bill did not txist.

Reduction in federal spending in the Armey bill.
however, would reduce government absorption of labor
and materials. It would also pern a net tax cut to
reduce txm both on average
and a the margin, on labor.
capial, and the cost of The Armey b
everything they produce.
Consequently, it would free up sedig to Pa
ard reduce the cost of resources DRI did now wt
for expanded private sector analysis by
activity, including honebuildig. spendng, an
Houses, along with other proving of I&
produce, would cost less to
produce, to buy, and to
mainain Ther is no reason to
suppose a drop in home prices relative to the prices of
products d homeowner might wish to buy, including
replacement housing if the homeowner were to sell the
bome and move.

These same features of the Armey bill would
unambiguoutly songthen the demand for homes by
raising real incomes. Spending reduction and a net tax
cut would shift resources to the private sector, and
increase capital formaton and productivity. Pre-tax
Ad after-tax incomes would rise. The added income
would be spent, in part, on housing. This increase in
investment, income, and the demand for housing is
recognized by DRI, but is assumed, unrealistically, to
come after considerable delay,
and is not factored into their ,
calculation of the effect of a flat
tax on home prices. The DRI

incorporate I&
The DRI study also fails to taxaion of sa

incorporate the effect of reduced building up a
taxation of saving on the ease of home, and M
building up a downpayment for affordability of
a home, and the resulting
increase in affordability of
housing. With L higher down
payment, a homebuyer's mortgage debt and mortgage
interest re would be lower, reducing the interest cost
of homebuying.

Effct on household wealth

DRI is concerned that the assumed reduction in
home prices would reduce the wealth of homeowners,
leading to an immediate ir-mase in saving and a

y[ I o
ao

cha4

rbii

Ieff,
'Ing
dows
hesul
house

reduction in consumption, spending by cab
households, and a recession. This is mistake. Asset
or "wealth" have value because they produce futme
after-tax income. DRI's caulad drop in home
prices is the present value of the drop in after-tax
income in all future yeats due to the los of the

deductions. Aney. however,
would use the revenue from de

educ.es gfer eliminaton ol the deduct to
elirmnn the tax on lenders and

r a nft fax cUt to lower the eenl tax rate;
complicae its there would be no tax increase.
ging federal no los in afr-tax in , AMd

assumed this no drop in wealth from the
did not exs. eimination of the deductions

when all taxpayers are
cmidmd although there ight
be a slight shift of thu income

from upper income to lower ian -- taxpayer, aid a
rejallocation of wealth across assets. By looking only
at one type of wealth and ignoring matching changes
in o6fe types of wealth and after-tax income. DRI
crates a net loss when there is none.

DRI predicts the greatest drop in home pics and
wealth would occur at the upper end of the market, on
homes of above average prim and. consequeny, that
the loss in home equity values would occur chiefly for
middl- and upper-income homeowners. Thee are
several problems with this line of masoning.

Much of the property tax effect in the Armey bill
comes from the tax rat
reduction, not the elimination of
the property tax deduction per

aso fads to se. Evenifitwereretaied, the
eCI of reduced value of the property tax
on Ow ease of deduction (and the mortgage
payment for a interes deduction) would be less
Ung , resi at a 17% tax rae (the rae
ing. proposed by Armey) tUa K

current tax rte, and would be
zem for people dropped from
the tax roU. When a tax nut is

reduced, a deduction that sheltered income from .he
tax loses value in proporfio but if the deduction is
only a fraction of taxable income, the taxpayer comes
out ahed The tax raw cut and the net t reduction
in the Armey bill would mors than make up for the
additional loss of value of the property tax deduction
due to its complete elimin on. Homeowners would
gain. Their incentive to buy a house as opposed to
some oder asset may be reduced, but their incorne,
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wealth (including the value of their human capital the
present value of their fifetsme after-tax labor income),
and ability to afford a house must be greater, not less,
as a result of the tax rae cut

Even if prices were to fall on the homes of
middle- and upper-income people, theu wealth would
not decline under the flat tax. Middle-income and
high-income households have a relatively greater
percentage of their assets in stocks and bonds, and a
relatively smaller percentage in homes, than do lower-
income households. The Armty bill would increase
stock prices and the value of mutual fund holdings,
raising household wealth via assets other than owner
occupied housing. Middle- and upper-income
households would benefit greatly fr, m higher stock
prices, suggesting that their wealth would not be
depressed as severely as DRI contends, if at all.
Middle- and upper-income households do the bl of
the nation's saving, and would clearly benefit, not
suffer, from the elimination of
the tax bias against saving.
Realtors might be concerned if DR] admit that,
households choose to hold 174t tax would bo
relatively more of their wealth th since ves it pr
in financial assets and relatively
less in housing, but household pLant, cquspmnt,
wealth would be higher, not and residential rei
lower, under the flat tax than
under current law.

to
ost

at
nU

DRI's notion that a drop in wealth (the capitalized
amount of future income) would raise saving is
mistaken in any case. If wealth - permanent
income - were to decline, both saving and
consumption would decline. The flat tax. of course,
aims to increase saving and investment. DRI's notion
that a higher saving rate (whatever caused it) would
lead to recession is mistaken. In fac a higher saving
rate would not depress the economy, even temporarily
it would quickly lead to more investment. which is as
good or beer at generating jobs than consumption
spending, and would lead to a increase in income and
wealth.

