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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-
fionment where the economy can grow, bring security to all fami-

es.

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.

(¢}
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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 witﬁ 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 tpercent 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.

1 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 thic list will grow.

In the month:z 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. -
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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 -ould 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 well 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 *o 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-
poi')tar;t issue of tax reform.

at?

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 own 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.”
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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.

}‘hﬁ: SJHAIRMAN Thank you very much, Pat.

ohn?

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?
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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 guing 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 gerhaps something we ought to take a look at.

ut 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 antf 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,
Jack1 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-
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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 grapple 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, 1 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
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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 fpeople, 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
?ave to weigh and consider in a complete revision of the income tax
orm.

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
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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 Republican 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.
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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
e}ilther 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,
~hich, 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
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uestion, 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 gayments, 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 ECONONIC GROWTH AND TAX REFORM, AND
CO-DIRECTOR, EMPOV/ER 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. [ 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
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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
wno work today may be the saviors of tomorrow. The very man or



12

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

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.
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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-
ﬁialfc.ontract with the American people for a new system that would

e 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 Szcurity 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 over 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 to 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. pu 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 in 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. pU PonT. I mﬁ put that in writing.

The CHAIRMAN. Progress was indeed made, then.

Mr. pU 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 happens. And the analysis that we get from those
who tend to favor tﬁe current tax system, that rate cuts produce
lower revenue and bigger deficits, I do not believe, is an accurate
analysis.

at 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.
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I would like to quote author Frank Chodorov, who describes what
has happened after 70 years of tinkering with the Tax Code ths!
-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 f)ercent. 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
530,000, 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 pro%ressivitgv into the system.

The commission’s Eroposal 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 defi-
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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 sufgest, 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 reestablis]g 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.
d_[’Iihe prepared statement of Mr. du Pont appears in the appen-

ix.
The CHAIRMAN. We look forward now to hearing from you, Mr.
fI:‘ong, who currently serves as Treasurer of the great State of Cali-
ornia.

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
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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
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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 raisetf 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 iag 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
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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 ;ﬁe big
law firms that take bright mings 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 scorinf 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.
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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-
;:lent is as much growth as one can expect without risking high in-

ation.

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

ack?

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
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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. pU PoONT. 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 1s 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.
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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 ﬁ:e a%ility to pay.”

W(g;lld 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
i3 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, ma
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 CHAIRMAN, 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-
tri(lels? 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 iike 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.
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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 tKe tax burden on middle income families that all of us
want.

In my opinion, the most important point in this hearing was
Matt Fon%"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-
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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.

d’g!;e CHAIRMAN. Pete, do you have anything you would like to
add?

Mr. pu 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
:ir: irlxcdividual ought to see an increase of about $2,000 in their pay-

eck.

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
ghenomenon, despite the scary statistics that are being played out

y 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.
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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 tKat. 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 Presslers 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-
pendse 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 goverrment 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
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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. KeEMP. 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
swa]mp 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.

f 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
een.

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-
1r:Iihan jumps in, it is not since John F. Kennedy, it is since Richard

ixon. :

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



28

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. Tgat 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-
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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. 1
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. bu PoONT. genator, 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,

45-868 98-2
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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.

Se}xllator 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, 1 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 opportunifiy 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 PoONT. 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. pu PONT. That is an important point.

Senator CHAFEE. Yes.

Mr. pu PONT. I do not believe, without growth in the economy,
that you can get your balanced budget, ever.
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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
v;ilth 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
riiht 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.
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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
15(?1 percent, I would assume. I am looking for help, if anybody

OWS.

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. pu 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,
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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,
diddnot have the resources to take advantage of the complex Tax
Code.
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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 ef;e 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 m}); 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
f'ou work, trying explain that marginal tax rates going up so steep-
y leads ultimately to people choosing leisure over work and con-
sumption over savings.
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I was not sudggesting by the Reader’s Digest poll, John, that ev-
erybody should pay 25 percent, but I was suggesting that the
American pecple 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 approaoched framing our proposal, that it is a
streamlined model of a basi« 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 mcrtgage 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, 1 think, gettin% sidetracked on what these options are, we
should be focused, first of all, on the model car and not get side-
tracked.

With retgard 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,
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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 you 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,
it is 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. pu PONT. Two observations. First, you on the committee that
are going to work on tax changes need to very carefully 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,
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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 mominF says that the
Forbes flat tax plan increases the deficit $186 billion a year. Is
Senator Dole’s atf 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-



38 -

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 billicn 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.
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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 19897

Senator CONRAD. I did not ask them about 1989.

Mr. KEmMP. 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 not 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 econcmy
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 thinl({l 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?
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Mr. KeEMP. 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. KeEmp. 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 coming out of a recession
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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. KeEmp. 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 Ead 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-
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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
grocesq. Even if you assume a 50 percent egiciency 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-
geal of this whole thing with respect to the middle class evaporates

ecause 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. pu 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. pu 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

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.
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Mr. pU 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. [
have said it twice. We favor it, he does not.

Senator CONRAD. But Pete does not favor it.

Mr. KEmMp. 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 «. nmission.

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
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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
ﬁayroll tax, you get progressivity for the poor. That is why Eleanor

olmes-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 ar 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. i

What we are actually saying is, no matter how hard you work,
and no matter how much frou invest, and no matter how hard you
spend your capital to build your business, or whatever, you will
never be taxed beyond 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. KeEMP. Right.

Senator MOSELEY-BRAUN. So when you are talking about flatten-
ing this progressive flat-tax or flattening the multiple rate struc-
flure, things liked the Earned Income Tax Credit go out the win-

ow.

Mr. KEMP. No, they do not have to.

Senator MOSELEY-BRAUN. That is retained in your proposal?

Mr. KeEMp. 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 ma]i;), you make the final decision about whether or not
there should be an EITC, or whether you should privatize Social
fSecurity, or whether you should allow it to be deductible. That is
air.
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Senator MOSELEY-BRAUN. One of the things that commends this
report, as o%posed to some of the earlier flat tax proposals and defi-
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 {)ayroll taxes out.

Mr. KEMP. Well, we established the principle—

Senator MOSELEY-BRAUN. The 1Frinci le. 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.

'Se{nator 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. Welf 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 %overnment 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 thz' 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. k

Mr. KeEMP. 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.
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_ Mr. KEMP. We challenge thai. 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 activit
stimulated at a lower real price for the real estate being traded,
sold, or bought.

Mr. KenmP. 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. 1 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
c{llange that you suggest would happen with the capital gains
change.

Mr. KEMP. Carol. Caro), 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.
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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
Jjust 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. KeEMP. 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
stmple, 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 af‘:remise 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-
tﬁllycdgtermined 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.

r. FONG. Senator, using dyou.r 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
fransition problems? We recognize that there are transition chal-
enges.
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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-
rlusions 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.
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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 CHAIRMAN. Thank you for your question.

I would like to call on Senator Bennett, first.

Senator BENNETT. 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 regort 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 t¢ 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
haf)pen 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 J)rice sensitivity on the price you put on a product can only
be tested in the marketplace.

You sit arcund 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.
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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 s’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-
kltlp('ing they can for food, clothing, shelter, and eduvcation for their

8.

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 J 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.
friSeggtor MOYNIHAN. Mr. Chairman, may I make a response to my

end?

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
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oes up and risk, savings, and investment go down when you have
igh 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 somethins very important. He broke out of economics
of the dismal times and started speaking of the optimistic econom-
ics of abundance. He said, tax aﬁ 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 CHAIRMAN. 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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NEWS U.S.SENATOR FOR KANSAS
FROM: SENATE REPUBLICAN LEADER

FOR IMMEDIATE RELEASE Contact: Clarkéon Hine
Nednesday, January 17, 1996 {202) 224-5358

NATIONAL COMMISSION ON ECONOMIC GROWTH

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

We asked him to bring together a group of distinguished economists,
entrepraneurs, and business leaders to determine how our current tax
system hincers 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 co something that comes naturally to
Jack--£o be bold, aggressive, and innovative in his recommendations.

Jack, I think both thes Speaker and I can 8tand here today and
congratulate you and the entire Commission for fulfilling that mapdate.

i tazt o

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, Jimplicity.‘ 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
ingtead of redigtribution of wealth; a tax system that encourages
entrepreneurship instead of stifling innovation; a tax system that
unleaghes 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.

(-] w_ T (-]

The problems of today’'s tax code 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
discouragiag 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 hag grown more
powerful and their agents have grown more aggregsive toward individuals
and small business owners alike. And, as the Commission’s report so
powerfully demonstrates, the complexity of the code wastes millions of
hours in conpliance efforts; and it costs businesses and individualse
billions of dollars to meet the ever-changing rules of the IRS.

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

T Yo

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 budgel.

Conggesgiopal Near lation

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 twislLed wreck of federal tax law and starting
anew i@ the gurest 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.

i
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TIME 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 40% 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 eamn each year,
and half of anything lefiover when we die - the family farm, the small business we have built, or
the savings we have worked so hard to accurnulate.

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 ecarn 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 2 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, seized 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 tatked about an lowa family - Bonita and Kenny
Merten and their two children - who are having great difficulty surviving financially on their
family income of just 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 eam each year.” You see, out of their $32,000, the Mertens pay
$2500 in federal income taxes, $1100 in lowa 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 faimess 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 Chariotte. 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

2
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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 sledgchammer 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 altemative

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

3
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growth, and $700 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 new 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.

HABHH
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United States Senate
Committee on Finance

Matt Fong, Treasorer
State of California

Janusry 31, 1996

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 Goveraor 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 full of principles and lacks technical detail; that it recommends a
rate but doesn’t specify & 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
time. [ STRONGLY DISAGREE.

[ like to analogize our 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 [RS code [S outdated, outmoded, and IS beyond repair.

The problem with today s debate on tax reform, as [ see it, is that after people
agree that a pew tax system is needed, they get lost talking about the optioas such as the
home mortgage deduction. Before you decide on all the bells and whistles, you have to
decide which basic tax structure (i.c., flat tax, sales tax, 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 consensus on six principles.
o Economic growth - encourage initiative, hard work, savings

Eairngss - treat all citizens alike

Simglicity - understandable by all .

Neutrality - eliminate bias against savings and investment

Visibility - an honest accounting of the cost of government

Stabiligy - an ability to plan for the future
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Critics have ignored the Commission’s identification of these important principles as if
we simply made up the list from a high school Govemmqntext Nothing could be
further from the truth.

We used our 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 consensus, not only placed a high value on having citizens know the
cost of their government but they climinated recommending the Value Added Tax which
failed this principle miserably.

The tax rate is the price tag of government. Critics have faulted our report for
not recommending a specific tax rate. [ would counter that we HAVE set a specific rate.
It is the rate that will continue to operste government at ity 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 thaa 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
govemment costs too much (i.c., 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 systemn. Every Commissioner believes strongly that the principle of
fairness should be one of the cornerstones of s new tax system. Each taxpayer must be
treated equally. That is, proportionately cveryone should pay the same tax.

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

Throughout our hearings, citizens told us that what they waat more than anything
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 of a flat tax.

Therefore, Senators, [ believe you have two paths. 1) 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 beard from critics of the flat tax that it will “cost” the
govemnment billions of dollars, will create a windfall to the rich and increase the tax
burden on the middle class. Again, [ 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 investment. 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.

Furthermore, a simplec 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 arc not paid.” Americans are
overtaxed not undertaxed. And many spend a lot of time hiding income from the
govermnment 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 8%, you can readily guess what happened. Ships simply took on
bunker fue! at ports in Mexico, Oregon and other West coast ports. Refueling operatioas
in our ports dricd up and the state only collected approximately $1-$2 million in revenue
- probably more was spent on welfare for the out-of-wuik families who lost their jobs as
8 direct result of the imposition ot this new tax.

The scoring of tax reform plans and the generation of tax distribution tabl;s will
employ bundreds of static analysts inside the Beltway alone. Static analysis simply will
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 reveaue to be raised from President Clinton's tax

wpcreases.

I urge you and the members of your staff to study the framework outlined ia the
Commission's report. Debate it, find out if you agree with the principles or disagree with
the principles. This first 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 knows the
cost of government. Finally, we urge you to utilize dynamic modeling when testing the
new system for its revenue generating ability.

Thank you.

45-868 98-3



MATT FONG
Ureamrer
Stute of Qulifornia
March 6, 1996

The Honorable Willia» 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 bhope that the tax reform debate will continue through the

year. .
1 am happy to provide responses 1o the questions contained in your February letter. The
responses to your questions arc enclosed. My sincere apologies for not responding sooner.
If you bave any questions regarding my answers to these queslions, please do not hesitate
to call. Again, thank you for the chance to express my views on this very important topic.

' Warmest regards,

MKF:LSS:kna
Enclosure

913 CAPITOL MALL ROOM 10, SACRAMENTO, CALIFORNIA 958i4 (016) 853-2995 (916) 653-3125



The Honorable Matt Fong
_ Answers to Questions for the Record from Senator Roth
March 6, 19%6

1. Should the tax code be ncatral, seeking only to raise revenue in the least harmful way,
or shounld it incorporate an ageada, secking to foster social policies?

The tax code sbould establish the least obtrusive system possible to raise revenue 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

2. If tax reform is to benefit the average working man and wum-n, is it not essential that
there be a deduction for FICA taxes?

Both the income tax and FICA taxes are based on the working man and woman's
paycheck. Itis, 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 thet payroll taxes be fully deductible for individuals.

3. What comments did you Lear at the public hearings 2bout the effects that the various
tax proposals will bave on stats revenues?

The comments on the effect of tax reform on state revenucs were mixed, Most could not
accurately estimate the impact. There was some written testimony received by the Commission
that claimed that local government property tax revenues would suffer if the mortgage interest
deduction were climinated 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 savings and investment, home prices would actually increase.

6. Mny’of the tax reform proposals replace the current income system. Onc of the
criticisms is that they may sdversely affect the states, which, in many cases rely on the
federal income tax 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 their state income tax system,
usually conform state statutes to the federal tax code as of a certain date. My state of California
nses this method to conform to the federal tax system. If the federal income tax system were
climinated, California would not immediately lose its income tax system. The state would
simply keep its conformity to the old code. The 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 impartant point is that state revenues would not be in
immediate jeopardy if the fcderal income tax system were repealed with any other kind of system
(i.c., flat tax, national sales tax, or value added tax). One method that I bave advocated in an



effort to climinate 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 the'state.

5. The world is becoming more economically interconnected and competitive. Cousidering
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. Cunrently, 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 area of research and development.

6. The Commission’s report recommends that tax reform should make the 1).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 overseas?

I am a full blooded “free enterpriser.” If we design our tax systemn and our business
cnvironment 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 clsewhere. We must design a tax
system that does not stand in the way or discourage businesses from investing in the U.S.

A
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LETTER TO THE COMMISSION

FOREWORD

TO THE MEMBERS OF THE NATIONAL COMMISSION ON
ECONOMIC GROWTH AND TAx REPORM

“Taxation without repeesentation is tyranay™ Those are
the words that heiped 1 ignite the American revolution over two
centuries ago.

As we approach the 21t century, the crescendo for tax reform
continues 1o build, year afier vear, election alter dection.
Americans have looked af 1 tax sysiem consantly increasing in
both rates and complexity, and concdluded that taxation with rep-
resentation wasal s0 good sither.

The current tax sysiem is indefensible. 1t is overly complex, but-

densome, and severely limits economic opportunity fo 28
Americans.

We made clear on the very first day of the 104th Congress that

our Lop priority would be to change the status quo and 1o bring

fundamental change 1o America. And we agrecd that there is no

status quo that needs more fundamental changing than our tax

We envision:

B Atax sysiem that s bairer, flatier, and simpler.

W Auxsysem that promotes, rather than punishes, job cre-
ation. '

B Ataxsysiem that eliminates unnecessary paperwork bur-
dens on America’s businesses.

& Ataxsysiem that recognizes the fac that our families are
performing the most important work of our socety.

B Atax system that provides incentives for Americans who
save for the fuaure in order o buid 2 bener Life for thern-
scives and their famulies.

@  Alax sysem that allows Americzns, especially the muddle-
class, W keep more of what they eam, but that raises
enough money W fund a leaner, more eficient ederal gov-
emment

B Atax system that allows Americans o compute their taxes
easily, without the need for a lawyer, an accountant — or
botL

To help make this vision a reality, we named Jack Kemp, one of

America’s most innovative thinkers on economic policy, 1o head

the Nationral Commission on Economic Growth and Tax Reform

— 1 commission that included thirteen more outanding

Amencans.

The entire commission worked diligendy for the past several

months, holding public bearings in eight Gties, whue consandy

thinking about bow o cresie a beger tx system.

Their final report is guaranieed 1o stimulate this important

national dialogue. 1t will surely serve 2 2 catalyst for congres-

sional hearings and debase. We hope that & will also Lrigger con-
versations around kischen tables, water coolers, 2nd in iown hall
mertings across the country

We invite all those who read this report o write us with vour

thoughts on its recommendations and conclusions, and 1o share

with us other suggestions 0a bow we can creaie a tx sysiem tha
promokes economic growth and opportunity for all Americans.

House Speaker
Newt Gingrich

Sente Leader
B0b Dole

Unleashing \merica’s Porential: A ore-wové. oro-fanih o noem for e Nt oy @ 1
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A NEW LEVEL OF THINKING

PREFACE

“They act like all that money is borm in Washingson, D.C™
Perhaps no comment has better summarizec the problem with
our natica's capital than this observagion by £4 Zorinsky, the txe
Democratic Senador from Nebraska. And nowhere is this gov-
emmental conceit expressed more destructively than in the
workings and effects of our inlernai Revenue Code.

Many previous aiempes a tax reform have been masred by the
inside-the-beltway assumption that the weakh of the nation
belongs to its government. This posicion has perpetuated what
could be callod the “tin-cup syndrome™ ~ an environment in
which the politica] competiion over scarce resources replaces
the economic competition thal produces growth, creates jobs,
spurs innovatoa and productivity. As 3 consequence, the tax
code has over the years become increasingly poticicized, and is
seen less as 2 simple 100! for raising revenue than 23 an insry-
ment for social and economic engineering, lo ki, this has
spawned & virtual industry of tx specialists 2nd special interest
wmwmumdm
\

The National Commission on Economic Growth and Tax Reform
set out with 2 diffrent set of esumptions, beginning wich the
belief that the purpose of the tax code s 1o raise mooey while
leaving citizens as free as passible 10 pursue the American
dream. Our charge from Sensie Leader Dole and Spesker
Gingrich was clear: Listen first and learn from the American
people. We lisiened 10 ordirary txpayers in heariogs around
the country. What we heard was 2 great deal of frustration, con-
cern, and, yes, anger with (he current sysies. Our hope has
been 10 channel those frustrations into 3 s of concrete prindi-
ples and recommendations that any new tax reform legisiation
must follow ¥ i is 4o meet the needs and expectations of the
American people.

From June until September 1955, we heard from 1 cross-section
of American txpayers jn Boston, Omaha, Charioae, Palo Ao,
south-central Los Angeles, Harlem, Cleveland, and Washingion,
D.C. We lisiened 1o snd leamed from Eamily Exrmers and high-

tech entrepreneurs, small businessmen and women, medium-
sized and large manufacturers, povernors and mayors, coo-
gressmen and senaors, leading economists and focal actvists.
Unlike previous “reform™ commissions, our activities were
financed withou 2 dime from the American txpaver. Expenses
were met through penvaie contributons from more than 1,500
donors. The fourieen commissioners received no compensa-
ton for the long hours and hard work, save the remendous
reward of knowing their sacrifices would help shape American
higory. This is 2n extraordinary group of American citizers who
have demonstrated through uniold hours of hearings, deliberz-
tions, and study their dedication 1o chart 2 course that will lead
10 2 begier America for their children and grandchildren. We
believe we have set that course.

In 1941, in 2 famous essay for Life magazine, Henry Luce antid-
pated tuat the 20th century would be remembered as the
American Century. The decades and events that followed — the
dedext of Nazi Germany. the collzpse of Communism, the expan-
sion of American influence abroad - bore this prediction out
Today, many Americans feas they see that era of American pre-
have always defined America are seen by some as fond but aded
refics 10 be quieth folded 1w ax.

This report reflects the firm comviction that America can do bet-
ter. Nooe of the members of this commission would have
accepted this challenge if we did nat believe in the possibility of
veal progress and ceal reform.

Albert Einsiein observed that “the problems of ioday cannot be
solved at the same level of thinking ca which Lhey were created.”
We have concluded that the complex tx code of the 20¢h cen-
wry is poorly suited for dealing with the complex world of the
21st. The vision outtined in the following peges cannot be real-
ized by simply rewrvanging the deck chairs on the Titanic we call
our aurent tx code. A brand new ux code, modeled oa the
principles and recommendations proposed in this report, c2a
chart the economic waters ahead and baunch our countsy on its
voyage loward the next American centiry.

Edwin J. Feuiner
Vice Cairman
National Commission on Economic Growth and Tax Reform

4 5 Reportof the Neional Commissien 08 Economic Growsh and Tus Aehrm
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SETTING THE EAGLE FREE

INTRODLCTION

“In sbort, it is a paradecxical truth that tax rates are too bigh today and tax

revenues are 100 low, and the soundest

tay to raise the revenues in the long

TR is 0 cud Lbe rates now... The purpose of cutting taxes now is not o incur a
budget deficit, but to achieve the more prosperous, expanding economy which

can bring a budget surplus.”

These words of President Kennedy were 2 great inspiration 1o
me as the 1ax reform movement was baunched in the early 1980s
wich the Kemp/Roth tzx ait. Kennedy's vision and courage can
serve ss examples for all Americans as we suuggle 1o make this
nation beger for our children and grandchildren. His remarks
from the Economic Qub of New York ring as true today as they
did in 1962

Al the first meeting of our commission back in June, | held up 8
blank sheet of paper and said. ~This is what we stan with.™
House Speaker Newt Gingrich appointed the National
Commission on Economic Growth and Tax Reform 1o study the
current tax code, lisien (0 the suggestions and idess of people
from around the country, and subemit 1 Congress our recom-
mendazions for reform. A very diverse and ded-
icated group of 14 people, with the belp of an invaluable, over-
worked, 10d underpaid stafl, set out 1o design an entirely new
tax system for America's 21t century; ooe which woald
promise 2 boorming economy, promose job creation, and
ensure the grestest possible oppormanity for all Americans 1o
work, spve, invest, and reach their potential. We opersted
under the premise that aa economic grows raie of 2.5% is
unacceptable 1o the Americas people.
This commission was empowered not merely 1o offer superficial
reforms, 10 trim 1 raie here and close 3 loophole there, but 1
begin with 3 Labula rasa and map out a2 otally new tax structare
for Americe’s nex century. We also wanted 10 help inform the
whole world, particularly the emerging democracies, that the
goal of tax policy is raising revenue, not redistribution of weakh

Jobu F. Kennedy
Economic Gub of New York
December 14, 1962

Our nation has arrived at 2 unique moment in history. With the
passing of the Cold War, we are sunding at the edge of 2 new
muennium with edraordinasy possibilices. Our country is
poised to help lead the world into 2 new era of economic growh
fueled by 20 information-age technological revotution that cza
vieid unparalieled expansion in jobs, productivity, innovation,
and prosperiey. We must embrace this opportunity and chal-
lenge. However, such an embrace will prove difScul, perhaps
impossible, if we remain saddled with our current tax code. The
Current sysiem is indefersible: i is riddled with special interest
tax breaks, and & overtaxes boch labor and capital. We must
construct 2 tax sysiem that reflects our highest values and
unjexshes our greatest potential.

The comments and concerns we heard brom the American peo-
phe over the las: seversl months, coupled with 1 systematic
review of the current tsx code, helped us establish certzin pein-
ciples 10 puide us 10 our conclusions. Surely, 2 tax code which is
simple and fair must generate sufScient revenue so that the fed-
eral government may carry out its legiticane tasks. Second, it
must not place 8 txx burden on tose members of society least
abie 1o bear one. And, perhaps most important of all, i must not
restrict the innovative and entrepreneurisl capaciies of
Americans upoa which rising living standards and our general
prosperity 5o greatly depend. Our proposals are in keeping with
these principles.

Wildly excessive and unjust txxes have locked sway access 1o
capital and credit necessary for lower-income Americans o
taunch the nexs generation of entrepreneurship. Today, sadly.
we sce the American people's sense of dyramism and hope,
their abidity 0 strive and compese diminished by a tax code

Cnlenshing America’s Potcatiad: A pro-grovih. pro-family s system forthe listceomry » 3



which penalizes success. retards imestment, and <ends capital
flecing overseas. The commussion is unused in the belief that onlv
2 pro-growth lax code can resiore America’s confidence al
home and her greatness abroad. Wewant 2 tax code and a0
overai] economs that wall iberate the Lmerican dream and
remove the barriers 1o upwsd social and econonmc mobality.
The American ethos of enirepreneurship 1nd optimism made
America great once before. We believe these propasals will bol-
ster that ethos 2gain and help restore integrity 2nd honesty o
our system.

7

The author John Gardner iras observed that (here are mam con-
nbuting Eaciors 1o the nse of amlization — acaidents of
resources, geograpin. and muliiary power. But whaiever other
ingredients comprise the greatness of nations, he writes, “There
occurs a breaghtaking moments in history an exhilarating burst
of energy and mativauon, of hope and zest and imagination, and
1 severing of the bonds that normally hold i check the full
release of human possibilides. A door is opened, and the caged
eagle soars.” That eagle, the symdol of our nation, represents
the creative spirit, talents, and aspirations of the Arherican peo-
ple. The charge of this commission and the intent of our recom-
mendations is 10 open the door and heip set thal eagle in all of
us free.

Jach Kerup
Chairman
National Commission on Economic Growth and Tax Reform

Report of the Netional Comissicn on Ecoeomic Crovh aad Tux Refors
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IMAGINE AN AMERICA

WITH A PRO-GROWTH, PRO-FAMILY TAX CODE

The National Commission on Ecomomic Growth and Tax Reform recommends 1o the Congress and Lo the
President of the United States that the current Internal Revense Code be repealed in its entirely.

TBe present system (s beyond repair — il is impossidly complex, outrageously expexsive, overly intrusive,
economically destructive, snd manifestly unfair. b 7

1t is time Lo replace this failed system with & new simplified tax system for the 215t century: & single lox rate,
taxing income only omce with & generous personal exemption and full deductibility of the payroll taz for
America’s working men and women.

This system will redsce the tax burden on middle-income people and will belp remove the barriers tbat keep
Low-income Americans from reaching their fullest potential.

These changes, once in place, sbould be sealed with a guaranios +f long-term siability, requiring & txo-thirds
vose of the US. Congress to reise the rate.

THis new system is predicated on & comneitment to expanding growth and opportusnily. We belisve tbe changes
we propose will belp doubdle the rate of sconomic grosth.

A stromper economy 10ill creats more jobs, reise family incomes, expand ownersbip end entrepreneursbip,
and ensure greater opportusily for our children and grandchildren. It will also produce sdditional revenues
Jor balancing the budge! and reducing the bunden of netional deM.

The principics and recommendations contained in this report In his first debate wich Sephen Douglas, Abrak 1 Lincoln

comprise the “Tax Test™ — the sandard io which any new ix remarked tha “with public sentiment, nothing can ful; withow ¢

sviem must be beid. We ask that Congress nax pass nor the nothing can succeed.” We believe that any major legishative

President sign any tax legistation that fils 10 pess this tet. And anempt 1o replace the curvent tax code will faher unless t is first
we encourage the public 0 use the goals and guidetines we offer preceded by a national debaie on what the new sysiem should

25 2 road map through the coming national debate on tax look like.

reform. Many previous aziempts ko reform public policy have failed 1o

Our zim: (0 introduce 2 new syster of txxation that beings out achieve their 2ims because they substitted closed meetings for

the best in the American characier, that plays % our strengths democratic dialogue, focusing 100 much o expert analysis and

and oot our wesknesses, that speaks 10 oar bopes and oot our 100 bale on citizens’ concerns. By including the pubbc in the

fears. Our recommendations are based oa 8 visioa of detiberations over txx reform, this commission seels 10 bulld

America that places the individual — sot the govers- broad-besed consensus behind 2 new tax system for America's

meat — at the center of soclety: ned millennium.

@ WebeBieve that government does o0t cresse opportunity, 1t was with this spirit that the comvmission held cross-country
Citzens do, i government will et out o their way. publc hesrings  from the bisioric home of he Bosion es-party

B We belleve that government is oot the engine of economic 10 the beart of souh-central LA, At every bearing in every city,

we asked people 10 tell us what they saw &5 the problems widh

growth; it is, more frequently, the monkey wrench in the
mdxb:& * the current sysem and the gouls 30y reform plan should
@  Webclieve that tnxpeyers’ eamings and savings — their achioe.

property — are not assets on joan from the government. B /n Omabe, farmers pleaded for simpler filing and the free-

The is power oo losn from the
govermment s power people. o

One of the most serious shorcomings of previous aempts &t 12X A
. B Inthe Silicon Yalley. high-ech entrepreneurs lold of the
reform has been the inabiliey of average Americans 1o make their : bt ofs

voices heard above the choeus of special interests. We have tried P _
2 radically diferent spproack: Listening o the people Srst. scaroty of evestmens capial

dom 10 pass familly Gurms oa 10 their children wihout fear—

Usenshing America’s Potestiak: A pro-groveh. pro-fanily txx sysem for e Jit comy  ®
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B In southcentral Los Angeles. small business-owners
vorced frustrar ons at not bewng able to expand or hire new
workers because of 2 L ite that eats away their profits.

&  And in Harlem. inner<ity en rs expressed both
bigerness and bewilderment ai 2 tax code which sucked
revenues out of their nexghborhoods whule preventing
invesyment from flowing .

Ln our nation’s capaal, we heard from eleced oficials in both
the House and the Senaie who have for many years been leaders
in 1ax reform. Because of their tireess public service, tax
reform is a peiocity issue on the nation’s 2genda.
We also heard from many of the finest economists in the
country who shared their knowledge and research with us at
every hearing,
Aler our hearings, we held a serics of working sessions t0 an2-
h2e what we had heard and 1o begin discussing our reconvnen-
dations for change. During one of our working sexsions, the
commissioners put aside the chasts and graphs for 2 moment,
stepped back, and tried b imagine what kind of world they
would like America's next joa 1o grow up in. We were
asked 1 think abous how replacing the tx code might help
bring that worid about:

8 Lrugine an America enjoving 2 decade of economic growth
a nearfy twice the present rate — crealing jobs, epanding
opportunities, and lifing living sandards foe all.

8 lmagine an America in which more dreams born in base-
rents and garages grow into muli-million dollar busi-
nesses because abundant czpital seeks out good idess, and
entreprencurs and invesitors are confident that their risk-
taking will be rewarded, not punished.

B Lmagine 2n Americz where i is easier 10 get 1 job than 1o
get on welfare, and where our inner cities share in
America’s growth and prosperity. Lmagine these peighbor-
hoods ringing out, ot with sirens in the night, but with the
sounds of new siorefroots being opened and oew busi-
nesses being built

® Lmagine a0 America where bome ownership and higher
education are within the reach of every American so tha
each citizen owns 2 stake in the sysiem and shares 2 com-
mhwuzndgespuﬂiﬁqbr‘shn

®  Imagine 2n America where young couples arenl asked 1o
take 2 tax hit in order 10 exchange their marriage vows, and

where young families can save for their future without being

punished for their thrik.

@ lmagne an Amenca where Amencans have enough ta grve.
not s 10 ar 1 through their government. but to thesr
¢ urches. symagogues. mosques, thew chanues. and nergh -
bors in need.

B [magine an America where the | RS. becomes the “TPA™
— a Taxpaver Prolection Agency — 10 ensure that no one
pays more than is owed. Imagine 2 customer-friendly
2pproach 10 rassing revenue, based on 2 belief in the basic
hanesty of the American people, that treats them with dig-
nity and respect.

We believe that replacing our lax system with one

that is simpler and fairer can belp 1o make tbese

American dreams come irue.

America was not founded on envy or reseniment. The American
idez was never 10 keep evervone a the same mean level, but 1o
give everyone the chance to rise 2s high a8 his or her offort, ini-
liative and God-gjven tlent would allow: |t was 2 promise of
equal opportunity, not of end resuts. the confidence tha what-
ever you aspired 1o become — be it artist, urventor, or entrepre-
neur — you could make it hzppen here.

As the country pursues this change, how we transition from the
exsting bankrupt system 1 the new sysiem will be imporant
Complicated issues will arise. Nonetheless, we are confident that
Lhe Congress and the President will solve these transations in onder
10 bring about this new tax svaem. Dramatxc change never is easy,
and complicased issues wil arise n the ransoon. Bus change we
must, confident that, wih the leadershi of the Congress and the
presidoent, the American can-Go sprrt sl prevad.

A new Ux svslem, as emisioned in the following pages of this
report, can take a first siep ioward rencwing that sense of hope
and possibility by unleashing 2 cascade of benefits, beginning
with greaser economic growth, lower interest rases, and
expanded job opporunites for working Americans.

In this spirk, we invite the American people and their dected
leaders from both poliscal parties 0 use the Tax Test as 2 check-
liss s they mowe forward in replacing the current tax code. We
urge the Congress and the President 1o bese any new legisiation
on the principles and recommendations submited i this
report. Purthermore, we urge Presidens Clinton 10 appoint 2
presdental task force or commission W bring the recomymen-
dations offered by this congressionally 2ppointed commission 10
the nexa Jeved of public debase.

4 [
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AT THE BOILING POINT

“My grandmother used 1o tell me the folk tule of the frog,”
recounted Commissioner Herman Cain of his childhood in
Allantz, Georgis. “1f you put a frog in 2 pot of hot waser, he
would jump right out. But if you put him in 2 pot of cool water
and gradually umed up the heat, he wouldn't notice the rising
temperature and would eventally boil o death.”
The American Laxpayer is in hot waser. Escalating marginal txx
rates, increasing compiexity, and advancing intrusivencss have
~eaied 2 system that has reached the boiling point. Over the
s, Americans have surrendered more and more of their froe-
Jom io higher taxes. The resukt has not been 1o enhance eco-
nomic security or 10 cose the gulf between rich and poor.
Insiead, it has led 1o fewer jobs, slow economic growsh, dimin-
ished hope and opportunity, an erosica of trust and confidence
in government, and 21 ebbing of the American spirit of enter-
prise. It is 1 history that echoes James Madison's warning that
“there are mare instances of the abridgment of the freedom of
the people by gradual and silent encroachments... than by violent
and sudden usurpation.”

The time has passed for incremental reform. The problems with
MmmmMmdﬂpﬁmd\dnbe
sobved with quick fixes and cosmenic repairs.

We believe the current tax code cansiot be revised,
should not be reinvented, and must oot be retained.
Therefore, the commissioa is unasimous: [t is time 0
throw out the seven-miltioa-word mess of tax kaws and
regulations and begia anew.

Marc Negri of Santz Rosa, California, wrote o tell us that, “The
Qurrent sysiem is 50 wrong and such 2 disincentive 10 the every-
day worker that i cannot be seved.” Lewrence Madsen of Mills,
Wyoming, preperes peoples’ txxes for 2 iving, ind yet wrowe |
am so disguvied with the {sysiem)] tuat | must urge you o com-
plesely abotish the Interna] Revenue Code and start over.™ A cou-
ple from Astor, Florida, was even more bluat: “The current tx
structure is way out of date with the real world, 100 complicated
with 100 many loopholes. We sy dump if”

Americans’ eagerness lor real change reflects in part their frus-
tration with 2 sysiem that in the past forty years has seen 31 ~sig-
nificant” reforms a0d an 400 additsonal ~revisions™
through public krws . And yet the tax code is more complex,
more costly, and more economically destructive than ever. This
s the story of how we got here.

THE ROAD TO TAX OPPRESSION

The New York Times, in a 1909 editorial opposing the very first
income tx, predicied: “When men get in the habit of helping
themselves 16 the property of cthers, they cannot easily be cured
of ™ The history of our tax code, in economic Lerms, mirrors
the course of mast addictions. advanaing dependence, dimin-
ished refums, and deseriorating heakth of the afflicted.

Supporters of the Sixicenth Amendment touted the income tax 28
the rich man's burden — forcing “the Camegies, the
Yanderbikts, the Morgans, and the Rockelellers™ 1o pay while
sparing the middle class ron pain. Indeed, after the income tax
was enacted in 1913, fewer than two percent of American fami-
lies were required Lo file a tix reum. Rates ranged from 1 10 7
percent — with the highest rase zpplying only 10 Americans who
had the equivalent of $7.7 trillioa o income in todsy's lerms.
The rases did not v that bow for long, Ln 1916 the Lop rate dou-
bled A vear Liter, on the eve of America's entry into World War
1, €50ared 1067 percent. With the Second World Waz, the rase
was raised 10 94 percent. In the 1950s the top raie remained a
the sky high level of more than 90 percent. President Kennedy
nitizsed legistation tat cut the top rase 1o 70 percent, but it was
not until the Reagan growth vears that the top rase was lowered
dramatically o 28 percent. Under the current adminisiration,
the rate has resumed its 2scent, with combined federal Lixes
pushing the top rae sbove 40 perceny, including Medicare Laxes
and phase-outs.

With every atiempt by politicians 10 "sosk the rich, " the water
mark bas risen on the midde dass. Author Frank Chodorov has
summed up the Incremental march of encroaching txcation: “A
first it was the incomes of corporations, then of rich citizens,
then of well-pec-ided widows and opulent workers, and finally
the weakth of bousemaids and the tips of waitresses.” Congress
expanded the income txx into the ranks of the middle class for
the same reason Willie Suaon robbed banks: that's where the
moneyis.
os{nlmuﬁyadﬁuégbyyﬁulynﬂﬂy:‘:m
ber recpired 10 flle income tax reurns raising
Wmmmm Until World War I, the
average txx rake (fuat i, the tocal txx paid divided by income) on
2 family wich 1 1991 income of $50,000 never rose above 4 per-

cent. Since Workd War 11, i has never Ealen below 14 percent.
L
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Marginal raies on the middie class have risen even more dramat-
calh Marginal raies are the “lax bracker” rates that apph 10 ans
exra dolar of income — such as rasses. overume, bonuses. or 3
second family income. The marginal muddle class tax raie never
rose above 8 percont prior 1o World War 0. Since then, it has
nwhﬂmbdlepatnmmguh@s”pucndumg
the high-wnflation, bracket creep vears of the 1970s.

Todzy, there are three principal defects of our income tax system
that must be fixed immediately

8 Economically Destructive: Steeply graduaied i rates
on both labor and capital destroy jobs, penalize saving and
investment, and punish personal efforts to get ahead
through hard work

Lmpossibly Complex: The mind-boggling compiexity of
the current tax code imposes an unacceptable burden on
taxpeyers and 2 huge cost on the economw.

Overly latrusive: The vast enforcement powers con-
ferred on the L.RS. are increasingly seen as infingements
of privacy and personal freedom.

EconosacaLly DesTaucTIvE

In the famous Supreme Court case, McCuloch v. Maryland,
Chief Justice Marshall wrotez “The power (0 tax imvolves the
power 10 destrox™ Some of the ways in which the current iz’
wdedmoysarwucmi«m

®  High marginal tax rates that wesken the link between efort
and reward, depress productivity, and kill jobs.

Mukiple Levers of axation on work, s2ving, and investment
that dry up dew capital for imvestment.

Capital gains Laxes that act 25 2 barvier 1o capital formation
~ preventing the flow of investment 10 new enterprises and
would-be entrepreneurs.

An “aernaive minimum tax” that imposes ioynense com-
pliance costs 00 businesses, sapping resources that could
otherwise be put 10 constructive use.
Double-trxation of corporsse income which shrinks busi-
ness investment and encourzges compandes lo take oo
etradedt \

Estate and gil txves dhat force Exmilies 10 sell their busi-
nesses or bamily farms.

A fundamental principle of economics s that the more you ez
something, the Jess you get of it And if you tax success, you get
Jess success. The current confiscasory sysiem begs the questions:
Why work hardler i each exira dollar eams you less? Why seve
for tomorrow wixen spending lodsy ks chesper? Why dream big-
ger. when lisle drearns are less expensive? The disiBusioned
answer of mary Anericans is simply: Why bodher?
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But the current system doex not simply <ap (he inizuve and
asperations of indit1dual xpavers, i undermunes the ccenomic
strength of our nawon 2s 2 whole. As President Kennedy once
observed: “An economy hampered with hugh tax rates will nover
produce enough revenue to balance the budger. just as it will
never produce enough output and enough jobu.”

High margioal lax rzies combived with mubhsle axation of

the commission during a hearing in Washingion. The price tag
was estimated by Professor Dale Jorgenson of Harvard Universiey
who iold the commission thai the income level in the United
States could be 15 percent 1o 20 percent higher than 1oday
these buses did not exit

This transises 10 kosses of 2s much s $4,000 0 $6,000 per year
for tvpical middle-income families. The tremendous economic
drain caused by sn and-work, ant-saving, 20d anti-growth ax
svstem does not even take into account the enormous waste of
resources — the time, money, and brainpower — lost in tying
10 comply with the current code.

Dorossmry Cosrtrx
Todsy's tax code is 0 complex that many Americans despair that
only someone with 20 advanced degree in rocket science could
figure it ou They are wrong, Even 1 certified genius such as
Alber: Einsiein needed help in figuring out his Form 10¢0.
Consider this exampie from the Lniernal Revenue Code’s rules
on the Eamed Income Tax Credit. Here's how they describe the
licle human cresture we call 1 chid
{A) IN GENERAL.—The term “qualifving child™ means,
with respect (0 any xpayer for any xable year,
20 individual—

(i)vbnbunrehﬂouslipnuwdaaibdb
subparagraph (B),
(&) wsmuwm(u) who has
the same principal place of abode 25 the taxpayer for

more than coe-half of such tx e yess,

(i) who meets the age requirements of subparagraph (C),
and

() with respect 1o whom the texpeyer meets the identifica-
tion requirements of subparagraph (D).
This may look ke English 10 the experts, but it is total gbberish
1o most other Americans. Hf nothing is done 1o simplly the
impossible tanguage of the current tax code, every American
will need 2 Laptop fust 1o figure it ot
Professor James Bustice of NYU Law School once defined an
~eqen” 23 "2 person who 2voids small errors as he sweeps on
1o the grand fallacx ™ The problem with the tax code. he says,
s tha i has been writien and inerpreied by so many “experts’
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that it has lost sght of the [act that [ real people] have 1o function
under this sysiem.” The result is 2 x code so complex that
even Lhe ‘e\perts’ themselves can't figure it out. Thus was ilius-
traied by an annual survey of tax expents conducted by Honey
Yagazine. Each year, the magazine would send 2 hypotheucal
tax refurn 10 50 professional tax preparers, and every year 1t got
back 2 starding range of responses, ofien encompassing 50 dd-
ferent answers. Needless 10 say, i the “experts™ have trouble
understanding the tax system, the odds are stacked against the
restofus

Convohuted rules and regutations force small businesses to hire
expensive accourrants, forgo expansion o new opportunities,
or tn some cases avod the entire mess by going underground.
Tim Sabus of Denver, Colorado, wroke 1o the commission: “As an
entrepreneur, | experience first hand the horrors of our tax sys-
tem. 1t has grown into 2 monstrous prodator that kills incen-
tives, swallows time, and chokes the hopes and dreams of many.
We have abandoned several job-creating business concepts due
10 the tax complexities that would arise.”