Interest rae increase due to growth

DRI admits that, longer term, the fla tax would
boost growth due to the incentives it provides to invest
in plant, eqiptnent, and commercial and residential
rental pitperties. They err, however, by assuming that
the faster growth would tend to raise interest rates in
the financial market partly undoing the drop in rate

stemming from the removal of the tax burden on
interest and injure housing. Their concern is based on
outdated Keynesian loanablee funds" analysis that is
incrasingly rejected by the research community.

First of all, there is no historical correlation
between higher rates of economic growth and higher
market rates of interest.

More fundamentally, the DRI analysis of the
effect of an improved investment cli,- ate on interest
rates is badly flawed. Interest rates am. determined by
basic factors such as the after-tax real rate of return
people demand to give up a unit of consumption to
add to r aving, risk. inflation expectations, and the tax
component of interest. The Anney bill should be
understood to reduce the combined tax races on saving
and investment relative to consumption, compared to
present law, so the amount of saving to finance
additional investment would increase. The desired

expansion of the manufacturing
and commercial real state

rsger term, the sectors would not drain de
growth due to credit markets and starve the

WS to invest in residential mortgage markets of
funds.

nd commercial
properies. At a given level of income,

people save and invest more, the
less it costs them to do so. The

smaller the tax bite on the returns their saving and
investment provide, the Less the cost of saving and
investment. With a smaller tax bite, savers-investors
are willing to accept a smaller pretax return in order to
have the same after-tax return. Businesses are
prepared to accept lower pretax earnings on their
capital outlays, hence are willing to undertake capital
projects that would not have yielded a sufficiently high
prex return at the higher tax ram

Of course, as capital outlays inr and the
stock of capital increases, the ptax return on the
marginal unit of capital dccreases, unless Congress and
DRI have managed to repeal the law of diminishing
returns. The growth in capital outlays will slow as the
pretax returns decline. On the new and higher growth
path, the level of saving and capital formation will
produce pretax returns that afford after-tax returns just
adequate to warrant the cost in terms of foregone
consunption.

To be sure, as this adjustment occurs, the net of
tax retum to owners of existing capital could go up,
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principally in the form of increases in the market value
of equity. This does not represent an increase in the
cost of saving or an increase in real interest razes. On
the contrary, it results from a decrease in the tax on
what capital produces.

DRI's "loanable funds" analysis confuses the
transitory increase in after-tax returns that would be
received by the owners of capital following a tax cut
with a (non-existent) increase in the after-tax interest
rate demanded by savers to undertake the marginal
dollar of saving. The higher initial returns on exist~ig
savings would not take the form of higher interest
rates. Instead, the returns would materialize via an
immediate jump in stock, bond, and commercial and
rental residential property prices, which would rise in
line with the higher after-tax earnings of the assets,
and which would keep interest rates and dividend rates
from rising. The higher after-x returns would be an
unexpected reward to people
lucky enough to have been
owners of capital when the tax
was reduced. There is nothing The flat tax

about a tax cut that would cause mortgage ink
an increase in the after-tax purelyfor simpi
interest rate savers demand, and interest would
there would be no upward borrower's an,
pressure on market interest rare returns.. If, in
on additional saving. were retained, a

Much of the additional continued to
saving would flow into current law,
investment via the equity virtually no tax
markets, as higher share prices consequence,
induce additional issuance of simplification
shae. or via direct investment whole dispute
by businesses, both domestic tapo
and foreign.

DRI's concern that saving
will not rise sufficiently to finance all the desired
additional investment, and thereby drive up financial
market interest rates, is unfounded. Business and
individual saving and investment are, jointly, a
demand for more real, physical capital, not,
respectively, the supply and demand for "loanable
funds" or "credit". Saving is historically very
responsive to enhanxd investment opportunities. If
anything, the financial markets move faster thn
business' ability to build new stucux and acquire
big ticket capital items.

Furthermore, a significant portion of existing U.S.
saving now flows abroad. These amounts could be
redirected to domestic investment in a more favorable
tax climate. In its discussion of cross-border saving,
DRI failed to note that domestic savers and lenders
would generally receive a greater tax reduction on
their U.S. interest and dividends than on their foreign
source interest and dividends. They would increase
their total saving, and, where they are subject to
foreign taxes on foreign source interest and dividends,
they would have an incentive to repatriate their
savings and reinvest it in domestic markets. Such tax
changes can have a dramatic effect on the behavior of
domestic lenders. For example, following the tax rate
reductions and investment incentives of the Economic
Recovery Tax Act of 1981, U.S. bank Lending abroad
dropped by roughly $100 billion in two years, from
$121 billion in 1982 to $24 billion in 1984, and was
shifted to domestic lending.