Another exasperatad business owner, Frank Goodnight, toid the
commission & our Charloe hearing that “during the recession
of 1992, our company paid our accounting firm more money
than we paid in tzxes.”™ He is not alone in (991, the T
Foundation reported that small corporations spent a mini-
mum of $382 in compliance costs for every $100 they pad in
income taes.

According 10 1995 | RS. estimates, businesses will spend abowt
3.4 billioa hours and individuals will spend 2bowt 1.7 billion
hours embroded in tax-relzied paperwork. That means nearty
three million pcople — more people than serve in the LS.
armed forces — work full time all year just W comply with x
Laws, a1 2 cost of about $200 billion a year, according o the Txx
Foundation. In economic costs, this is like uking every new caz,
van, and truck that General Motors builds in 2 year and driving
them off of a ciff

In 1 recent hesring before the House Ways and Memns
Comaminee, William Dakdn, senjor tax counsel of Mobdl, brought
with bim 2 six foo high stack ol bound papers, weighing 150
pounds. These were Mobi's corporase tax forms for 1993. It
cost Mobil an estimated §$10 million, and the equivalent of §7
peopie working full time for 3 year, just 10 Ggure how much tx
the company owed. This is the essence of 2 brutally complicated
t system.

Jeff Rennex, 2 real-estzie developer from Bellevoe, Nebraska,
voiced the concern of many withesses about the costly burdan of
compliance: “That time and effort and money &id not educaie s
single child, it Gidn t feed 1 single family, and it didnt produce 3
single angidle object 1o improve the lde of amvooe.” And Roger
McCanty who runs an engineering firm in Menlo Park,
California, complained of how the Lax industry absorbs the high-
tech talent that could be working in productive fields: “H is dis-
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turbing thas we are not competung with companes like Inte and
Hewlea-Packard for these 1op stars, but rather with Bg Six
accounung firmms.”

Overty vTrusve

There is no simple way of administering 2 monstrously complex
wx code, fust as there is no fair way of enforcing an unfair sys-
lem. Former Treasury official Emest S. Christian toid the com-
mission: “The present federal income tax code is 1 national dis-
prace that. . has characteristics that would be condemned in anry
human personalin It is inexcusably class conscious, it is hypo-
criucal, il is meddlesome, it is overbearing, it is mean and hunt-
ful, i is covetous, 2nd above all, & is downnght foolish. ” 115 no
wonder that the agency charged with enforcing such 2 system
has become the object of increasing public ire.

Perhaps the most troublesome consequence of cur modern day
income tax system is the enormous power dvaz Congress has
conferred on the Internal Revenue Service 1o force Laxpavers o
comply with the tx code. Twice s big 2s the C1A. and five times
the size of the FB.L, the L RS. controks more information bout
individual Americans than anry other agency. Wihou 2 search
warrant, the LRS. has the right to search the property and finan-
cial documents of American citizens. Without 4 trial, the LRS.
has the nght Lo seize property from Americans. What the | RS.
calks its own “presumption of correctness ” lezves many wpay-
ers leeling that they are "guilty unt proven innocent™ — a san-
dard which tms noems of jusiice upside down.

Even those w!.-,+ *he | RS. hicrarchy concode the inquisitonal
nrature of the powers granted the agency. Frod Goldberg, former
Comarussioner of Iniernal Revenue, laments that “while it s
undair 1o the many fine people who work there, the |.RS. has
become 2 symbol of the most intrusive, oppressive, and non-
democranc tnstitution in our democratic society.”

The code is so complicated that the 1.RS. itsedf has rouble
understanding it. “As 3 retired revenve agent, | fedd qualied 10
28ext (0 the monstrosity that the Insernal Revenue Code has
become,” 1 citizen from Michigan wroke o the commission.
“When people who are employed 10 enforce Uhe tax kzws have
dilaulty understanding its compticaied and sometimes moom-
prehensible provisions, k's time for 2 change.” Of the liens the
1R, filed in 1990, 3 General Accounting Ofce study found
16,000 errors. The error rase for penaky notices lo empiloyers
00 bx deposits has s100d 25 high 23 44 percent

Bven when the | RS. is not in error, many of iks practices make
lighe sense. For example, tx documents are not treased 2
“timely fiked™ i sent by Federal Express rather than the LS.
Posal Service. The LR S. charges txpayers interest cven when
the taxpaver is due a refund. [0 another example, one particu-
larly exasperaied citizen wroke W the comenission and endlosed
1 00tice just received from the LR.S. assessing 2 penalty against
his company. For an underpayment of one cent on his Lx
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resurns. the company received 1 leter from the | RS. imposing 2
penalty of more than §350. Others should be 5o lucky. Mam
who tesufied before the commission told Lales not just of txx
penalies, but of thousands of Gollars in legal fees and countless
hours with lawyers in cfforts 1o rectsfy minor and unwiting
wfractions, or clear their records of unjust charges.

In Charlote, businessowner Jesnt Hodges recounted a tale of
horror in which she was forced to pay tens of thousands of doi-
tars and spend uniold hours trying 10 commeat an error made by
her company’s bookceeper. *T would like 1o see Congress pass
legistation affording small businesses relief from coerous and
inumjdating | RS. regulazions,” she said.

The preceding pages illusiraie what is wrong with the current txx
sysiem. But the case for 2 21t century tax sysiem must be made
by more than 2 mere indicimont of the status quo. To para-
phrase Peter Drucker: You have to decide what's right before
ciples upon which a better future can be buik
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WORKING PRINCIPLES

...FOR THE WAY AMERICA WORKS

When a group of architects sits down 10 design 8 new building,
they don’ start by picking out the draperies and choosing the
color of the carpet. They begin by cresting the basic owdines foe
the structure 10 come. Similarly, the charge and purpose of this
commission is not 10 dictate the finishing iouches of finalized
“legiskaion. Insiead, i is W establish the foundation upon which
2 new system can be raised.

The commission’s six working principles for 8 215t centary tx
system are not isolaed ideas, randomly grouped, but rather
principles Mlhkwgcherhfoﬂnlm-—aduhd
economic DNA — that can renew the heakh of our economy
nd release the potential of the American people.
ECONOMIC GROWTH, the engine of opportunity 1nd prosper-
igmmlybemlubdhlaxwdehmm-
tve, hard work, and spving,
Mxmmbebcdounmmdm
equaly
ﬂnmwmsmuaﬂwdummh
urei oL

A fair tax sysiem als0 requires NELTRALITY, because the txx
code should not pick winners or Josers, of tx saving more
heavily than consumption.

The new tax system also needs VISIBILITY so that everyone gets
an honest accounting of government's cost.
Aﬁﬂkmmﬂmsmm»hpmpkmph
for their futures.

EcoNoMiC GRowTH

. Becknse sxpanding opportumity, prosperity, and
social mobility form the foundation of 8 free and
bealthy societn

Nooe of the myriad challenges confronting cur nstion — be
mwmﬂmmau
wm—muwmmm
growth Wnyuvummbepreamd.ﬁm
and foremost, 0n 3 CZANMkmEnt 10 revitalizing the America
economy and [iking barriers 10 opporwrity

No xation has ever taxed S way 10 prosperity. lndeed, ore of the
workl's fastest growing economies over the past 20 years, Hong
Kong, has one of the lowest marginal x rate sysiems — 15 per-
cent oc Jess - on labor and capital. Throughout the ages, higher
taxes have been inversaly relaied 1o Rugher productivin and

hugher growth. Our own history provdes evdence of thzs axom.

Shars of Taxes Paid by the Top 1%
increased as the Top Tax Rate Fell
TOP TAX

SHARE
OF TAX RATE
A% 70%
SHARE OF TAX
25% ] . ek
- 5%
20% —
- 40%
15% -
= 0%
10% -1 TOP TAX RATE
- 20%
§% - 10%
T T T T T T
11““"‘“”"7"'”'”"1‘92'”

<

There is am inverse relationsbip betseen revenue codec-
ions from the wedlily and bigh marginal ax rates.

America has experienced three periods of very stroog economic
growth in this century: the 19208, the 15608, and the 1980s.
wammpnwmamdm-
tons in masginal taX raes. 11 the eight years following the

tax cuts, the American economy grew by more
than five percent per yeas. Folowing the Kennedy tx cuts in the
carly 19605, the ecooomy grew by nearly five percent per vear
and real tax revenues rose by 29% from 1962 10 1968 (aher
having remained flas for 3 decade). 1n the seven years following
the 1981 Reagan txx cuss. the economy grew by nearky four per-
calpsyudnkralwmmbfzspum
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Over the years, we have seen economic OUUL fise 23 Lax raes
Jell (and fall 25 ax rates rose). Butfederal rovenue raised asa
percentage of national output has remained /laf. As the accom-
paming chart indicaes, the lederal government historically col-
lecis about 19 percent of gross domestic product - regardless
of how high the ux rate has been pushed.

Top Tax Rate and Total Federa! Revenue

100%

'\........\
\ g\ TOP TAX RATE
.....-...\

. b
W)

20% REVENUE AS % OF QOP

80%

v
0% UL L L
Yea?
RS, OMS. Tax Fourassen

The Jop Line represents the top personal lax rates from
195210 1995. The botiom line shows revense o ibe fod-
erdl government expressed as a perceniage of olal eco-
nomic ouiput

High rates simply mean a smaller economy — and less income
10 tax. Cleardy, 19 percent of s small econoay beings in less rev-
enue than 19 percent of 3 big economy. One more ressoa why
economic growth shoald be the goal of sny new iz sysem.

.

FAIRNESS

~Becanse democrecy is based on the principle of
equality before the lew.

One of the main themes the commission heard I hearings
around the country is that topeyers are willing 10 shoulder their
share of the burden, as long 23 others pull their own weight as
well. The current tzx code — wich ks confusion of proliferating
raies, deductions, exemptions, and translers of weakh from one
constituency 10 another — contributes 10 te werwhelming
conviction of many Americans that the presens sysiem is unfair.

The definion of faimess that emerged from hours of tesumom
bdmmecmbnnudurmdmmb@wsz.mm

Tax equally: Does it treat taxpayers equally?

True progressivity: ls it compassionate to those least
able to pay?

Lower tax rases: Does it keep the tax rate low?

Tax EQuaLy

To most Americans, taimess means that the rules zpply 10 every-
body and everybody plays by the rules. Christine Perkowskd of
Richboro, Pennesylvania, wrose 10 the commission: 1 do not
mind paving my bair share as long as everyone else does, but |
foet thar many, manry people and companies are not paving their
€ur share because they have the money 1o hire smart accoun-
unts and bawyers.”

Under 1 simpler, fairer system, no one wil get out of paying their
share — no manter how maay “smar accountants and bwyers™
they can afford 10 hire. By sreamining the current Rube
Goldberg coatraption of muliple raies and rules, we can reduce
the number of moveable parts that are manipulated by those
who seek 10 take advantage of the sysiem. Gearly, under the cur-
rent muliple-rae sysiem, amy tx “loopholes™ ~— deductions,
exempuions, and credics — are more valuable o the wealthy
than 1o those in lower brackess, reinforang the perception that
the rich do not pey their bair share. A single-rate sysiem would
Jovel the plaving ficld by eliminating the current distortion in
which txx breaks are worth more when 2 person’s income is
higher.

Mehvia Bariow of Las Cruces, New Mexico, argued this definition
of fairness in a leier 10 the commission: “B is not right that e
harder 2 man works, the more he is txed™ because the grvern-
ment imposes 2 higher rase 0o each additional dolisr be earns.
A single-rate sysiem keeps pace with the txpayer s he (fimbs
the hill of economic opportunity and does oot weigh hin: dowa
more heavily with higher rates a every siep he tries 1o take

For taxable income above the personal exempion, if ooe txx-
payer earns en times 23 much as his neighbor, he should pay tes
times as much in taxes. Not tweoty times as much — as he
would with multiple and confiscatory tx rates. Not five times a3
much — 25 he might with special kcopholes. Ten times 25 much
income, ten times 86 much texes. That's the deal.
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TRUE TAX PROGRESSNVITY

Amencans must first be able 1o feed. clodv, and house their
famulies before they are asked 10 feed the ederal spending
machine. A generous personal exemption will allow those cig-
2ens 1 the boaom of the econoauc adder 1 gain a foothold 2nd
begm their climb before taxes lake effect

Today, those who try 10 move from welfare 1o work face the high-
est marginal tax rates in America when kst benefits are included
~— facing effective Lux rates that can actally excead 100 per-
cent. For example, if 4 single mother on welfare takes 2 job, she
stands 10 lose meore than a dollar for every dullar she eams. Her
first paycheck may be more than canceled-out by the economic
hits she takes when she loses Aid Lo Famulies with

Children, Medicaid, Food Stamps, and public housing
allowances. 1n addition 0 bsing benebss, she now alio must
pay Soctal Security and Medicare taxes, federal ind probably
state income tax, while facing a host of work relaied costs,
inchuding transportaticn and child are.

We need a tzx system that expands opportunity and furthers eco-
nomic independence by sirengihening the link between effort
and reward, not by skapping poverty-inducing tax rates oo p2o-
ple 23 000 28 they get their heads above waser. True progressiv-
ity cza be achieved by 1 single tax rate with 2 generous personal
exemption. Wich an exemption, 2 single rate” does not mean
that everyonc pays the same perceritage of iocome in taxes. A
generous persoasl exempuion would remove the burden oo
those least able 10 pay; as incomes rise, the average ax rae
would graduall rise up 10 the single rase.

LOWER TAX RATES

The coasensus of he majority of witnesses who urote 1o the
commission can be summed up in two words: lower trxes.
Historians may point to America’s beginnings a0d a revolution
Geeply rooted in reaction 10 txxation of the origioal thirsees
Mases’ warming 10 Pharach that e may tex up 10 one fikth agd
0 more — before demanding that he “let ey people go.”
Indeed, Commissioner Dean Kleckner of lows iouched 2 chord
with many when be obsesved, half-jokingly, that “the Bible ssps
we ought 10 tiche and give 10% 10 the Lord. | heve 4 hard time
with the concept of giving more 10 government than we're asked
10 give 1o God.”

We suspect thas most txpeyers have reached thelr conviction
that taxes are 100 high not by consuting their hisory boolks or
the Scripaures, but simply by comparing thele weekly paychecis
10 their farnily budgets aad counting all the sacrifices hey must
fmake simply 10 pey the government. While any new iax code
must raise sulScent revenue 10 run the government. it most also
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be mndful of the burdens these uxes placc on Amenca's work-
ing farulies. One way 1o reduce thus burden would be 10 resurain
govemment spending. By restonng the balance of power
berween the federal government and the ciuzens who pay its
bdk;:mmemmmmmemmdbepthem
rase low.

Suarscrry

...Bacaxse lif: is too short .nd peace of mind too pre-
cloms 10 sastr your time and loss yowr temper trying
%0 figure ont your lexes.

Filing tax recurns will never be anyone's Exvorite pastime, but nai-
ther should it be what i has become: one of life’s most nerve-
wradkng, gut-wrenching, and mind-numbing chores. Witha
simmpler system, taxpayers will be able 10 file their reums on 2
single picce of paper in less time than it takes 1o finish vour
moming crassword puzde.

As denailed earbier, the current tx code is exceedingly expensive
lo compiy with, increzsingly dificuk to enforce, and nearly
impassible 10 understand. Ambiguities and inconsistancies in
the current tax code increzse the likedihood that taxpayers will
rmake mistakes and &l victim 0 enforcement lachniques coo-
sidered by maay 0 be infringements of personal liberties.

Long ago the authors of the Fad~~¥ist Papers wamed, “It will be
of liede avail 10 the people that the ksws are made by men of ther
own choice if the laws be so voluminous that they cznnox be
read, o 50 incoherent that they cannot be undersiood. ™ A sm-
plified, Lairer tax syssem will Jet Americans gt 2 handle on therr
1anes, 2 grip on their governenent, and 2 hold of their future.

Nevrmaurry

..56caitse the tax code should not pick winners or

Dlay favorites, bui allow people freely 1o meis deci-
sions bascd ox their own needs and dreams.

The tax code should be nsed 10 raise revenue 10 run the govern-
ment while doing the least possible damage 10 the economy.
This means lezving individuals free 1o make decisions and 10 st
prioriies based 0 economic reality — not on the bureaucratic
whims of Washingioa, D.C

Taxes cannot help but raise the cont of everything they fall on.
But 2t Seast they should fall o things neutrally without penalizing
one form of econnmic behavior and promoting another. As
Sensser Robert Bennes of Utal recendy poinsed out, “Neutraliey
meass that the txx code should not be used 10 punish the bed
guvs and reward the good guys. We have other baws for tha.™
Unfortnasely, the current code strives 10 act s economic trafic
¢0p — giving green lights 10 certzin economic activites and red
lights 10 others.
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Thcrvuloﬁbzblmmddzsomommmecum;\mnw
make he markat less free. the system less fur. and famulics less
financaally securc. As Frank Haves. a public accountant who tes-
fied befcre the commission in Ummaha, remarked: “If there's 3
w2y 10 make Uungs simpler and ke the tax aspea out of mak-
ing day-to-day decisions, | think everybody would become pro-
ductive.

Porhaps the sirigle most irrational and economically damaging
aspent of today's code is the layer upon Layer of taxes on saving
and investment. By hiting income saved and investad harder and
more frequently than income consumed, the current system
prompts wxpavers (o spend lody what they might otherwise
save for tomorrow. This is paruculardy alaming considering the
pmbknsbmgwblxmmmwwhneadb
strengihen peivate retirement saving, The Bipartisan Commission
on&uderulmdfukdotmadadmhssmdpmpuszk
on this sthiea

Yisisauty

...Because those wbo pay the price of povernment
bave a rigit (o see the bl

The history of hidden taves, rapidly rising raies, and perpetal
budget deficies proves that what vou don't know can hurt vou.
The current system hides the cost of government behind 2z 1
chronic deficit and 2 madderd?i§ mulliplicity of taxes — many of
which are virnally invisible 1o the taxpayer who pays them. How
much did we pay in payroll taxes la<t vear? What excise taxes
were hidden in the prices of the products we boughz What are
the tax cost of exclusions, deductions, and corporate inccme
taxes? Few of us know the answers.

When i comes o these hidden levies, ignorance s xpensive
bliss indeed.

One of the biggest political fctions in Amesican history is the
progressive txation of “Mi: Nobody” - the ilusion that *pein-
Jess™ taxes can be Jevied 0o businesses and on the goods and
services they sefl. But goods and services do oot pey txes.
People do. While businesses collect taxes, the burden of paying
the “business” trves uktimasely falls on each one of us 23
invesiors, workers, or consumers.

Moreover, the invisibility of manty txxes perpetuates the fantasy
that government is free — even 23 its real coats shrink our pay-
checks, s2p our savings, drain our economy, and inflase the bud-
get deficit 1o ominous proportions. Bob Genetsid, aa economist
and author who lestified at hezrings in Omaha, told the comemis-
sion: “The coxt of government is not obvious 1o people. If you
hide the cost of governc..«, people are going to demand more

gorermment than they oherwse would. * By screning the con-
necuon gon 'scotand ns ¢ phion, the
current system depeives ciuzens of the informauon they need in
order 10 make rauonal chosces about wha they want to bus from
Washingion and how much they are willing 10 spend.

Awisille system gives Lxpavers an bonest accounting of gov-
emment's epense and will make i far more diffculk for potid-
cians o tinker with the tax code wathout the democratic consent
of those axed.

The incurable cynic HLL Mencken once said, “Conscience is the
inner voice which vams us somebody may be looking ™ By
making taxes visible, we can ensure that someone ahways wil be.

Stasany

...Because taxpayers should be able to plan for their
Suture witbout tbe rules being changed in the middle
of the parne.

Everyone has heard the old saw that theve are only two things in
Life that are cerain: desth and taxes. Given the constznt changes
10 the tax code over the past few decades, the cervinty of taxes
has taken 2 perverse twist. Like walking blindfoked down 2
ship's gangplank, vou know the end is out ther- —~ you just
dont know when it'll arrive, how far you'2 fall, or how long
you'lt be able 10 keep your head above water.

This uncertainty has 1 debilitating effect on the economy, making
1t very dificult for Eamilies and businesses, particularly small
businesses, o plan for their future with confidence. This exaats
1 tremendous cos. from those taxpavers and business owners
who must struggle 1o keep up with ever-shufting rules and regula-
tions. The retroactive tay increases passed in 1993 packed 2
dochle-whamey — dunging the rules when the game was half
over. A stable tax code must allow individuals (o stant 1 business,
buy 2 bouse, take out 2 loan, prt money ko s2vings, or plan for
their children’s education without fear of what might hurk
behind the next election cycle.

e koow what works.Freedors works. And only principies for
tax reform that maximize freedom can yield the opportunities,
econoauc growth, and unsold possidilides for human advance-
nent that are ies fruits. o his last public sddress, Abraham
Lincol decisred that, “Importa principles may and must be
inflexbie.” By leying down these important principles, this com-
mission hopes i~ help build 2 furure of growing prosperity for
many generations 10 come.
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A NEW TAX SYSTEM FOR THE 217 CENTURY

RECOMMENDATIONS

Armong the hundreds of testimonies and citizen legers reviewed
by this commission, one of the most compelling was that of Van
Woods, owner of Sylvia's Restaurant. Mr. Woods and his family
run a successful soul food establishment in the heart of Harlem,
a community with painfully high unemployment. In conchuding
his testirnony to the commussion, he said, “Opportunity is the
ability 1o Yook in the face of my son and szy: *1 don't know f you
will sucoeed, but you can.’ "

The objective of this commission, the 2in of its members, is o
help make that promise 1 reality — not just for Mr. Woods' chil-
dren, but for every child in every neighborhood in America’s
21t century

In submiing these recommendations, the commission does not
seek 10 1063 yet another piece of legisiation on the able. Nor was
#s goa) 10 pick and choose among existing plans, or worse, cre-
ate 2 bodgepodge comproaiise from elements of existing aher-
natives. What we sre offering lo the American people and their
elected offcials is a set of standards — a quality control — that
any new phan must meet if s 10 meet the bold abjective of
rephacing the current tex code with 4 fair and simple svstem.

_ The preceding chapier provides one half of the check-list: the
principles that any new sysiem should embody. This chapier
provides the other half: key recommendations that anry new sys-
tem should follow.

The core recommendations of the Natioal Commissioo oo

Economic Growth and Tax Reform are:

8 Adopt a single, low tax rate with 2 geserous per-
sonsl exemption

#  Lowes the tax burdea oa America's worklng familics
2ad remove it 0n those least abie 19 pay

B End biases against work, seviag, snd investment

8  Allow full deductibility of the payroll tax for work-
ing men and wome2

®  Require a two-thirds super-majocity vote ia
Coagress 1 increase tax rates

We believe that, with 2 pro-growth, pro-family tax system, we can
achieve these goals within the context of bodget equilibrium.
The comemission believes that this new tax sysiem can satisly our
six working principies:
®  Ecosomic growth through incentives 10 work, sve, and

investy

®  Fairsess for all topeyers;
®  Simplicity so that anyone can bgure s oty

B Neutrality so that peopie and not government can make
chorces;

N Visibility so that people ‘mow the cost of government; and
8 Stability so that people can plan for their future.

The folloving pages explain the core recommendavons in light
of these principles, and exphare some of the trade -offs imvolved
in reaching 2 sysiem that mees: these goals. This chapuer akso
touches on 1 few of the corollasy points that flow from these
main recommendations. Staff discussion papers are provided
for thase who seek more detau on the concepts involved.

RECOMMENDATIONS

Single Tax Rate. A single rate i 2 fair rate. One 1ax rate, cou-
pied with 1 generous personal exemption, logether produce 3
progressivé average tax rase. Low income toqayers would owe
licke or 0o tax. But everyone who eams enough to cross the
threshold of the exemption would face exactly the same tax rate
on any additonal income.

A singe-rate system is not only bir, & also can sauish' the pnng-
pls ofsimplciy, visbilty, nd sabile Asingle i s deary
simple. and it is highly visible: one rate — as opposcd 10 the
cusrent, confusing mess— will and out and be remembered
by all. Asimple, visible sysiem also can be stabie: by keeping
our eyes 0n the single rase, we can keep poliscians’ hands o i
Nobel Prize-winning economist FA. Hayek described economic
redistribution through multiple tax raies as “the chief source of
irresponsibility in politics and “the crucial issue on which the
whole characser of future society will depend.* A sysers of grad-
used marginal rates viokstes the principle of fximess — that ifa
law applies 1o cittaen A, it must equally apply 10 citizen B.

Take, for example, wo wheat producers, each farming e
same-sized plot of lnd. One of them produces 1,000 bushels of
wheat, the other, through harder work and more carelul lnd
managemens, 1,200 bushels. To tax the income rep-
resenied by the addional 200 bushels of wheat mare hesvly
than the income represented by the first 1,000 would be demon-
strably unéai 10 the more productive farmer. And vet, bt is the
nature of 1 multi-rate tx sysien: i takes more from people for
their hard work, creativiey, and success.

The added ouspat — nd the resulting added income — of ane
txpever does ol diminish his neighbor. and s not eamed
his neighbor’s expense. Indeed, i expands economic opporty-
ity incresses the svailabiliay of goods and services, and helps
otbers be more productive a5 well

. r.m:uuum-.m-uAmﬁmfaﬂru«\-!«*zmw s It
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True progressivity requires 2 Jow tax rae coupled with 2 gener-
ous personal exempuon. Thus would grant low-income
Amencans an “economic head-stan” — allowing them 1o begin
their clmb loward economuc independence before they are
asked 1o shoulder their share of govemment's cot. The farger
goal is 1o move beyond merely mainiauning low income
Americans & subsisience level livelihoods ioward giving them an
opportunity Lo permanently escape poverty.

Here, s eisewhere, there are trade-offs imolved. The goal of
protecting those lezst able 10 bear the burden of taxation con-
flicts with the principle of visibility: those exempx from taxes
don't see the price of Use government semces we all pay for.

BIAS AGAINST SAYING AND (NVESTMENT.

Mukiple trxation creates 3 huge biss agaiost saving and
igvestment that must be efiminaled in 1 new syem.
Coasider, for cxmple, the effect of ihe carrent system ca
 fanily o the 28 percent tax beacket that cams s exzra
$L008 -7 il T :
Of bt $1,000, ey will pay $230 in federal income tex
mdkeep §720. I ey spend that $720, say, aking the
fanily 10 Disneyland, they incur 06 further federal exx, 00 1
maier how many times they ri'c the Space Moantsin.

Ba suppose, insiead, they devide 1o ivext the income in
stocks 1o creste financial security for their foare. Bad
move, s3y3 the curvent tax code.

First, they already had 1o pey locome txoes 1o have the
$7200 imvest. Secoad, the company in which ey

invest will generally pay iex &1 4 35 percent cste on the
fetnrng oc the anount isesed. Thied, fée compesy
peys disidends, ihe Smily will pap 2 28 percest tex ca the |
dividends they cocelve. Abernaivly, ¥be company .
inln e e e ncums b reloremiet o - -
mﬁuhmh% )
rise; The fosure earniogs will e tesed, snd ke famly™ -
sefls the stock, 1 will pay s capliel palos bex 4 28 per-
cent cate (e below). Fowrdh, X ey bold the proceeds
of the sslenel death; they will be subject 10 an estmte tex
SampubgusSpoom o

Both e kovenment in Ge 90ck macket snd e bovest-
mest ia e fandly rip produce retarns — coe yidkds
wam meceies of the past, e aber provides real bope
for the futare. The refurns on the ivesment in the trip
are 0ot subject ©© txx; the renarns oa e iovestoent in be
sock maret are. (Stalf discnssion papers contain for-
ther information on the tax code's biss agsing seving
iovesment } :
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The commission bebeses thaz the costs — both economic and
moral — of burdening low-income people with wres that can
bar them from mmmgmmuenmwoumy. compet-
ing concerns. By oflening low-income Amencans 2 windos of
economuc opportunh, the personal exempuon can help bberate
d\osewfmd\epubﬁcseaorlusfmkdlohdpmdmeptm
secior has (ziled o reach.

Lower Tax Rates. The commission recommends that the sig-
gle rate be as low s possible. We encourage the adoption of
such alow rate wihin the framework of budget equilibrium.
Furthermore, we strongly urge that the rate be lowered over time
a5 2 growing economy vields nsng revenves. We recommend
tbat added revenues be considered, noi as more Monopoly
monay for Wasbington, bul as a “grouth dividend” 1o be paid
oud lo ibe American people.

Elisinate blases against work, saving, and invest-
mant. The principles of faimess and neutrality roquire thas al
income be xed the same, whether 1 1s used for consumption
or saving, whether it is produced in small busioesses or barge
corporations, 20d whether i is earned by employees o the self
employed

Under the current sysiem, incorme that is used for consumption
is t2xed once, while income that & saved is taxed 2g1in0 1d
agin For businesses, complex deprecianon rules mean tha
income from imvestment in buildings and equipment s over-
stated. This forces peopie 10 pay taxes before they have recov-
ered the cost of their invesiment.

The bos 2 lek provides an example of the problems creaied by
the current tax code.

The biases result in less work, s2ving, and investment, lower pro-
ductivity and wages, fewer jobs, Jess income 10 spend oa bousing
and education, and fewer assets 10 furnish income in retirement
than would otherwise be the case. As the example at lekt demon-
strates, these biases affect every family that is trying 1o sve foe the
futare,

In order 1o end these bisses, the tx sysiem muos either ket
savers deduct their saving or evciude the returns on ibe sav-
ing from their taxable income. 1t must end double-taxation
of businesses and their oumers and permit expensing of
investmend ontiays. It oust akso address de following issves:
Capitel Gains Taves. H 2 new tax sysiem is 10 eliminate biases
againsl spving 804 investment, it 1150 must abolish separase
taxation of capital gaies. As commissioner Ted Forstmann
said, “The biggest depressant o the raie of cpital formation is
the risk of confiscation by the government.” The Uniced Stases
now imposes some of the highest tax rases on capital of any
developed nation ~ 3 28 percent txx 00 Jong-ierm capital gains
unindexed for inflation. Compere that wich 2 16 percent rae in
France; 3 | percent rase in Japan; and  2ero ax on capital gains
in Hong Kong, Germany, South Kores, Singapore, and Malaysia.
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The result i to punish nsk-tking, shank the poot of capral
necded for invesiment, and deprive would-be entrepreneurs of 2
chance (o climb the Ladder of economic opportunity. “The lax
on caprtal gains,” argued President Kennedy in 1963, “directly
affects invesument decisions, the mobility and the flow of risk
capital...the ease or difficulty experienced by new ventures in
obuining czpital, and thereby the strength 20d potential for
growth in the economy.™
By shrinking the supply of  /ailable seed corn, the capital gains
12x acts as 3 future L o0 w eakth 10 be realized, businesses io be
buikt, and jobs o be creasel Those hardest hit are nok the
wealthy — who by definition have their capital gains, their weakh,
behind them — but rather 2] those who have yet 10 realize their
czpiial gains: the poor, the young, and minocities.
“Death” Taxes 1t makes litle sense and is pasendly unfair to
impose extra taxes on people who choase 10 pass their assets on
to their children and grandchildren instead of spending them
Lavishly on themselves. Farnilies faced with these confiscatory
1axes ofien find themselves forced 1o seil of farms or businesses,
destroying jobs in the process. ‘Wemub#bsulhekm!y
farm.mch.andbtm s2id Commissiooer fack Faris.
family businesses oien get hit hardest because
Muidadhhmmhmwmmsu
Douglss Darch of Wake Forest, North Caroling lestified o the
commission: “There is something wrong with 2 tax sysiem that
results in the sysiematic dismantling of small businesses 10 meet
estate tax obligations.”
The tragedy is that while these tzxes cause much suffering for
1aaying famibes, they generase a relatively small amoun of rev-
enue. Esime and gifl taxes appear 10 count for less than 1% of
federal revenues - but even that low figure is exagperated and
misleading, Professor Douglas Bernbeim of Sanford University
testified before the comemission that the estate tax may ook really
raise any revenue 2t all, because more income tax is lost from
“estase planning” than is ultimately colleced at desth,

Full Deductibility of Peyroll Taxes for All Working
Americans.

The Commission recomsmends that federal peyroll txes be fully
deductibie — both for emplovers aod anployees. Many

employers and employees pey more in peyroll taxes than they do
in federal Income taxes. Making these taxes deductible for boch
employers and employees will reduce obstacies 10 hiring more
workers and will uel America’s job growsh into the 2152 century.

Under the current txx sysiem, workers pey income txx on thely
Social Security txx — 1 tax on 2 tax. Employers can dedvat
their haif of the peyroll tx, bat employees canoot. The com-
bined burden of both income and Social Security tax is particy-
larly bard on workers with incornes 100 high 10 be eligibe for
the Eamed income Tax Credit (roughly $25,000), but 100 Jow 10
be below the threshold where the Social Securify tax s being

taken out of pavchecks (abowt $63.000)

When emplover and emploves payrol uxes of 15.3% are uken

nla account, workers it the 28% tax bracket acrually face 2 bry-
@ rarpnal tax rase of more than 3% on any addivonal income
they aam. A single low x rase would help relieve this demoral-
iang i penalty on work and saving. Bun it sull feaves auxona
ax

Making the SoGal Security tax deductble would help reduce the
combined marginal tax raes on ruddle-income Lxpayers who
get hibyboth tzxes. A one-earner couple with 2 $40.000
income currently pays tax as though the couple really recerved
the entire $40.000 — even though they have already paid over
$3,000 as their share of the payroll tax, leaving less than
$37.000 on which they could possibly pay income lxes. By
makiog the pavroll tax deductible, income taxes would be calcs-
Lased on the basis of working famulies' real net incomes.

This veed for change was highlighted in a itizen letier 1o the
commission from Spencer Riedel of Pagstaf, Arizona, who
described the Social Security payrod tax as “a huge
heartache...Is there no way to siop this ‘udden’ wo0...f we could
eliminzie this unfair mandaied 2, our busioess would hire wo
more people.”

A Two-Thinds Mafority Vote in Congress To Raise The
Tax Rate. The commission recommends that the ncw system
be guaranieed both stability and longevity by requiring a super-
mmmglbuhhmd&nymbmﬂ\eme

In hearings across the country, one depressing but allHoo-famil-
iar response from wepavers could be bluntly parzphrased as:
“Change, scynange. Thar's +hat you guys said the last time vou
talked about tax reform.” Ti rolles-coaster ride of x policy in
the past few decades has fed Gitizens’ cynicism about the possi-
bility of real, long-term reform, while fueting frustration with
Washingion. The inkia) optimisra inspired by the fow raes of the
1986 Trx Reform Act soures bvo disiltusionment and 2nger
whes texes subsequenziy were hikied two times in less than seven
yeans. The commiseion befieves that 2 two-thirds super-majority
vote of Congress will earn Americsas’ confidence in the
longeviey, predicrabiliey, and stability of any new tax sysiem.
The goak: A single low rade o iocome with 2 geaerous
exemptios, a lower burdea oa working (acei-
lies, am cod 10 bisses ia the tax code — af) set ia the
stoae of 2 coagressional super-majority. The recors-
mesdations in this chapter form the core framework for
2 ocw 219t century tax systesn.

OTHER ISSUES
Deductions and Exclxsions

Concerns about special provisions in the existing ux code have
the porential 10 dertil debase over the merits of 2 new ax sysiem
and the tremendous benefies it could bring to the American
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econom. There are important social and economic conse-
quences of ceraun deductions and exclusions. The comumussion
believes they should be considered with an eve to thewr unpact
on the ax rate, the costs 10 the Treasury. and the consequences
of change — and within the context of the values of the
American people. For example, the home morigage interest
deductioa has spurred home ownership in Americs; an impor-
tant goal of our commission is o spread ownership to give more
people 2 stake in the system. And, a1 2 time when America needs
a renaissance of privaze giving 2nd commitment 10 overcome
those soctal problems which government programs have either
{asled to improve or made worse — we need 2 system which
encourages people 10 Lake more responsibility for communities
and neighbors in need. We welcome debate over the best way 1o
protect these intinstions and preserve the vilues they represent
within the coniext of the dvnamic new Lax system we envision.
Stmplify International Taxation: Congress should con-
sider a terriiorial tax system. The current sysiem of taxing inter-
national business operations is one of the mast complicated
parts of the [ntenal Revenue Code. 11 leads 10 enormous costs
of compliance and enforcement, raises licle revenue, and dam-
ages the competitiveness of U S. businesses operating abroad.
Further, it encourages them 10 keep reinvesting profits abrosd
rather than bringing the money back home where it could be .
reinvesied in America.

Whatever new tax sysiem is chasen, there must be 3 clearer, sim-
pler, and more certain determination, relatie Lo current prac-
tice, of what income is foreign or domestic or what international
Lransaction ts taxable. [n addition, atention must be given 10 the
proper tax treaument of foreign source license fees, royalties,
and other intangibles so as not 10 discourage research and
development in the United States. .
Strengthen Private Retirement Seving: The commission
is particularly concerned tha Americans are not s2ving enoogh
foe Greir own retirement. A tax sysiem that climinates the biss
against saving is essential 10 encourage people 10 sccumulsse
more assess throughout their lives. There is, bowever, no guar-
antee that all individuals or families wil szve enough 10 be
secure and financially independent in their retirement, even
under 2 oew tx system. |

With the problems facing public retirement programs, i is
essential that private retirernent saving be streagthened. Wihout
sufficient retirement saving, many people will become depen-
dent upon the government in their old age, Decessitating either
sharp increases in taxes on future generations or a significandy
diminished standard of living. Providing strong encouragement
for indivduals and Exmilies o take responsibiliey for their own
retirement will go 8 long way loward preventing uncontrolied
growth of government while ensuring 2 more comfortable, more
secure, and more independent retirement.

Therefore, any ux svstem should encourage people 10 save for

their oun recrement. Further. the commussion recommends
that Congress begun the process of policy changes thas wil result
1n people taking more responsibility for thewr own reyrement
nm;&)uchmgawid\mxheo»mﬂhxmmdmmuux
systems also should be considered.

MzAstRING RESULTS

One of the chief objectives of adopting 2 new tax system is 1o pro-
moke economic growth. If we are successful, the added growth
will provide the tzx revenuas 10 pay for 2 portia of the change in
the x baw. Faihure 10 count these added revenues sl make it
2ppear more difficuk to make the necassary ux changes.

One couldn't cach the blossoming of a rase in a split-second
single-frame exposure, or capaure 2 speeding bullet with time-
lapse photography. Similarly, the lools with which we 1ntapale
and examine changes in govornment pobicies, inchuding tax pol-
icy, must mirror the way the economy actually changes 1s 2
resuk of these actions.

When 2 bill is being debated before Coogress, members are
required o produce estimates of the costs of the legishation. For
vears, Congress has used what are called “static revenue ess-
mases” 1o produce these figures. Satic revenue estimates atempt
10 predia future government revenues by 2ppiying the new kw
to today's economy 2s though it would not be affected by the new
Lrw. History has shown that these estimates are limuted in her
abiliy lo predict revenues.

We recommend that Congress instead use etimaies that mea-
sure the impact_poticy changes will have on people’s behavior
and oa future economic activity, and that therefore more accu-
rately predict implications for futtire revenue collections. Use of
this “dynamic” scoring, of course, must be besed upoa realistic
assumptions regarding tXX rates, tax revenues, 3nd CCoNoMic
activity, & is essential 10 2void overly optimistic as wel] s overly
pessimistic projections. (Purther details 1re provided in the stal
discussion pepers.}

TRANSITION ISSUZS

The defenders of the status quo will s2y that our recommenda-
tions for 8 new tax system will mesa 8 tax increase oa the middle
chass or cxuse a2 flood of red ini.

Ve strongly disagree. The thinking behind our current iz sys-
tem is 2 model that does not it lomorrow’s world. Complainers
28 10 understand the new world that this new system will cremie.
The tax reform we envision will creme 3 different climase for
economic growth. k will kil incomes. & will reduce incerest
rases. & wil put peopie o work. b will reduce the use of tax
shehers. liwill reduce the need for social ssfesy-net spending, t
will fosier miflions of new businesses and jobs. tn the process,
the transicion will belp 10 pey for isell

That doemn't mean there will not be difcul issues o address
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dunng the Lransivon. In particulas. pobcy makers must ke
care 10 protea exising sings, invesuments, and odher assets.
Rhatcver the challenges this change presents, we believe that
none of the issues is msurmountabie.

Whatever equivocaiions there may be toward the future, we must
not Jet them rob us of the unparalieled economic growth, the
unimagined opporunities for human fulfilment and advance-
ment that now Lzy trapped within the cage of the current syem,
waiting for us to open the door.

ConcLuston

The recommendations outlined here can kay the groundwork foe
2 pro-gromth, pro-family tzx code for America’s 215 century. As
construction of the new sysiem moves forward, there will be
many decisions 40 be met and made along the way. While we
have tried io raise 2 number of those issues here, and clarify
others in the discussion papers, it is impossible 0 antcipate
every question thai will arise 2s we move loward 1 pew syseoy
We urge that the American people participaie in this debate
every siep of the way. This is all the more crucial given the crid-
cal nsture of the transition issues ivolved s replacement of the
current system gets underway. Ralf 2 century 2g0, the economist
Joseph Schumpeter described capitalism as inseparable from
“the perennis] gale of creative destruction.” Ln the transidon 10
1 fairer sysiem and 2 freer market, the winds of change are
bound 1o increase. Those who have 3 stake in the staus quo will
not welkcome change: others may prefer the cramped confines of
the familiar present 10 the uncertainty of a vet realized fucure.
f the taxpayer testimonies we lisiened 10 and letiers we received
bear any evidence of the broader mood of the country, we
believe that Americans are ingly eager o make tha
change, ready for its challenges, and ook lorward o is
opporlnites.

1t has been 2 privilege for s 10 serve 0 this commission, :nd
each of us has takes the re;ponsibility very seriously. We bave
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been educsted and inspired by the fuaoy, masy Americas we

have talked wich. While the tax sysiem is ' serious disrepair, the
American spirkt and will for change are stronger thae ever, We
thank Seaate Majority Leader Dole and Speaker Glogrich for giv-
ing us this opportunity by delegating us 1o do this importact
work.