Furthermore, domestic
saving need not be the sole

s repeal of the source of financing additional
rest deduction is investment. The United States
Yifiation._ Mortgage no longer consticu the bulk of
disappear from the the world's free market

th lender's tax economies Foreign saving in
stead, the deduction world capital markets exceeds a

nd mortgage lenders trillion dollars annually. A very
small shift of that saving toward

taxed as under the United States would
there would be guarantee ample saving for all

revenue or tax rate forms of investment, including
nd only a bit of housing. It is me that some
oud be lost The foreign lenders would not
is a tempest in a benefit from lower U.S. taxes on

intetts income. However,
much of the foreign saving
flowing into the U.S. takes the
form of direct and indirect

business investment, which would certainly benefit
from the reduction in taxation of business investment
in plant, equipment, and real es=ae under the flat tax,
and would free up domestic saving to finance the
mortgage market. Them would be nothing left of the
loanablee funds" pressure on the credit markets that
DRI ass,mes would raise interest rates,

Conclusion

DRI's estitMs of the effect of a flat tax on
owner occupied housing if the mortgage interest and
property tax deductions are eliminated are exaggerated.
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If history is a guide, home prices will not be
damaged if lower x rates accompany the elimination
of the real estate deductions, encouraging saving and
lending at lower interest rues and boosting income
grow th. The Kennedy/Johnson (1963) and Reagan
(1981) tax rate cuts, which simultaneously reduced the
value of the mortgage interest deduction and the tax

over many years would be unlikely to be influenced
by transitory changes in returns on other assets. The
public would not demand a higher after-usx return on
housing, and the investment boom would have no
permanent effect on housing prices via interest rute
effects.

on interest income of lenders,
did not hur the housing sector.

The flat tax's repeal of the Elimination of

mortgage interest deduction is saying and in v
purely for simplification; the in expansion
borrower would not deduct the economy and
interest, and the lender would Owner-occupie
not have to pay tax on the constitute a dir
interest. Mortgage interest expanded cap
would disappear from the unlikely to su
borrower's and the lender's tax decline in abs
returns. Interest ru would
drop to leave both parties with higher
virtually unaffected on an after- board, Americo
tax basis. If, instead, the increase theirs
deduction were retained, and the future, a
mortgage lenders continued to general would
be taxed as under current law,
there would be virtually no tax
revenue or tax rue consequence,
and only a bit of simplification would be lost. The
whole dispute is a tempest in a teapot.

Elimination of the ax bias against saving and
investment by adoption of a flat tax would result in
expansion of the over-afl economy and the stock of
capital especially in those industries where the current
bias has most severely constrained activity, including
manufacturing and commercial and rental real estat.

Reduced taxation of saving that induced growth of
the manufacturing and commercial real estate sectors
would not adversely affect homeowners. Potential
hometuyers looking at the value of home ownership

the tax bias against
es ment would result

of the over-all
he stock of capital...
d housing might
finished share of an
vitall stock but is
offer any significant
lute value... Indeed,
comes across the
ins would be likely to
pending on homes in
nd construction in
boom.

Owner-occupied housing
might constitute a diminished
share of an expanded capital
stock, but is unlikely to suffer
any significant decline in
absolute value. In fa, as their
real wealth increased along with
their real incomes, people would
demand more housing - more
luxurious, larger, more valuable,
not less. Realtors dealing only
in single family homes might
see a relative decline in their
product line, but builders.
existing homeowners, and even
reactors dealing in commercial
aM rental property would not
suffer, and would hkely gain
from the move to a fla tax.
Indeed. with higher incomes
across the board, Americans

would be likely to increase their spending on homes in
the future, and construction in general would boom

Tax retructuring may well result in shifts in 6he
relative importance of some sectors of the economy,
and people with narrow parochial interest in those
sectors might prefer the stamis quo. That hardly
constitutes a reason for rejecting the gains to the over-
all economy that would result from a more sensible
tax system.

Stephen Entin
Resident Scholar

I. Rat tax proposals generally repeal all or mon itemized deduction in retur for a sigle low ts rue. The do
tax prposal by Rereseative Dick Anney (R-TX) would repeal all itemied deduction including the mortp
interest deduction vad the deducton for suta and local come and popery taxes. This t -eanei of Interest o
mortgage debt Ls identical to that accorded interest on ode types of debt under ft Arriey bil Bwowus would
not deduct imrnest paid on any type of los, including siness borrowing, a lenders would not pay tax oa mw
r iveii A variant of the flu tax proposed by Senator Arlen Specter (R-PA) would retain e morgage uerf
deduction. If the deduction is remained. mortgage lenders shuld be taxed on the inrst.

Nom Nothing hee is to be misrued as necessarily reflecon the views of MET or as an atempt oaid or binder sft pa. of any
bill before thse Congres.
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