We quote in this report maay of the citizen witnesses who wroke
10 us 20d who testiied 2 our bearing, We thank them and the
mmmmmmmm
our many questions about the intricacies of tax reform.

We are very much indebted 10 the rwmalkers who bave spet
years of their careers studving x reform, inspiring serious
mummdummampo
posals for major tax reform. Amnong them: House Majoriey
Leader Dick Armey, Ways and Means Chairman Bl Archer,

Senale Budaet Chayrman Pete Domerua, Senior Sam \unn,
Jouk Economuc Commutee Charman Connie Mack. Senazor Bob
Bennet, and Congressman Dick Gephardt. Others whose work
has been imaluable o the process include Senator Richard
mmmummm&mammm

It has been said that every breakthrough in human understand-
ing has come un the form of a simplification. The complex,
burezicrauc tax code of the 20t century will not enable us 1o
keep pace with the compiex and rapidly changing world of the
218t century. A simplified tax code would have zn instant impact
on peoples” lives —freeing up time, energy and resources cur-
renty wasted in costly comptiance for productive endezvors.
The impact on the economy would be immediate and profound,
putting the goat of 2 doubled economic growmh raie within our
reach. The moment the dead weight and disortions of the cur-
rent ux system are lifted from our economy, the explosion of
new nvestment, bew businessas, and new jobs would ransform
the economic and social landsczpe of our country. A newly gal-
vaniaed economy would cresie work for all those who wanked it,
unjeash unimagined innovations, act s 2 magnes for capial
from 2l over the world, and boost wages and living tandards
for America’s working families.

in ourscives. By treating citizens equally and with respect. 2 now
ax code can resiore faxh in the basic faimess of the sysiem. A
smplified sysem will efiminase the fear that special advantages
hide in complexity, while resioring citizens’ confidence in theie
own abdity 10 comply with the code.
This vision of the juture is rooted in both 3 reslism about human
nature and an idealiss about humsn potential We recognize
that 4 oew txx code, bo maser how radical, cannct soive all

it cannot make Eathers love mothers or guzrankee
children happy homes. Government reform, however vast of
vaunsed, cannol change hesrts.
But i can lik hopes. Aliks best, & does this by seekiog, 28 Lincoln
did, “w devate the condition of men — 10 i astificial weights
from all shoukders — 10 lear the paths of baudable pursuit for
d‘
By fresing citizens froa the costly encumbrances of the current
1ax code, by restoring the link between eflort and reward, by
allowing individuals o ssve and ievest ip their future, and by
unleashing the pent up power of our economy, this new sysiem
cin kead o Lincoln's “oew birth of freedom,” 2nd taunch us into
e next American century.

Felarbian imarter's Buon sl | nenomath nen fanils tax ovtem for the 215t contun
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Empower Amenica, 2 public policy and advocacy onganization.
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sented the Buffzlo, N.Y., area for 18 vears in the US. House of
Representatives. He plaved professional football for 13 years 25
thmmmmmm His
{ather was 2 small-businessman who helped start a small truck-
ing company in and around Los Angeles, CA.

“{f you tax someibing, you get less of it. If you subsidize
sometbing, you gel more ifil. The problem in America loday
£s that we are laxing work, saings. investmend, and produc-
tiily, and we're subsidizing debX, weifare, consumption,
leisure, and mediocrity. *

Vice Chairman Edwin J. Feulner, Jr. bs president of the

Heritage Foundation,  leading public policy grovp in !
Washingion, D.C. He also serves 2s chairman of the Instieute for
Europezn Defense and Straiegic Studies in London. Feulner,
who has a Ph.D. from the University of Edinburgh, served 2s

consukant for Domestic Policy 10 President Reagan, and was the
Chairman cf the US. Advisory Comymissioa 0a Public Diplomay.

“Our lax code bas become a complex web of penalties, disin-
centives, loopboles, and preferences. No amoun! of tinker.
ing at the edges will save the system. The only anser is o
replace il with & nex system that rexands work, saving and
risk-laking.

Loretta B. Adases, started her professionsl career 23 & man-
agement trainee af the Panama City, Panacna, Sears siore 08 8
$25-2-week salary Ms. Adans baer imenigrased 1o the United
Stases and went on 1o become founder of the San Diego-based
Market inc, 2 coasomer, marketing, and opinion
research firm wich oearly 100 employees. Since 1978, ber coes-
panty has serviced Latin-American consumers in the United
States and Latin Americs and has become ane olzhe iop 100
resesrch firms a the country

“The conditions ihat
longer contribute positively o & 215t century plobal scom-
omy. We now bave the opportunily io create & lax sysiem
that is more responsive 1o our imes. situation, and needs
and: bopefully, we will grasp it fully.

the current iax system %0

J. Kenneth Blackwoel! lived in public housing for the first
seven years of his life only 1o Later pioneer housing refocms 25
the Deputy Undersecretary of the US. Depanment of Housing
nd Urban Development. Todzy, he serves as Treasurer of the
State of Ohio, having previously held public office on the
Cincinnati Gty Counall before becoming mayor of Gincinnagi.
He is 2 member of the Council on Foreign Relations 1n New
York, and previcusly served as US. Ambassador 1o the United
Nations Human Rights Commission and 25 vice president of
Xavier University in Gincineuad.

“Thers is sovnetbing fundamentaly wrong uith a tax system
that costs Americans $250 billiom to comply. A simpler tax
System would belp breck the chains that currently bind
entreprevasrial spirit *

Hermm Catn ietroed the value of hard work from his Gather
who concurrendy worked three jobs — one of which was 2s 2
janivsr 2t The PUllsbury Compaay in Atlanta. Al age 12, Herman
wenx 10 work wics his faher 2 Pillsbury, helping him as “assss-
1ani janisor.” Twenty-two years Later Cain would become 2
Pillshury vice president (computer sysiems) and Lascr be
selected 25 president of the firm s then-subsidiary company,

Godlather's Pizza, Inc. 1 1963, he successfully led a group of
Godéxther's izza, inc. senjor management in purchasing the
chain from Pilisbury. He currently serves as duirman aod G20
of Godfsther's Pizza, Inc. Prior 10 his ienure at Godfather’s, Cain
worked for the US. Navy 28 s ruchematician, he Coca Cols -
Company 85 2 business analyst, and was 2n executive with
Burger King Corporatios.

“Ome of America’s greatest strengthe is its ability ko
change.. anv&)-'ouln ‘mess’ is long overdaia for dra-
matic, sensible change.”
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Carroll Campbell scrved two. four-vear Lerms as one of the
most popular and innovalive governors in South Carolina’s his-
tors. His legacy 2s governor includes government reform,
record job expansion, nes ax cuts, economic growth, and
invesyment in his sate. Campbell launched his political career
in 1970, first serving in the state House and Senate and later in
the US. Congress, where he served on the Banking,
Appropriations, 2nd W2ys and Mezns comaitiees. He also
served 23 chairman of the Natioaal Governors’ Associazion, te
Republican Governoes' Association, and the Southern
Governors’ Association, 2s wedl as Chairman of the Southern
Growth Policies Board. Todzy he s president and CEO of the
American Council of Life Insurance.

“The taxs system should encourage imustment and job cre-
ation, foster long-term savings, and increase the focus on
indnidual and fameily economic respomsibilily. In short, tax
policy sbould encourage long-term savings for retiremenl.”

Pete du Pont, during his enure as governor of Delaware from
1977-1985, implemented 2 highly succesdil pro-growth txx
pobicy by dramatically lowering marginal tax rases, causing the
ste’s economy 1o boom and overall tx collections o jump, and
enacting 1 constingional amendment that limited both tx and
ste spending increases. He also served 2s 2 stae legisiztor and

and ran a3 2 Repubbican candidase foe President of
the United States. He currently serves as pobicy chairman of the
National Center for Pobicy Analysis, and wrikes 2 weeldy columa
0o public poticy that is distributed 10 more than four hundred
newspapers &Toss the nation.

“The men and women wbo spolke to ks reflected an American
consensus Our Lax Sysiem is destraying our opportunities
1t’s time to replace it.” .

Jach Farts saned working af age |3 earoing 50 cents an bour
2 his parent’s service station. Faris lesroed exrly in bfe the chal-
lenges of running 2 small faily business and the importance of
hard work. Aller runging his own business i Nashville,
Tennessee, he became president and (B0 of the National
Federation of Independent Business (NFIB), the nation’s largest
small business advocacy organization with more d:an 500,000
merobers. ‘
“Regulation and Laves are strangling small business on main
stront, Give s religfand e will creste the jobs and busild
America’s future for our chikdren and grandcbildren.
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Matt Fomg serves as Treasurer of the Suzse of Galfornia. Prioe
10 hs elecuion. Fong served as Vice Chasrman of the Staze Board
of Equalizanon. Califorrua's tax agency. Fong sreamlined the
agency. cuting mullions of dollars of waste, reformed the state’s
ax code sponsoring changes to the unsary tx, and made the
agency moce “axpayer friendly.” A graduate of the US. Air
Force Acadermy cyrrently holding the rank of Lt Col. USAFR, he
eamed an MBA and lzw degree, sarted a small business, and
worked for Sheppard, Mullin, Richtor 2nd Hamptoa as a trans-
actioral corporate aomey.

“Too many Americans are silting on the economic sidelines.
A progressive single rate flat tax wndll radically jump start job
creation, moving the unemployed off the sidelines to jobs. =

Theedors J. Forstmanm is one of the most admired entrepee-
neurs in America wich an unrivaled record of successful invest-
ment. Forstmann splits his time berween running his firm,
speaking out on behalf of economic opportunity and growth,
and helping children woridwide. He has poured his energies
and resources into leading rebief eflonts in Bosnia, sponsoring
charites in South Africe, and funding scholarships and teaching
stadents in America’s inner Gties. He is the senior partner of
Forsanann Little & Co.

“The current Lex system is ridiculously complicated. eco-
nomically destructive. and morally corrosive. We desperately
need & new lax cods that puts the individual — not govern -
ment — at the center of the equation.”

Dean Kleckner 0ok over the rented family farm in lova al the
age ol 18 when his father died. Xleckner served in the Army and
laser rewurmed 10 lowa where he staried on his own with 2 dozen
sons, 2 dozen cows and 300 chickens. Todzy he oars 2 350-
acre corn, soybean, and hog farm, and serves as President of the
American Farm Buresu Federation, 3 post be hus held since
1986, Fie also serves o the U.S. Advisory Cosnmitiee oa Trade
Policy, 8 past 1o which he was first appointed by President
Reagm, 1nd reappointed by Presidents Bash 2nd Clinkon.

“Our hx Systom mucst be simple and equitable for all lxxpay-
73, with mo koopboles. 18 bas to let hard -working laxpayers
hoep more of the money iy bove sarned.
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Shirley Petersom is president of Hood College in Fredenck.
Maryland. Prior io assuming the ¢ presidency, she prac-
ticed ax law and also served al‘ot;\r.uxma lmzmalpm
Revenue under President Bush and Assistant Azorney General
(Tax Dvision) at the US. Justice Deparunent under President
Bush. She was raised on frm in Colorado.

“Citizens from around the country told us that the currens
law is too complex. This complexity breeds disrespect for the
Lo and for our government. It time io repeal the Internal
Revenus Code and start over.*

Jobm Smow worked his wazy thoough college as a sports coach.
Today he serves 2s chairman, president, and GB0 of CSX
Corporation in Richmond, Virginia, and has been with the com-
pany since 1977. Soow, who has a Ph.D. in economics from the
University of Virginia and 2 ow degree from George Washingion
University, also served 2s Deputy Undersecretary of the US.
Department of Transportation, as a privale atiomey and a col-
lege prolessor.

“The current lax system dims our prospects for the futxre
and must e replaced by & new system for the 2151 century
umwmmmmw — not
stifle economic grouth and enirepreneurial activity.”

Jobm Wieland 1lways worked part-time growing up, from
working af 1 gas station 0 delivering newspapers 1o siocking
vending machines. Today, he is 2 president of Jobn Wiekand
Homes, nc., of Adanta, employing more than 700 full-time
empioyees and thousands of subcontractors. For Wielznd, suc-
cess has meant the ability 1o give back o his community by pro-
viding housing for the working poor and working with Habicst
for Humanity, formerly serving as s membser of the intemationsl
Board of Habitst

“The consensus of the American people demands 4 com -
Pletely nows, simpls, and fair iax code. Increased progperity
Jor ALL inll be the outcome. The limee is now.”
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WASHINGTON. 0.C, 20008-2008

April 12, 1994

Hon. Daniel Patrick Moynihan
Senate Office Building

Washington, I'.C.

Dear Pat,

20510

I have just filed my tax returns for 1953, by mail. As I

have mentioned in writing to you previously, it seems to me that
our goverrment makes unreasonable demands on its citizens -- not
in terms of the aggragate 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.

£ilings included nine separate returns, sent to six
differant 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.

Fstimated Tax Return for 19%4. 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

enployment to others who need it.

Near my desk hers, I have a fedaral tax file which is thrae

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 vhich may arise. 1In
addition to the federal tax itself, the booklet supplied to
taxpayers contains not only Form 1040 with many schedules, and
references to other schedules, which -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-six pages relating to various
schedules. The grand total of material accompanying the return
is at least 94,000 words, the equiva.ent of a moderate-sized

book.

These Instructions include a grea: number of "worksheets."
I am enclosing Xerox copies of two of these, both of which amust
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JONES, DAY, REAVIS & POOUEB

Hon. Daniel Patrick Moynihan
April 12, 1994
Page 2

be virtually incomprehensible to the ordinary citizen. In
particular, I call to your attention the Itemized Deductions
Worksheets on page A-5, 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 completéd their raturns.

The net result s an enormous task, at wvhich 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
reascnably 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 Committea of the House of Representatives, but the
Chairman of the Senate Pinance 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. 1 mention Schedule A only as an
i{llustration. 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 teeling among

our citizenry.

45-868 98 -4
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Hon. Daniel Patrick Moynihan
April 12, 1994
Page 3

For better or for worse, I am one of those who keep his own
records and makes out his own tax return. Practically everyone
elge, whether of substantial or modest incoma, feels that he must
use a "tax advisor™ or consultant, at considarable aggregate cost
~= wvhich cost is deductible in datermining thea tax. The reason
that I make out my own return is that I have been doing so for
nors than sixty years. I started vhen the tax could be
comprehended, and have not bean willing to stop. It is only in
the past aight or ten years that the task has beccme
burdensome. I could have my returns prepared by an accountant,
but I figure that it would be nearly as nuch 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
governmaent forces me to use an accountant for such a matter,
particularly when my career in law has been largaely 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 sclely to Federal Taxation. Paying an accountant to do
the work seaems to me to be a little like the civil War practice
of hiring a aubstitute in order to avoid the d:aft.& That does
not look very gcod today, and so it is with a system which forces
many taxpayers to have their returns made out by people with the
rost sophisticated computers. ’

And nov tha Treaswry, with reason, i{s about to require more
paper in order to meet the new rule that there must ba 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 vanture to suggest that, somehow or other, a batter
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, vill take steps to
simplify this whole operation, making it possikble 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,

Ve truly yours,
o G
Sl yn./r‘z//

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.alized 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 wt_)u}d no longer file tax returns. A heavy burdeti 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.

B. 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 littls 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 (1) 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.

2
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Except as qescﬁbed 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 retumn 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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B. 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. Redistribution

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 atleviating
the regressivity of any riew 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 relief, 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 unfairly 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

B. 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 afer 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 faw, 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 S0 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.

B. 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'ta.x. 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 stiil 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

* Wil the Intemnal 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 a8 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 sudit 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?
W in';plica!ions 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?

Questions for 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 1o 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?

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 deJuctible, 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?

. 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?



106

Should some types of investments currently tax-favored (municipal bonds, whole life insurance)
receive less weight in personal investment portfolios?

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?

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?

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?

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?

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 PUBLIC ACCOUNTANT
945 VICTORIA DRIVE
ARCADIA, CALIFORNIA, 91007

February 8, 1996

Editorial Section

United States Senate
Committee on Finance
Washington, D. C. 20510

Re: Nationat Commission on Economic Growth
& Tax Reform’s Report Hearing
January 31, 1896

Gentlemen,

| 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, t 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 professionat tax consultants
yields 43 different amounts of tax due.

The individuals that ! have discussed the issues with concur with the following
mandates for the overhau! 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
perceniage 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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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 doliars flow through the *underground
economy” escaping taxation thus placing a higher tax burden on
those who honestiy 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.

Must treat all citizens equitably and fairly.

Must adequately fund nationa! programs and the federa! government.
Must encourage individual saving, investment and wealth accumulation.
Must encourage individuals to increase their earning capacity.

Must be easy and inexpensive to administrate so that a minimum needs to
be spent on collection and enforcement of tax.

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.

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 tion tax is simple and easily understood by ali. The
great majority of the states have enacted this type of tax and there
appears to be a minimum of misunderstanding on the requirement.

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 adaquaéely 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 individuats 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 coliection 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 administrale 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 ali 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.

| appreciate your serious consideration of these mandates.

Sincerely,

/ "o : o
R N
Nils Bjerg t T
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
* 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 o+ 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 Kknows
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 figurés 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 aliow 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,

[l € QA

Russell L. Cook
Stonehedge Park # 27
39820 U. S. 19 North
Tarpon Springs, FL
34689-8347

C:\WP5I1\LETTERS\SENATE . JOE January 29, 1995
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A LAND VALUE TAX CAN BE BETTER ‘I'HA;I A FLAT TAX
at
THE U.8. 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 prodyced 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?
NO| 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 continee to tax Free Enterprise, we will kill it. Tax land
values instead.
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STATEMENT OF JACK E. GREGG

This statement is regarding the January 31 hearing on tax
reform, It addresses four tax categories.

l. 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 anothexr, 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
slgnificant 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-lndustrial (i.e. poor) natlon!

Of course, this loss of lndustries, 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 1is 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
Wwe have large trade deficits, should be taxed. A good name
for this tax ils 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%, applled 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 lts trade
surplus with us is well below 25%.

The EIT will encourage Amexticans 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
tndustries 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 as 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 ralse 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
kxeep 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 unfalr to the non-rich and would force many, with
marginal incomes, into poverty.

It is sald 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
recommend four rates of: 15%, 25%, 35%, and 45%.
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. TAXES ON INVESTMENT INCOME

The three types of investment income, in alphabetical order,
are: capltal gains, dividends and interest. Generally, they
don't deserve tar breaks, ‘but because they are degraded by
inflation, they should be indexed for inflation. Only real
(inflation adjusted) Income should be taxed.

Capital galns get the best tax treatment, but are generally
the least deserving! Probably 99% of capltal 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 ls gambling, just like buying a lottery ticket.

Even new stock, lssued 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 galns should be taxed at the
same progressive rates as for wages. To determine the real
capital gain, the purchase price of the capltal 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 be
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.

fnterest 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
incone should be reduced by the ratio of the real lncome 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, 1 recommend no special rates for investment
income, but those incomes should be indexed for inflation.
Interest, and a very few caplital 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 recelve 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 S3B.

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 Soclal
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 ls
buried in the total tax on form 1040, and so cannot readily
be returned to the Soclal 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

AGI* SsB = $10,000 SsSB = $20,000
PRESENT** PROPOSED# PRESENT** PROPOSEDHK ¢
32,000 $ 0 $ 0 $ 0 $ 0
36,000 300 300 300 300
40,000 600 600 600 600
44,000 900 300 900 900
$0,000 1,464 1,350 1,685 1,200
60,000 2,380 2,100 4,494 2,700
70,000 2,380 2,850 4,760 4,200
806,000 2,380 3,600 4,760 5,700
100,000 2,380 5,100 4,760 8,700
120,000 2,635 6,600 5,270 11,700
140,000 2,635 8,100 5,270 14,700
160,000 2,978 9,600 5,788 17,700
180,000 3,060 10,0004# 6,120 20,000#4

200,000 3,060 10,0000 6,120 20,0000
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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. FQ:
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 S3B exceeds the SSB, then
the tax on the SSB is limited to 100% of the SSB.

#4 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 fllers. 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, 1 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%. Theén, list this tax under "Other Taxes” so that
it can be identified, and returned to the Social Security
Trust Fund.

. i «f .
Sincerely, /14{C“OL’ ¢ - Jzﬁtl;z//
ey

Jack E. Gregg

1100 S. Belcher Rd. Lot 366
Largo, FL 34641

(813) 535-19890
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HOWARD PARSONS
14075 Cooper Rd Spring Hill Florida 34609
© (904)-688-9619
>Internet: 72270,2013 @Compuserve.Com

United States Senate
Commillee on Finance
Washington NDC 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 1ax 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 downloadable picce of software that will allow anyone
who's on line to download it and prepare his or her taxes and file them electronically. I'm
sure you are aware how much time and money this will save IRS and their annual cost of
retumn processing. Those returns filed electronically using software distributed by the
departiuent can and will be checked automatically, clectronically.

The Software could readity be distributed by the commercial networks like
Compuserve. America on Line, or Prodigy and others. probably at minimum cost.

[ know that commercial sofiware is available, but the price is prohibilive for a
senior citizen hke me. There are many of us who must file and were you to follow this
suggestion both of us would save money annually.

Very Truly Youts

A W

Howard C. Parsons
122 09 2486 ~
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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 pnd Recommendations

Not-for-profit hezith care provilers 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:
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o Whether the new taxes will apply to not-for-profit organizations;

o  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

s 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 govenment. 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--.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-Profjt 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’,
Lot-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 Qrganizations

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

! 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-
foe-profit charitable, religious and educational organizations, as well as certain not-for-profit mutual organizations.
Comparable es were subsequently d after the Sixteenth Amendment was ratified, firmly establishing the
principle of tax exemption of not-for-profit organizations.

-3-
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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,
reaovations and consolidations.

Income Tax Restructuring

VYHA 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 problenis 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 nizations 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:

. the New Taxes Will A to Not-for-Profi jzation:

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.
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Whether Exemption May Result in Pactial Texali

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 pald on inputs, as well as an
exemption for its own value added.

Whether Essential Tax Incentives Will be Eliminated of 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 incerest, 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. YHA 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.

I ; .
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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(c)(3) even If it changes the basic framework of the
tax code.

The not-for-profit sector contributes significantly to the public good by lessening

the burdens of govemment. 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 om 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, (jii)
the potential elimination of essential tax inceatives, 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 t0o 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 FICA taxes?

Answer: Yes. 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 haif 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 Bureau 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 concems 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 scems to me that the complexity of the
IRS code imposes burdens on the IRS as well as on taxpayers. Whea 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 treatmnent 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 eamings 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 our 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 cost. 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 eamn 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 develop 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 Domenici-Nunn plan has the advantage of promoting saving, but has been criticized as
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addin‘g 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 eamnings of capital
on the businesses’ tax forms before the returns are distributed to individual lenders and
sharcholders.)

As the background papers illustrate, the two methods yield exactly the same improvement
in the retum 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
cither 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 tax is not as complicated as the question makes it scem. The
(deductible) amount saved each year (the net amount of saving less borrowing) would be reported
to individuals by their fi.rancial institutions at year end as a single number, just as interest and
dividends are reported undér 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
carnings would be taxed on individual tax 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 incoiue 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 hisher $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 retenton of the deduction
largely costless to the Treasury.

Your discussion contains the contention that ths 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 Committee, and the Congress think are most important.
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Questions from Senator Grassley

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 entreprencurs 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 entreprencurs? 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 retumns. Interest would be deductible, and the recipients of the interest would pay 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 Reforma 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, and
could not be redecmed 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 w 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
eamings 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
climinate that extra tax burden. The increase in the value of the property would be of no
concem, 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. QOnly 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 (o 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 eam a taxable return while held, if it is put to productive use, because,
unlike financial investments in this system, it was deductidle, and its remarns 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 Jand 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. There would be no present value advantage to the purchase of land over other
assets, and no reason to think that there would be an arificial, 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 onec 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 retumns 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 faimess and economic
efficiency. Income reflects what one contributes to the economy. [t is unfair to punish people
who eamn additional income by working harder, saving more, leaming 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 eamed a high income,
and the other has not, then the added output of the more productive worker is tixed more heavily
than the added output of the less productive worker. This is not only econozaic 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 ¢liminates 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 Growth and Tax Reform given that taxpayers live in a world
of at least two masters, the federal and the state government?

Answer: You raise 2 number of concems 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 invelved 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 temporarily 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 suggests 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 t to 3
percent. (Sce 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 climinated. 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 sales 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 govermnments by exposing their fuli 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. Consequenty, 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
govemnments, and reise 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 flat 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 cither 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 securitics 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 securitics. However, lower and middle bracket taxpayers row 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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investment would increase state and local tax revenues and reduce outlays on welfare and
unemployment. 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 and exempt the interest. This double exemption is bad policy. It would totally exempt
income invested in state and local bonds from tax, cither when eamed or when eaming a retumn.)

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 restructuring
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 10, 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 e federal
level wotld probably simplify business taxation at the state level, and revenue adjustmeris 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
1zenmzoended 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 o
taxpayers. These clements 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 future 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 require 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
errors in existing statute. Would a super-majority be required to reduce corporate welfare oc
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. msuchasi::m,thuewouldbenounjusdﬁedspecidfumthuoouldbehbded
"corporate welfare”, 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-consumption 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-toc-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

By John E. Golob

posals to reform the federal income tax sys-

tem. Propoaents of rax reform want to
simplify tax preperation and stimulate economic
growth by increasing the incentives for taxpayers to
work, save, and invest.

Th.U.S. Coogress is evaluating several pro-

While the primary objective of tax reform is a
more productive economy, changing the tax laws
would also affect financial markets. Several of the
proposals would change the way interest expenses
are deducted and change the way income from
interest, dividends, and capital gains is taxed. These
changes would affect interest rates and the prices
of stocks.

This article analyzes the effects of income ax
reform on U.S. financial markets. The first secthon
of the article describes the general goals and fes-
tures of tax reform. The second section analyzes in
broad terms how tax reforms would affect financial
markers. The third section examines the speaific
proposals that Congress is evaluating and ranks
them according to their effects on interest rates and
stock prices.

Jokn E. Golod s an economist at the Federa! Reserve 8ank
of Kansas Cirn Stephen Monro. @ A at ihe
dank heiped prepare the article.

45-868 98 -6

The article reaches three conclusions. First. most
proposals would reduce interest razes in credit mar-
kets where interest income is cuwrently taxable,
including bank loaas, Treasury secunties, and cor-
porate securities. Second. all proposals would in-
crease interest rates in municipal credit markets
where interest income is not currently taxable. And
third, most proposals would increase stock pnces.
All three of these effects could be substannal.

AN OVERVIEW OF TAX REFORM

Tax reformers typically agree that the broad goal
of reform is to improve the weil-being of LS.
taxpayers. One way to accomplish thus goal s
tyough tax simplification. Few taxpayers find
pleasure in filling out their tax forms. and most
would welcome a simpler, less costly way of per-
forrng this irritating annual ritual.

Another way to improve the weil-being of tax-
payers is 10 spur economic growth. Reformers
would do so by minimizing the disincentives inher-
entinali tax systems. For example, economusts have
long recognized that taxing wages discourages
work and taxing capital income discourages saving.
Some tax systems distort economic decisions more
than others. Proponents of reform want to minimize
such distortions.
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Goals of tax reform

Tax reformers want to simplify the rax system to
lower the costs of tax compliance. Although all of
the costs of complying with the tax laws caanot be
measured, estimates of these costs are substantial.
Compliance costs include the time taxpayers spend
preparing returns and the money they pay to tax
preparers. Taxpayers must aiso keep records, and
the [RS estimates that the record-keeping time ex-
ceeds the preparation time for some tax forms. lna
study of 1985 tax returns commissioned by the IRS,
Arthur D. Little, Inc. estimated that tax preparation
and record-keeping costs were $50 billion for indi-
viduals and $100 billion for businesses. Since then,
both the number of taxpavers and the reporting
requirements have increased. Proponents of tax
reform argue that a simpler tax system would elimi-
nate most of the compliance costs.

In addition to reducing the explicit costs of tax
compliance, proponents contend that a simpler tax
system would reduce taxpayer frustration. The tax
system currently contains approximately 480 [RS
forms, 280 IRS information pamphiets. and thou-
sands of pages of supplementary documentation.
Money magazine highlighted this complexity when
itasked 41 tax professionals to prepare the return of
a fictional family who owed $35,000 in taxes
(Tritch). Even though all 41 preparers knew their
results would be published in the national maga-
zine, only two preparers calculated the tax within
$500 of the correct amount, and 14 missed by over

$5,000. As further evidence of the system's com-

plexity, up to a third of the callers to [RS taxpayer
assistance lines receive incorrect answers (Simon).

More important than tax simplification, ax re-
formers also want to reduce the disincentives in the
x system. Tax reform proposals would encourage
individuals to work and save more, and would
encourage businesses 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 incennves for individuals and busi.
nesses to evade taxes by entering the “underground
economy.”

The greatest concem of wax reformers is the low
U.S. savings rate. Reformers contend that the cur-
rent income tax system encourages consumpnoa
over savings and that 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 vears
than in any other ten-vear penod in U.S. history
{Bembeim and Shoven). The savings rate s also
lower in the United States than 1n most other indus-
mialized counties and is less than half the rate v
Japan (OECD). Thus, all tax reform proposals 1a-
clude fearures to encourage taxpayers to save more
of their income. Higher savings, in rum, would
promote more nvesument spending, higher produc-
tivity growth, and ultimately, a higher standard of
living.

The broad goals of wx reform are supported by
many legislators, economists. and polincal ana-
lysts. Cnics, however, are concerned about poss:-
ble side effects. For example, provisions that
encourage greater savings could also lead to a nse
in tncome inequality. Critics are also concerned that
certain sectors of the economy would be hurt by tax
reform. For example. homeowners and the housing
industry have benefited from the home mortgage
deducnon. and both are concerned about losing this
implicit subsidy. Issues such as these will be impor-
want in the ongoing debate over tax reform and will
need to be addressed in conjunction with the finan-
c1al 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 lowet
rates could lead to less revenue, the proposals would
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aiso eliminate many tax credits and deductions.
Reformers also want to ensure that high-income
households coatinue to pay higher average tax rates
than low-income households.

This section describes the general features of tax
reform being evaluated by Congress. Some of the
features are common across multiple proposals,
while others are unique to a single proposal. The
features are broken into three categories. The first
category contains the proposed changes to the indi-
vidual incomne tax, the second category contains the
proposed changes to the business income tax, and
the final category describes the proposed direct
taxes on consumption. Taxing consumption directly
has been proposed as an alternative to taxing the
income of individuals and businesses.

Individual income rax. Reformers have proposed
seven key changes to the individual income tax:* (1)
reduce marginal tax rates, (2) increase the income
exempt from taxes, (3) reduce or eliminate deduc-
tions, (4) eliminate taxes on income from invest-
ments,’ (5) allow a deduction for savings, (6) tax
individuals for the interest income received from
municipal securities, 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
txpayers pay on the last dollar of their income. It
is the rate economists consider most relevant for
economic decisions (appendix). Marginal tax rates
currently vary from |5 percent for low-income
bouseholds to 39.6 percent for households eaming
over $250,000. Proponents of lower marginal rates
sy high marginal rates discourage work and encous-
age taxpayers o0 spend resources avoiding taxes.

To reduce marginal rates as much as possible
Some tax reformers propose a flat tax. Under a flat
&x all income above 8 certain threshold would be
taxed ar 4 single rate. Proponents have proposed flat
228 from 17 to 20 percent, depending on other

features of he proposals. Not all tax reformers
would flanie: rates, however. and one proposal in-
cludes a mul iple-rate structure that would increase
the marpnal rate for many taxpayers.

The seconc. wax change for individuals would
increase the personal exemption. which is the
amount of it come that is exempt from taxes.
Households with incomes less than the personal
exempaon pa’ no mxes. The curent exempaon
depends on filig starus and ranges from $3.300 for
single taxpaye's to $6.350 for marmed taxpayers
filing jointly.' All income tax reform proposals
would raise thi: exempnon. One proposal would
raise the exempt on to $13.100 for single taxpayers
and $26.200 for narmed taxpayers filing jowntly.

Tax reformers have two reasons for increasing the
personal exempnin. First. a high personal exemp-
non eliminates axes for many low-income house-
holds. Second. a h gh personal exempnon ensures
that the tax system s progressive, which means that
high-income taxpay ers pay a greater propornon of
their income in taxes than low-income axpayers.

The third tax change for individuals would reduce
or elimmnate many ax deductions. The three most
important deductions are mortgage inrerest ex-
penses, state and local taxes. and chantable conm-
butions. 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
elimunating these deductions. They want to muu-
mize the importance of taxes in economic deci-
sions. For example, the home mortgage deductton
currently encourages households to buy rather than
rent thewr residences. [f tus deduction were elimi-
nared. 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 fom saviags,
also known as capital or investment income. Capital
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income includes interest income, stock dividends,
and capital gains from the sale of reai or financial
assets. Tax reformers contend that high taxes on
capital income encourage axpayers to consume
rather than 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. Eamings from capial invested in a business

tion of employee compensanon. Taxing these bene-
fits would generate substantial revenue. This
change would also treat employees more equitably,
since employees with substannal fringe benefits,
currently pay lower effective tax rates oa their toul
compensagon.

Bustness income tax.* Reformers have proposed
six key changes to the business tncome tax system:*
(1) reduce tax rates, (2) eliminate industry-specific
dedy s and credits, (3) elimunate axes on in-

are taxed first as business in:ome and d as
dividends and capital gains. This double taxation
can imply effective margina' tax rates on capital
income of up to 60 percent.*

In addition to affecting incentives, eliminating
taxes on interest income would simplify the tax
system. f taxes on interest income and deductions
for interest expenses were eliminated, the [RS could
stop monitoring all interest payments. Currendy,
over a billion [RS 1099 forms must be filled out
each year to keep track of the interest transactions
in the U.S. economy.

The fifth tax change for individuals would allow
a deduction for income saved. Under this proposed
change, taxpayers would psy taxes only on the part
of their income they consumed. Tax reformers have
proposed the savings deduction as an alternative to
eliminating taxes on investment income. Both
srategies would increase the incentives 10 save.’

The sixth tax change for individuals would affect
taxpayers receiving interest income from municipal
securities. Taxpayers currently do not pay taxes on
interest income from municipals, which include
securities issued by both state and local govern-
ments. 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 raxable income. Because
fringe benefits are not currently taxed. many large
companies have increased fringe benefits as a frac-

come from financial investments. (4) eliminate
deducnons for interest paid, (5) allow immediate
deductions for capital investments. and (6) elimi-
nate deducnons for fnnge benefits.

The first tax change for businesses would lower
tax razes on business income. Proponents give three
reasons for reducing these rates. First and most
important. taxing business i di ages
business tnvestment. That is. taxes on business
income reduce the after-tax return on investment
whuch reduces the number of investments that are
econorrucally viable. Lowering these taxes would
rnake more investments viable and leave businesses
with more money to invest.'*

A second reason tax reformers want to reduce the
business tax rate 15 to help the United States aract
more intemanonal business. l.ower business taxes
would allow companies to increase their after-tax
profits by relocanng to the United States from coun-
tnes ‘»th higher taxes.

A third reason flat-tax proponents want to reduce
the business ax rare 1s to make business and ind:-
vidual rates simuiar. If businesses and individuals
paid the same rates, lawyers and tax accountants
would be less able to avoid taxes by creanvely
moving income and expenses berween the rwo @x
svstems. This flexibiliry caused federal revenues
10 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 corporations, which allowed them to
pay the tax rate for individuals rather than the higher
ax rate for businesses.

The second tax change for businesses would
eliminsre all industry-specific tax credits and de-
ductions. Critics contend these tax subsidies cannot
be justified from a public policy perspective. They
argue the tax code should not be used to conduct
industrial policy because most “loopholes™ grow
out of effective lobbying campaigns rather than
public need.

The third tax change for businesses would elimi-
nate taxes on income from financial investments.
Mostof this income is from interest on liquid assets,
but some businesses aiso have income from stock
boldings. Proposals that would eliminate taxes on
financial income for businesses are typically the
same proposals that do so for individuals. Propo-
nents give the same reasons as those already dis-
cussed, simplifying txes snd eliminating double
axation.

The fourth tax change for businesses would elimi-
ate deductions for interest paid on debt Currently,
nterest expenses are among the items businesses
Jeduct from their revenues when they calculate
axable profits. Disallowing the interest deduction
would substantially increase tax revenues. which
would partly compensate for the revenue lost by
eliminating taxes on interest income.

The fifth tax change for businesses would allow
@ immediate deduction for capital investments.
which include expenditures on buildings, furrurure,
vehicles, and equipment. Businesses currently
spread these deductions over several years, corre-
sponding to the useful life of each investment. [n
each year the deduction compensates the business
for the amount that the investment wears oul, or
depreciates, during the year. Allowing immediate
deductions for business investnents would reduce
their taxable income and would encourage them to

invest more. Although this change would ult-
mately benefit all businesses. many could suffer
during 2 wansition peniod. Some proposals would
ot allow deprecianon deductions for previous invest-
ments, and these proposals wou!d only benefit busi-
nesses with investnents larger than thewr deprecianon
deductions."

The final tax change for businesses would elim-
nate deductions for employee fringe benefits. The
ranonale for eliminanng the deductons is that em-
ployees do not currently pay taxes on these benetits.
Elimunaring business deducnons for fnnge benefits
would increase federal tax revenues without taxing
employees directly.

Consumption tax. Several tax reformers have pro-
posed replacing the income tax with a direct :ax on
consumption. Taxpayers would pay the consump-
ton tax on retail purchases the same way they now
pay state and local sales taxes. Supporters of the
consumption tax esnmate that a 17 percent ‘eceral
tax rate could replace the revenue curently gener-
ated by the income tax system. To rally support for
a consumption tax, proponents promise (0 sbolish
the [RS.

Tax reformers have proposed two aiternanve con-
sumpnon taxes, a sales ax and a value-added ax.
The two taxes would be indistinguishable o a tax-
payer. [n both cases, the retail price of 3oods and
services would increase by the amount of the ax.

The difference between a sales tax and 3 value-
added tax emerges when viewed from the perspec-
tive of a business. A sales tax is collec:ed only dy
rewalers. [n contrast, a value-added tax is collected
by each business that adds value t0 2 product
Consider a manufacturer thag builds a car from raw
materials and then sells the car to a dealer. A sales
tax would be collected only by the dealer. A value-
added tax would be assessed on the supplier of raw
materials, the manufacturer. and the dealer. The
price the manufacturer pays for raw matenals
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would increase by the arnount of the value-added
taxes paid by the suppliers of the raw materials. The
price the dealer pays would reflect the value-added
taxes paid by both the raw materials supplier and
the manufacturer. Finally, the price the consumer
pays would reflect the value-added taxes paid by all
three—supplier, manufacturer, and dealer.

A sales tax has both an sdvantage and a disadvan-
tage relative 1o a value-added tax. Since 3 sales tax
is collected entirely at the retail level, the tax is
easier to administer. The disadvantage of s sales ax
is that assessing the entire tax at one point incresses
the incentive to evade it. For example, the entire tax
could be evaded by 2 bilack-market retailer. The
value-added tax is-more difficult to evade because
it is not levied at a single point.

A direct consumption tax would be administered
differently than an income tax, but both tax systems
would have similar effects on financial markets.
The effects would be similar because both tax pro-
posals tend to put the ax burden on the part of
income that is consumed. The similarity is ex-
plained further in the next section.

FINANCIAL MARKET EFFECTS OF
TAX REFORM

Tax reform would have direct and indirect effects
oa financial markets. The direct effects would stem
from changes in taxes on capital income and
changes in the deductibility of interest expenses.
The indirect effects would occur through changes
in the economy. Reformers contend that changing
the tax system would increase savings, investment,
snd economic growth, thereby indirectly affecting
Smancial markets. This section describes both the
“um:ﬂmofmnfam&ndapm
ﬁh&ueﬂmmwwlym

The smalysis in this secrion assumes that tax
ut-w-«-maumml of federal reve-
et »ﬁhuhdgadeﬁcin"miswm

is ble b the sp rs have ied to
design the proposals to be revenue-neutral. Never-
theless, Congress has not yet produced any official
esumates of the revenue umpact of ux reform.
Previcus ux 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 nto three categones. The first category
contains debt contracts whose interest income is
currently taxable. including bank debt, Treasury
secuntes., and corporate secunoes. The second cate-
gory contains municipal securines whose interest
income is not cwrrently taxable. The final category
contains the stocks of publicly qaded corporanons.

Taxable interest rates. Two features of the pro-
posed wax reforms would directly affect interest
rates on secunities that are currently taxable. First
many proposals would eliminate taxes on all inter-
est ncome. Second. many proposals would etther
reduce or elimunate the deductibility of interest
expenses. These changes would reduce the demand
for credit and increase the supply. which would
cause nterest rates to decline.

Eliminating the deductibility of interest ex-
penses would reduce the demand for credit Busi-
nesses currently deduct all of their interest
expenses. Individuals deduct the rwo largest com-
ponents of therr interest expenses, home mongages
and dedt incurred for financial investments.” To the
extent that interest deductions reduce a borrower’s
taxes. the effectuve after-tax costs of a borrower's
loan are less than the payments to the lender.
Eliminanng the interest deduction would make
borrowing less atractive. causing the demand jor
credit to decline. On a graph with interest rates on
the vertical axis. the demand curve would shifto
the leR (Figure 1).

Y
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Just as interest deductbility affects credit de-
mand, taxing interest income affects credit supply.
Iftaxes were eliminated on interest income, lending
would become more artractive, causing the supply
of credit 10 increase. 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 the credit demand curve shifting to the left and
the credit supply curve shifting to the right, the
equilibrium interest rate would decline (Figure 3).

How much would rates d:<line? 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 rates are the rele-
vant rates when borrowers and lenders agree to debt
contracts. The importance of tax considerations can
be illustrated by comparing the interest rates on
taxable Treasury securities with the interest rates on
nontaxable municipal securities (Chart 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 murnucipals because the after-
tax retum on municipals is generally higher than the
after-tax return on Treasuries.

The shift in the credit demand curve is related to
the tax rate of individuals and businesses that deduct
interest expenses from their taxable income. Con-
sider the credit demanded by a taxpayer paying 8 23
percent marginal tax rate. For this taxpayer, an 8
percent tax-deductible interest rate is equivalent to
a 6 percent nondeductible rate. That is, his taxes
would be reduced by one-fourth of the 8 percent
interest payment, causing his effective interest rate
1) be three-fourths of 8 percent. or 6 percent This
taxpayer would be indifferent if offered a choice
between an 8 percent tax-deductibie interest rate
and a 6 percent nondeductible rate. If interest

—

deductibility were eliminated and nothing cisg,
changed, the uxpayer would demand the samg
amount of credit at 6 percent as he had previousty
demanded at § percent. This quantifies the shift i
the taxpayer s credit demand curve. On a graph with
interest rates on the verncal axis, the taxpayer’s
credit demand curve would shift downward by o
fracton corresponding to the marginal tax rate,
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 s complicated. however, by the fact that
not all taxpayers pay the same tax rate. Marginal tax
rates for individuals and small businesses begin &t
15 percent and increase to 39.5 percent Large
businesses pay marginal rates according 10 a sepa-
rate tax schedule. which taxes most corporate in-
come at 3 5 percent rate.

Because different taxpayers are taxed at different
rates, econonusts often use the marginal tax rae
paid by the “average™ taxpayer when analyzing the
economic effects of taxes (Barro and Sahasakul).
This approach can be used to estmate the shift v
the credit demand curve. Since both individuals and
businesses deduct interest expenses. both of thew
tax rates are relevant. For individuals and small
bustnesses the average marginal rate is abowt 25
percent. With a 3§ percent tax rate for large busi-
nesses. the effective tax rate for interest deducnons
should fall berween 25 and 35 percent. Thus, eluru-
naang interest deductibility would lower the credit
demand curve by 25 to 35 percent.

The shuft 1n the credit supply curve is related w0
the wax rate of taxpavers with interest income. The
analysis follows the same logic as the shift in credit
demand. Consider a taxpayer with a 25 percest
margina) 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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taxes correspond to a § percent raze after taxes. This
axpsyer would be indifferent to a choice between
8 percent taxable interest income andl § percent
nontaxable interest income. If taxes on interest were
eliminated, the taxpsyer would supply the same
amount of credit st 6 percent that he had previously
supplied at 8 percent. That is, the taxpayer's oew
credit supply curve would be below the original

The effect of tax reform on the credit supply curve
for the U.S. economy would be similar 1o the effect
for an individual. The new credit supply curve
would be below the original curve by an amount
comresponding to the tax rate for the U.S. economy.
Assuming the relevant tax rate is the same as for

the credit demand curve, the new credit supply
curve would be 25 to 35 percent below the ongi-
nal curve.

The lower credit demand and supply curves deter-
rune 2 new credit market equilibrium. [f the same
t@ax rate applies to both curves, both would decline
by the same fraction. Under this assumption the
equilibrrum quaatity of credit would not change
(Figure 3). The equilibrium interest rate would be
reduced by a fraction corresponding to the relevant
ax rate. With marginal tax rates in the 25 w 3§
percent range, tax reform would cause interest races
to drop to between 63 and 7S percent of their value
before reform. An 8 percent interest rate before ax
reform would drop to between 5.2 and 6.0 percent
after tax reform.
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Chare |

INTEREST RATES ON 1-YEAR MUNICIPALS AND 1-YEAR TREASURY BILLS

Percent

16

The analysis of credit supply and demand has thus
far assumed that all interest income is taxed and all
interest expenses are deducted. This assumption is
only an approximation, and some secondary factors
need to be mentioned. Some interest income es-
capes taxation because businesses are more diligent
in reporting interest duductioas than interest income
(Hall and Rabushka). Since tx reform would not
affect the interest income that is already unmxed,
this leakage suggests the credit supply curve would
not decline as much as previously suggested. The
decline in the credit demand curve would also be
reduced because some interest expenses are already
not deductible. For example, individuals currestly
cannot deduct interest on nonmortgage consumer
debe.™

While the analysis illustrated in Figure 3 implies
2 25 to 1§ percent decline in interest rates, he
analysis does not consider the secondary facwor:
discussed above. These factors are considered se<-
ondary because most interest income 1$ taxed and
most interest expenses are deducted. The exant
importance of the secondary factors is difficult ‘o
esumate. Nevertheless, these factors suggest tie
interest rate decline would probably be closer to 25
percent than 10 3§ percent

Interest rates on municipal securiries. Under cus-
rent @ax laws, axpayers do not pay taxes oa e
interest incomne from municipal securities. One rax
proposal would remove this exempton, caunng
municipal rates to rise to the levels paid by other
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axable securities. Under the assumption that mu-
nicipal securities would continue to be exempt from
sute and local income taxes, their interest rates
would be marginally lower than the rates on corpo-
rate securites with comparable risk.

Most tax proposals would not change the tax
exempdon for municipals, but instead eliminate
axes on all other interest income. These proposals
would also cause municipal intérest rates to rise by
climinaang the feature that artracts investors to
municipals. Since some municipal investors would
be anracted 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 govem-
ments do not pay taxes and thereby do not deduct
interest expenses on municipal debt.

Analysts cannot reliably predict how much tax
reform would increase interest rates on munucipal
securities. The size of the increase would depend on
two primary factors, neither of which 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 increase
would depend on the extent to which investors
found substcutes for municipals in other credit
markets (elastcity of substitution). Nevertheless, if
municipal and Treasury securities were taxed the
same, municipal interest rates would be higher than

_Treasury interest razes because municipals are risiaer.

Stock markets. Several elements of the curent aax
laws affect stock prices. Because stocks representa
claim on the expected future income of & corpors-
tion, stock prices are affected by any change in
thareholders' claim on this income. Owners of
stocks pay taxes through both the individual and

business income tax systems. Any income eamed
by a corporation is first taxed as business income.
The remairung income 1s etther distbuted to share-
holders as dividends or reinvested in the business.
The dividends distnbuted to shareholders are taxed
immediately. The ncome remnvested should in-
crease the value of the stock. which 1s ulnmately
taxed as a capial gan when the stock 1s sold. Thus,
taxes on business income, dividends, and capital
gans all reduce the value of the corporanon to the
shareholder. Reducing these axes would raise stock
pnces. and increasing these taxes would lower stock
pnces. Most tax reform proposals would reduce the
effecnve ax rate on corporate income paid to share-
holders and in tum lead to higher stock pnces.

Elimunaang all three taxes on capial income
could [ead to substannally higher stock pnices. Mar-
ket observers are uncertain, however, about the size
of the increase. Recall that double taxanon in the
present system can imply tax rates of up 0 60
percenton capital income. With such high rates. one
market observer has suggested that stock pnces
could double in response to tax reform (Forbes).
Predictions of stock prices need to be viewed skep-
ucally, however. because econom:c models are no-
wbly unsuccessful tn explaining pastmovements in
stock prices (Roll).

Tax reform proposals would have different pnce
effects on different stocks. Eliminaung deductions
and cred:ts would tend to reduce the eamings and
stock pnces of companies that benefit most from
special provisions 1n current tax laws. For example.
adeplenon deduction benefits ol and mining com-
panies. and a tax credit for manufacrunng in U S.
temtones benefits pharmaceutical and elecronics
companies. * The stocks of companies not favored
under current tax laws would respond more posi-
tvely ro tax reform.

Another reason tax reform would have diferennal
effects on stock prices is many taxpayers ply
different wx rates on dividends and capial gains.
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Figure 4

THE EFFECT OF TAX REFORM ON THE MUNICIPAL CREDIT MARKET
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Most capital gains taxes are paid oa assets held
more than one year, and the maximum tax rate on
these “long-term”™ gains is 28 percent For divi-
dends, tax rates can be as high as 39.6 percent. Thus.
eliminaring taxes on dividends and capital gamns
would be more beneficial 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 differentiul effects
among differsnt stocks. Allowing immediate de-
ductioas for all investment expenditures would be
especially beneficial to firms that make large
investments. For example, immediate deductions
for investments would have conmributed to 3 75

percent reduction in Intel’s federal tax bill 1n 1993
(Hall and Rabushka). Marure compaaies typically
mvest less than growing companies, and disallow-
g deprecianon deductions for previous invest-
ments could lead to higher taxes for some marure
companies.

Indirect effects

In addidon to the direct effects of tax reform.
financial markets would be affected indirectly by
changes in the economy. Tax reformers contend that
the current tax code discourages econofuc acovity
and that economic activity would increase if the
disincentives were reduced. Reformers also con-
tend that tax reform would reduce tax evasion.
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The indirect effects of tax reform are even more
difficult to quantify than 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 ourput by S to 6
percent (Hall and Rabushka). Others have sug-
gested the economy would respond only marginally
to tax reform (Krugman). Without trying to resolve
the debate regarding the responsiveness of the econ-
omy to tx incentives, this article will descnbe how
financial markets 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, 3 view supported by the predictions of
economic models (Blanchard and Fischer).” Ac-
cording to this view, increases in savings and invest-
ment would increase the capital stock, which tn turn
would tend to reduce interest rates. This conclusion
is based on the economic principle that an increase
in one of the factors of production will lower the
rewrn to that factor. Thus, interest rates would
decline because increases in the capical stock would
reduce the retumn to capital.

Increases in the capital stock would also affect the
stock market. As the capital stock increases, the econ-
oaty becomes more productive and economic output
rises. A stronger economy implies higher corporate
income, which would lead to higher stock pnces.

In addition to the impact of higher domesnc sav-
ings, proponents contend that tax reform would
anract more investment from abroad. This effect
would increase the capital stock even further, lead-
ing to additional downward pressure on wnterest
rates and upward pressure on stock prices.

Tax reformers maintain that lower marginal tax
fates would increase the labor supply by providing

greazer incentives to work. For example, researchers
have found that lower marginal tax rates are espe-
cially effective in arracng masmied women nto the
labor for.e (Cissa). Increases in the labor force
would lerd 10 increases in both employment and
economir. output. Higher econormuc ourput would
increase he return to capital, which umplies higher
interest rats (Dombusch and Fischer). Since stock
prices are posirively correlared with economic
output, stock prices would nse 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 t+nd to raise them.

Although the indirect effects of ax reform on
interest rates are uncermain, 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 2t0 4
percent (Hall and Rabushka), and some econormusts
have suggested that even these moderate effects are
optimusnc. The percentage change in interest rates
from the indirect effects would be simlar to the
percentage change in GUP. Recall that the direct
effects of tax reform are much larger. on the order
of 20 percent. The indirect effects would also take
several years to be fully realized, which further
reduces their potential importance.

The indirect effects of tax reform on stock pnces
would reinforce each other. Increases in domesac
savings and invesmment. the labor supply. and
foreign investment would all cause stock pnces
to rise Predicting the size of the effect. however.s
more difficult than predicang 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 relaavely stable fracnon of GDP.
Since stock prices are aclaim on corporate eamings.
the indirect effect of tax reform on stock pnces
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would be similar to the effect of tax reform on GDP.
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 ax rates, which can be 2s 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.

Congress is currently evaluating seven altemnative
tax proposals, which fall into three categories.
Three of the proposals are in the flat tax category
and have many common features (Table 1). The flat
tax was first proposed by Representative Armey and
is now cosponsored by Senators Craig and Shelby.
Two varistions of the flat ax have also been pro-
posed, one by Senator Spector and another by Rep-
resentatives Solomon and Souder. [n addition, two
income tax proposals contain progressive marginal
rates, which are substantially different both from
each other and from the flat 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-
posal, the 10 percent tax, is spoasored by Rep-
resentative Gephardt, The final category contins
direct consumprion taxes, which include both the
sales tax and the value-added tax. Senator Lugars
sponsoring a sales tax proposal and Represenanve
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 primanly oa
the direct effects of ax reform.

Effects on taxable interest rates

Most of the specific tax reform proposals would
cause nterest rates to decline, but the size of the
decline would vary across the different proposals.
The primary reasons for the decline are the direct
effects of eliminating taxes on interest income and
eliminanng the deductibility of interest expenses.

Three proposals would have the maximum direct
effect. The sales tax, the value-added tax. and the
Anmey flat tax would elimunate all taxes on interest
income and all tax deductions for interest expenses.
As discussed earlier, these proposals would likely
cause interest rates to decline to less than 80 percent
of their current level.

The Spector and Solomon-Souder flat tax propos-
als would reduce nterest rates slightly less than the
Armey proposal. Both of these altemanve propos-
als would allow deductions for some mortgage
nterest, which implies somewhat less downward
pressure on interest rates. Nevertheless, both of
these proposals would eliminate taxes on all interest
wncome and elimunate all interest deducnons by
businesses, so the interest rate declines would sull
be subsanual.

The Nunn-Domenici proposal is next in the
interest rate ranking. This proposal would elimt-
nate taxes on interest income and deductions for
interest expenses, but only on business retumns.
Thus. the Nunn-Domenic: proposal would arfect
nterest rates less than the proposals that would
change how interest 1s taxed for both individuals
and businesses.”

The Nunn-Domenici proposal has a unuque fes~
rure regarding the indirect incentive effects of tax
reform. The proposal would allow a deduction for
al} income saved. This deduction would provide 3
larger incentve for taxpayers to save than proposals
10 eliminate taxes on capital income. Eliminaang
wxes on capital income would reward axpayers 18
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Commoa features

SUMMARY OF THREE FLAT RATE INCOME TAX PROPOSALS

Vananoas 1 specific flar cax proposals

» Personal exemption is

1. Sponsored by Representaive Armey, Senator Shelby. and Senator

o Businesses are allowed
h fiate deduct
for capital invesunents

increased Craig
o Tax deductions and cred- o All dech are eli 4 but 2 high p . 1 s
its are reduced or elimi- allowed on individual renzns
nated o Individuals and businesses are txed at 20 percent ux ate for
o Taxes are eliminated on rwo-year mansinon, 17 percent rate afterward
2. Sponsored by Senator Spector
o Taxes are eliminated 00 ol e o
dividends and capital - Charmabl o are “)fﬂn:?ﬂpltdcb!uploswo.ooo
gains . : up to $2.500
o Individuals and businesses are taxed at 20 percent rate
o [ndividuals and busi-
Desses are taxed af same 3.5 d by Repr Cl and Souder
fist rate

o lnterest deductions are allowed on mortgage debt up to $100.000
o All charitable conmbutions are deductble
o Individuals and businesses are Laxed at 20 percent rate

the future for current savings. The savings deduc-
tion would reward savers immediately. Since the
Nuan-Domenici proposal would provide greater
incentives to save, it would have greater indirect
effects. This increase in savings would tend to lower
the retum to savings, which would imply lower
interest rates.

The Gephardt proposal is last in the interest rate
ranking. The proposal would not change taxes on
interest income or the deductibility of interest ex-
penses for either individuals or businesses. Also, the
proposal contains 0o incentives for taxpayers to
stve more. Thus, the proposal would affect interest
ntes only marginally. Since the proposal would
reduce the marginal tax razes for some high-income
Wmmmwmm-umau

these changes would be small relanve to the ryprcal
interest rate moves over the business cycle.

Effects on municipal interest rates

All ax reform proposals would increase uterest
rates on municipals to some extent. The Gephardt
proposal would have the largest effect on municipal
interest rates. This proposal eliminates the tax ex-
empuon for municipal secunties, so muncipal races
would become comparable to other taxable unzerest
rates. Municipal rates would be at least as high a3
the razes on Treaswry secusities with comparabie
marurity. Municipal rates would exceed the interest
rates on Treasuries by the appropriate risk premrumn,
which would likely be in the vicimty of 30 to 50
basis points for highly rated securides.
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Table 2 .

1. The USA (Unlimited Savings Allowance) tax
dby S Nunn and D. o)

P

SUMMARY OF TWO INCOME TAX PROPOSALS WITH PROGRESSIVE RATES

2. The 10 percent x sponsored by Represenaave
Gephardt

o Deductions are allowed for all income saved

. Dedwdwmauowedforhizherm
(college or vocational) up to $2,000 per person,
with 2 maximum of $8.000 for a family

o Deductions are continued for mortgage inter-
est, charitsble contribunions, and alimony

* Atax credit is given for sucial security axes

o Individuals are initially taxed at rates from 19
10 40 percent, but rates are lowered to from 8
to 40 percent over time

1 g d4 Adach

¢ Businesses are
for capital investments

o Businesses' deductions for wages and fringe
benefits are eliminated

* Businesses are not taxed on revenues from
€exports

o Businesses are taxed at an 11 percent rate

» All deductons are elirmunated, except nterest .
on home mortgages |

¢ Interest income from muncipal bonds s uxed

e Income from interest, dividends. and capraal !
NS connnues 10 be taxed 1
» Employees are taxed on employer-provided |
frnge benefits i

o Individuals are taxed at rates berween 10 and 34 i
percent !
o 75 percent of taxpayers are taxed ata 10 per- P
centras l

|

I

|

|

|

H

Only the Gephardt proposal would change the
taxation of municipal interest income, but the other
proposals would still increase municipal interest
rates. Other proposals would increase municipal
interest rates by providing investors with alternative
tax-free securities.

All three flat tax proposals and both consumption
tax proposals would provide municipal investors
alternative tax-free securities. As investors shifted
10 these other securities, municipal rates would rise
until their rates exceeded the rates on Treasury

secunnes by the appropnate risk premuum. Muaci-
pal rates would be marginally higher under the
Specior and Solomon-Souder flat tax proposais
than under the other flat tax and consumpaon ax
profosals. Recail that nonmunicipal nterest rates
would decline less with the Spector and Souder
plans because both would allow interest deducnons
oa mortgages up to $100,000.

The Nunn-Domenici proposal would affect mu-
ucipal rates less than all of the other proposals.
Municipals would rewin their tax advanuge for
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Tadle 3

1, Sales ax spoasored by Senator Lugar

SUMMARY OF PROPOSALS FOR DIRECT CONSUMPTION TAXES

2. Value-added tax sponsored by Represenuave
Gibbons

o Assessed on retail purchases

o Collected by states

o 17 percent rats is required to provide same
revenue as current tax system

o Replaces personsl and business income
axes

o Assessed on value added ar each sage of
production

o Vilue added is revenue munus ccsts

o Revenue from exports and costs of imports are
not included in calculanon of valie-added
o Repl fand b

|4

ircome taxes

individual investors but would lose their tax advan-
tage (or businesses. Businesses would be encour-
aged to shift o other securities, but individuals
would not. Thus, municipal rates would aot in-
crease as much as under proposals that change the
attractiveness of municipals for both individuals
and businesses. ¥

Effects on stock markets

Three taxes currently reduce the income available
to 8 business’s shareholders—the business income
tax, the individual income tax on dividends, and the
individual income tax on capital gains. Reducing
agy of these taxe=s would increase stock prices.

The proposals that would tax consumption di-
rectly, the sales tax and the value-added tax, would
have the most positive impact on stock prices.
These proposils would eliminate all three taxes on
capital income, With this approsach, income from
capital would not be taxed until it is ultimately
consumed.

The three flat tax proposals would eliminate taxes
oa dividends and capital gains but would coatinue
o tax business 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 ax proposals conaun another fearure that
would affect stock prices. While flat tax proposals
would reduce tax rates on business income. by
eliminating business deductions the proposals
would increase the tax burden on businesses rela-
tive 0 individuals. [n 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-Domenict and Gephardt
proposals on stock prices are ambiguous. Both pro-
posals would retain all three taxes on capital -
come, Both proposals would also reduce marginal
tax rates for some taxpsyers with dividends and
capital gains. Other taxpayers, however, would pay
higher tax rates on capital gawns. The net effect of
these two changes is uncertain. Nevertheless. the
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Nunn-Domenici and Gephardt proposals would
certainly have smaller effects on stock prices than
the other proposals.

CONCLUSION

With the U.S. savings rate near a historic low and
taxpayers increasingly frustrated by the complexity
of the income tax system, many economists and
political analysts are recommending tax reform. By
increasing the savings rate and simplifying the tax
system, tax reformers hope to make the economy
more productive. Critics are coacerned that encour-
aging savings could lead to greater income inequal-
ity. Also, groups and industries favored under the
current tax code are concerned about losing their
preferential teatment. In addition to these issues,
tax reform would have important effects on finan-
cial markets.

This article has examined the potential financial
mazket effects of proposals to reform the U.S. in-
come tax system. Most proposals would reduce
inierest rates in credit markets where interest in-
come is currently taxable, which includes bank
loans, Tressury securities, and corporate securities.
Interest rates 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 10 pay taxes on

their interest income. Borrowers would demand
less credit because they could no longer deduct
interest expenses from their taxes.

Tax reform would increase interest rates on mu-
nicipal securities. One proposal would eliminate the
tax exemption for interest on municipal securities.
Under this proposal municipal interest rates would
rise to levels similar to those on other axable secu-
rities. Municipal interest rates would also be af-
fected by proposals that eliminate taxes on all
interest income. These proposals would lower the
demand for municipals by creating many nontax-
able substitutes.

Finally, most tax reform proposals would increase
stock prices. Three taxes currently reduce the frac-
tion of a business's income that is available to its
shareholders, the business income tax, the individ-
ual tax on dividends, and the individual ax on
capital gains. Most proposals would redace one or
more of these taxes, which would lesd 10 higher
stock prices.

Financial market effects vary widely among the
vanous tax proposals, and in some cases the effects
are substantial. Anticipating these effects will be
important both to Congress and to financial market

participants.
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Economists coasider the marginal tax rate to
be the important tax rate for economic decs-
sions. The marginal tax rate is the rate applied
to the last dollar of income and is typically
higher than the average tax rate. For exampile,
in 1994 the tax rate for married taxpayers filing
joiritly was | § percent for income up to $38,000
{Chart A-1). The rate increased to 28 percent
for income between $38,000 and $91.850. For
those in higher income brackets, the lower x
rate still applies to the first $38,000 of their

—
APPENDIX
Chart A-1
TAX SCHEDULE FOR 1994
Tax rate (percent)
’o .
N Marginal ruze
o- v
o : ; / )
; /. Avertge rate
20 '_V
0=
0 ) ‘l 1 i -
$38,000 $91.850 $140,000 $250.000 Taxable :ncome

MARGINAL VS. AVERAGE TAX RATES

uxome. Consider a married couple earmung
$76.000. The | § percent rate would apply fo the
first $38,000, and the 28 percent rate would
apply (o the remaining $38,000. The average
wax rate for this couple would be the average of
15 and 28 percent. which is 21.5 percent. But.
1f the couple increased their income by one
dollar they would retain only 72 cents after
taxes. so the 28 percent marginal rate is the
important rate for economic decisions.
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ENDNOTES

| The political implications of tax reform ars discussed in
separam arncies by Grzy and Richman.

2 1n addition to the seven changes discussed in the text, two
other festures are worthy of menton. Firsy ons proposal
includes & ux credit for social secunry taxes paid by
individuals. This change would reducs mcoms taxss by the
amount of taxes paid 10 the social security system. Taxpsyens
whosS 12X PEyTENS 10 social secunty excesded their income
tax bilt would recerve s refund. The social secunty tax credic
would reduce or eliminate income taxes for many

um, poted festure is a ded for the cost of
docation. This dedy would subsidize the cost of

wmwm:ur.hd!ufmh-m
o | schools.

3 Unliks income from finsncial invesznent, income from
rental propernes would de subsect 0 business txxes.

4 The personsi 3 with inflation, and
Mm;wamforlmm

bome ownarsiup the dod
mldmhnuubuuo(uw

‘Ahmllsmmmmummu
percent holders. [f the incoms 13
mm»mumumr«normu
marginal tax raze can be as high as 19.5 percent, %0 the
umm&!mofﬂmﬁuu
60.5 percent of §$ percent,
which is 393 percent of the capital income. The effectrve ax
razs s 60.7 pereent.

[nflstGon can further mcrease the effective tax rate becsuse
axes ars applied 1o nonunal rather real rengns. Prace mflation
unplies that real returns are less than nominal retarng, 50 xes
are 3 grestar propordoa of real recuns than of nominal
recarns.

pay mxes on the difference between income and savings. That
11, the axpayer would sull be mxed on the amount consumed.

¥ This aracle will follow the conventon of otber authors and
refor to the corporate Locome W A3 the busmness :0coms ax.
[n pracnce, many small businesses are mxed under the
individual income tax razher than the COMPOrEtE :0C0ME AR

9 [n addinon w the ch d d 10 e eay, some ax
refmvuﬂdlmcmmmcus current accoust
&&uMn{mMWWlm
md § unports by changing how txabie incoms
ucahhm.&poﬂukswmmbcladuddum
revenue. and impors would not be included as costs whes
calculanng txable mncoms.

10 Reducing tax rates would not necessanty reduce zes. By
dech while red tax et (it oo
m&hmw-muufumyw

11 For cxampie, 10 1993 Genersl Motors investad $4 bulion
and wok 39 billica o deductions. Allowmg
Aeducnons for new invesiments while disallowing

P 0fi prEVIous ;' would have
incressed General Motors® taxable tncorne by $3 dilos @
1993 (Hall and Rabushka).

12 Economusts generally believe that iocreases ure (sdared
deficrt would put upward pressure oa nterest rues.

13 Not all interest on debt for financial investments 18
deducnble. The deduction ts only atiowed if the nvesonem
generaies income. and the interest deducton cannot excend
the amoust of income that the invesanent generates.

14 Of course. tax reform wouid not change the deductbalaey
of interest oa the nanonal dedt In addinon. IRAsS and other
pension plaas allow taxes on nterest Income W be deflerred.
To the extent that these accounts lower the effectve ax res
on inurest income. the interest rae decline from waa reform
would de reduced further.

IS Fumher endence regarding the reievant margmnal ax rem
can be found 1n the mumicipal secunues market The
| meerest rue should corepond 0 the after-as

7 Although both the savings ded a0d the elimi of
axes 0n invesTnent income would encoursge savings, these
strazegias have different q for some mxpey

For oxample, cousider 3 taxpayer living exclusively oa
yyvesTnent income from assets that wers erthar mherved or

Undar the savings deducnon. however, the axpsyer would

interest rae 06 SETLAr secunties. Assurung that munpals
contun 3 nsk premuum of 50 basis poma. i one-veo!
muticipal market over tha last five years 13 consisuent w4
marginal ux rate of 30 percent.

16 The depienon deducnoa for od and mmnenal companns
typically exceeds the costs of explorstion and recovery
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My pharmecetical and electronics companies receive & ax
qunrmm:mkm%muydm
s txx credit before enscting a compiets &x reform proposal.

17 To the exmnt that capital can flow berwseen counmies,

19 The Nuaa-Domenic1 proposal would also increass
marpnal tax rates for many aapeyers, winch would further
dampen the wterest ruce decline.

2° Appmxlmuly Balf of e mumcnpus are held dy
I bile for

domesac savings do not have to equal ¢
Nmmuwfo\nd&atapuluw
perfectly mobile. Fel sod ¢ 1 widely
cited paper on this issue, and Frankel confirmed therr
conciusion in more recent research.

18 Repr ive Archer, Ch of the House Ways and
M-:Cmbsmuwaﬁw

butinesses and ndividuals. the ‘Jmn-Dom proposal
would ucresss municipal races by about half as owuch as the
flat tax and coasumpton ax proposals.

2! Some wcome from small businesses would shift from
wndividual w bustaess returns under a flat tax. which accounts
for part of the calculated ncrease 1n the mx burdes on

ax His will hold hearings oo propr
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DRI STUDY DISTORTS FLAT TAX
IMPACT ON HOME PRICES

Intoduction and summary
One of the major concerns posed by Majority

LeadthkArmysﬂuuxpmposdum
instion of the

S48

overhaul proposal, to the great detriment of the whole
country.

The DRI study's findings are grossly exaggerazed
duezosmmumsmmemalymmdsenm
or distord of the Armey flat tax

1 4

proposal.

The flaz tax's elimination of the mortgage i
deduction would not reduce home prices because
interest rates would drop, leaving mortgage borrowers
and lenders virtually unaffected on an after-tax basis.
Thempedofdwpmpmyuxdedtxuon.mvolmgfu
smaller would somewh the cost of
home ownership, but not by as much as DRI assumes,
and not by enough to hurt housing in the buoyant
economy that the flat tax would generate.

Coatrary to DRI's assertions, there would be no
loss of wealth for upper-income homeowners, whose
stocks and bonds would rise in

interest deduction. The proposal
would also repeal the deduction
for state and local taxes,
including property taxes.'
Quite understandably, the
National Association of

The DRI study’s findings are
grossly exaggerated due to serious
errors in the analysis and serious
misconceptions or distortions of the

value under the flat tax, and no
short term recession due to &
drop in spending by upper-
income homeowners. In fact,
there would be an increase in
wealth at all income levels due

Realtors, homebuilders, and A4y flat tax proposal to the resulting stronger

others are worried about the flat y.

ux's consequences for real

estate activity }hd:ermommdunploynmlundadnﬂu
ux would i the d for h 8.

The NAR commissioned a study by DRI/McGraw Coastruction of homes would rise.

Ril]ofd\eeﬁeaoflﬂ-mmmlm Ahbouzh

the study is entitled “Resi P DRI stdy distorts Anmey flag tax proposal

ofﬁn'l‘ul.cp'alnim".m&

litle mention in the study of the The DRI stwdy presented a

effcct of repeal of the  The flat tax’s elimination of the  cwicamre of the flar 1x

ded on homebuilding.  mortpage interest deduction would  proposal of Represennative Dick

Instead, the study focuses on the Rot reduce homs prices because Armey (R-TX). The Armey bill

interest rates would drop, leaving

eliminates all itemized

homes. The study predicts 2 deductions, inchuding deductions
decline in home prices and  MOTISage borrowers and lemders (o mongige inwerest and
wealth for middle- and upper-  Virtwally unqffected on an after-tax taxes, in exchange for
income bomeowners, and a  bass. a single 17 percent tax rate and
consequent decline in their a large exempt amount for
spending, leading o a short term individuals and families. The
recession. These highly questionable predictions could bdlpmvadannauxredxmmfornwlyan
frighten g homeowners into opposing sny tax holds. It also mpes all rypes of interest
m:h munmp‘.-—p”luﬁmu&ym“wwwnmhwm
Rosnewdes of il and officient oparation of the free markst sconamy.
7300 19th Street, N.W. « Suite 240 » Washingion, D.C. 20038 « (202] 483-1400 » Fax (202) 483-8190



mcm&omm(mddmiesdeducﬁmsofnutypuor
mm paymam) which would raduce interest razes.

The reduction in interest rates would reduce dxe
interest of home ow

DRI, b f 2 peutral flat tax
(no net tax cut), with 2 tax rate about 30% to 50%
higher than in the Ammey proposal (22%-25% vs.
17%), and apparently

Y
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Mortgage interest rates would fall due to the
exclusion of the interest from the txable income of
the lenders under a flat tax. The tax on lenders who
receive morngage interest under current law is
generally at least as high as the tax saved by mortgage
borrowers due to the deducton. Consequently, the
interest rate adjustment should provide homeowners,
on average, a complete offset 10 the loss of the

deduction.

understated the effect of the

bill's reducton in dﬂ:d ax on Contrary to DRI’s asseriions, there For example, assume that

lenders.  These and other  \ould be no lo alth... and lenders and borrowers are in the

analytical mistakes render the be s.rafw'e no 25% tax bracket, and that

h short term recession... Higher

study useless 13 a guide to what mongage rates are currently 8%.
f ; incomes and employment under the e

would occur in the housing . Under existing law, the tax

market if the Ammey bill were to /184 fax ‘f"’"" W"““."“ demand  gegycrion for mongage interest

be enacted. for housing. Construction of homes  reduces the borrower’s tax

would rise. liability by a quarter, equal to 2

DRJ estimares percentage points of the interest,

resulting in an after-tax rate of

DR1 that elimination of the i tax 6%. The lender pays tax on the interest, equal to 2

deduction for mortgage interest and property taxes on
owner occupied homes would reduce their value by an

age of 15% nationwide. They that home
prices would drop to offset the capitalized value of the
hsg!muxu:habomowna would have to pay over
dme if the deductions were eliminared. Since the
value of the deductions is zero for low income
taxpayers who do not itemize, and highest for upper
income taxpayers ficing the highest marginal tax rates,
DRI expects the price of the most expeasive homes to
fall the most (in excess of 30%) and the least
expeasive homes to fall by much less than the average,
if at all. Taxes saved by the mortgage interest
deduction are about three times that of the property tax

percentage points of the interest, and keeps 6% after
tax. Under the Ammey flat tax, the borrower could not
deduct the interest, but the lender would not be taxed
on the interest. Tre borrower would not want to pay
mare than 6% to avoid an increase in the net of wx
rate, but the lender would be willing to ke 6%
becsuse it is the same net of tax raze as under current
law. The mortgage interest rae would fall to 6%,
leaving both parties no better off and no worse off
than before.

In fact, lower-, middle-, and upper-income
borrowers are in different tax brackets under current
law, and they would experience different effects from

dedy DR, theref ibutes about 75% of the elimination of the mortgage interest deduction. An

predicted pocential drop in home interest rate reduction equal to

values to the elimination of the the average amount of the

mortgage interest deduction. Mortgage interest rates would fall ~ cvrent ux premium in interest

. ) due to the exclusion of the interest ™88 woud wend 10 over-

Mongage interest deduction logs . compensate low income
- from the taxable income of the | o4 der

offset by interest rae cyts -compensate

lenders under a flat tax...fand]  pigh income borrowers. There

In reality, the loss of the  Should provide homeowners, o  might be an increase in the price

would be largely. if not eatirely,
oﬂm by & drvp in monpge

awsrage, a complets offset to the
loss of the deduction.

of more modest homes and a
reduction in the price of
expensive homes from this

rates.
there would be lm.lz o no
increass in the cost of home ownership, and linde or
po drop in home prices in the aggregate, as a result of
the loss of the mortgage interest deduction.

Page 2

effect. In toual, however, there
should be no significant net
increase in the aggregate cost of home ownership
narionsvide, and no aggregate loss of home equity
value from the eliminstion of the mortgage interest
deductipn.
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New homebuyers, or current homeowners see.ng
to move, would receive the lower interest rates
automatically. Existing homeowners would have to
refinance their homes to get the lower interest rates.
Refinancing involves significant fees, and [ sudden

not subject to U.S. tx withholding on most US.
govemment 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 x
credit for taxes paid in the United States. The correct

rush to refinance could strain the p y

of the siruation is that a flat tax would

ofmongmlmdenndnummsefeuﬁmhex To
avoid such costs, a fla tax proposal could
"grandfsther” existing mortgages, leaving the interest
tax deductible for the borowers and taxable to the
lenders, as under current law. Since borrowers and
lenders would be in ideatical tax brackets under the
flat wx, grandfathering would involve no revenue loss
to the Treasury. (DRI forgoe that lenders would pay
tax on interest on grandfathered montgages, and
emmoneously assuined that grandfathering would lose
mvenuemquumam;hauxmz)Gm\dhﬂmg
would slightly compls P and

would disappear over time as

reduce the global tax oa foreigners' U.S. interest
income where U.S. tax rates exceed those abroad, but
not otherwise. Much of the foreign saving entering
the US. is from nations whose citizens could expect
10 benefit from lower U.S. taxes.

DRI also errs in claiming that mutual funds are
tax exempt leoders; cach 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
mongage market.

DRI estimated the size of

o e %o PR 15 avoid (refinancing] costs, a flar D¢ Teducion in mongage

interest razes from adoption of a

fax proposal could “grandfather” gy yux by comparing raes on

The DRI stwdy acknow-  existing morigages, leaving the 10 year Treasury bonds and tax
ledges that a reduction of  interest tax deductible for the  exempt bonds. DRI assumed
interest rates would offset, 10 Borrower and taxable to the lender, tha the inwres e on

some extent, the effect of the  g¢ under current law.

loaofd:emnpaemm

mortgages would decline by
about as much as the difference

H . DRI
understates one of the features
of the flar tax that would act to depress all curreatly
taxable market interest rates, and coasequently
underestimates the degree to which morngage interest
rates would fall and the extent of the offset. DRI
assumes that interest rates would fall to a limited
degree because borrowers would resist paying the old
mortgage rate if interest were not deductible.
However, DRI gives lide weight to the fact that,
under the flat tax, lenders would not be taxed on the
interest income, and would accept a lower rate. Bodh
sides in the ransaction would be content with a lower
rate. Thus, the offset should be complete, not partial

DRI assumes that many morigage lenders are
already tax exempt, giving them a lower tax rate than
borrowers, reducing the spread bers:cen taxable and
non-taxable interest rates, and reducing the amount by
which one would expect interest rates to drop under
the flat tax. In particular, DRI claims that foreign
lenders are currenty 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

in yield b the Treasury

boads (subject to federal tax, but
not to staze tax) and tax exempt state and municipal
bonds (not subject to federsl tax, nor to state tax if
held by a state resident). Thar diff ial is only
about 0.9% tw 1.3%, less than the roughly 2.5%
interest rate drop required to offset the loss of the
monigage  interest  deducton for upper bracket
taxpayers at DRI's assumed rate of discount.

However, tax exempt bonds are riskier than
Treasury bonds (as shown by the Orange County
bankruptcy, the WHOOPS debacle, and the California
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 boonds, the interest 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
curreatly at the margin on mortgage interest, not
interest rate spreads between two types of non-
mortgage securities with different levels of risk, 1o



judge the interest rate effect of making mongage
interest transactions noa-taxabdle.
Property 1ax deduction

Armey uses the added revenue from eliminadon
of the property tax deduction to further reduce the flat
tax rae, 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 deducton. [ndeed, the lower 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 Armey’s
net tax cut and the incentives to save and invest).
There would be no loss of purchasing power.

Eliminarion of the deduction for property taxes
means that, in effect, the Armey
bill would levy the income tax
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owner-occupied housing services than of rental
housing services or of the cost of other goods and
services. It would injure hormeowners only if it were
to generate an increase in the relarive 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..d housing than some other
goods and services, but DRI has not quantified 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 vale of the
deduction accounts for only one-quarter of the DRI
result. [f one accepts the rest of DRI's assumptions,
the immediate effect of the flat tax on home prices
could be, ar most, a temporary decline of less than 4%
on averzge, 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
resultng increase in the demand

on the property tax. It is not
clear, however, that this imposes
a higher burden on home
ownership than on any other
type of asset or product.
Property taxes are imposed on
all types of real estate, whether
owned directly by individuals or
by businesses: oa owner-
occupied homes, on  rental
housing, on commercial, office,

Armey 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 are not injured
in terms of disposable income by
the loss of the deduction.

for housing.

[f there were some modest
effect on existing home prices, it
would be temporary, and would
cause no injury to people who
are not planning to sell their
homes in the very near term.
Any price effect would be
temporary because homes are
a stock of durable capital that

agriculrural, and  industrial

sguctures. In addition, personal property taxes are
imposed on many big ticket items, including business
equipment, motor vehicles, boats, aircraft, and other
personal property items. The disallowance of the
deduction for property taxes would raise the cost of
owning all of thesc assets and products. Eliminarion

of the property tax deduction would affect the value of -

the businesses that underlie altenative assets such as
stocks and bonds, and, therefore, would not put 2
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 reladve 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 fraction of the cost of

Page 4

can change over dme. 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
atract potertial buyers. The dip in prices would
temporanily slow construction of new homes, reducing
the growth of the housing stock relative to demand
undl 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 hugher incomes tending to increase
demand for homes and other goods and services, it is
not clear whether prices of existing homes would
uldimately 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 § in would st housin
The Ammey bill reduces federal spending to pay
for a net tax cut. DRI did not want 1o complicate its
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Reduction in federal spending in the Armey bill,
however, would reduce government absorptioa of laboe
and materials. It would also permit a net tax cut to
reduce taxes, both on average
and & the margin, oa labor,

duction in picn_speoding by sch
households, and a Son This is mistaken, Assets
or "weakth™ have value because they produce future
after-ax income. DRI's calculsed drop in home
prices is the present value of the drop in after-tax
income in all future years due to the

capital, and the cost of
everything they produce.

The Armey bill reduces federal

Consequently, it would free up ~ SPERding 10 pay for a met tax cut. 5 ooer the general tax rate;
and reduce the cost of resources DRI did not want to complicate ifs  there would be no tax increase,

for expanded private sector  analysis by

changing federal  no loss in after-tax income, and

activity, including homebuilding. spending, and assumed this no drop in weath from the

Houses, along with oter  provision of the bill did not exist.

products, would cost less to

when all taxpayers are

produce, to buy, and to
maintain, There is no reason o
suppooendmpmhonnmmreimvetozhepdcuof

although there might

pmdw:mehomwwnughtmshwhly. bod
g if the ho were 10 sell the

bm-:dmve

Msamfemmofmel\meyhuwmld

gthen the d d for homes by
mnngmalmcomes Spending reduction and a net tax
cut would shift resources to the private sector, and
increase capital formation and productviry. Pre-tax
and after-ax incomes would rise. The added income
wmldbespem,mpm.onhousmg Thxsmacsem

and the d d for b

recognmdbyDRl.bmuummed.mmhmaﬂy,xo
come after considerable delay,
and is not factored into their

at one type of wealth and ignoring matching changes
in other types of wealth and aftertax income, DRI
creates a et loss when there is none.

DRI predicts the greatest drop in home prices and
wealth would occur at the uppex end of the market, oo
homes of above average price, and, consequently, that
daeloamhmequyvdnuwmldoocmchnﬂyfor
middle- and upper-income homeowners. There are
several problems with this line of reasoning.

Much of the property tax effect in the Armey bill
comes from the tax me
duction, not the elimination of

calculation of the effect of a flat
tax on home prices.

property tax deduction per

. the
The DRI study also fails 10 o Evenif it were reained, the

incorporate the effect of reduced  vatve of the property tx

The DRI stdy also fails o taxation of saving on the ease of  deduction (and the morgage
incorporate the effect of reduced building up a downpayment for a interest deduction) would be less
taxation of saving onthe ease of  home, and the resulting increase in % 3 17% ux rae (the rax

arildi

a home, and the resulting

8 up & downpayment for  erordability of Rousing.

proposed by Armey) than =
current tax razes, and would be

zero for people dropped from -

increase in  affordability of
housing. With & higher down
payment, a homebuyer’s mongage debe and morngage
interest rate would be lower, reducing the interest cost
of homebuying.

Eff h wi
DRI is concemed that the assumed reduction in

home prices would reduce the wealth of homeowners,
leading to an immediate increase in saving and a

the tax rolls. When a tax rate is
reduced, & dedt that shehered i from the
tax loses vahie in proportion, but if the deduction is
only a fraction of taxable income, the taxpayer comes
out shead. The tax raze cut and the net tax reduction
in the Arzmey bill would more than make up for the
nddmmallouofumeofdnpmpmyuxdedam
due to its complete elimination. Homeowners would
gain. Their incentive to buy a house as opposed to
some other asset may be reduced, but their income,
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wealth (inchuding the value of their human capital, the
present value of their lifetime afier-tax labor income),
and ability to afford a house must be greater, nox less,
as a result of the tax rate cut.

Even if prices were to fall on the homes of
middle- and upper-income people, then 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
relacively smaller percentage in homes, than do lower-
income households. The Armey 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 frum higher stock
prices, suggesting that their wealth would not be
depressed 2s severely as DRI coatends, if ar all.
Middle- and upper-income households do the bulk of
the nation’s saving, and would clearly benefit, not
suffer, from the elimination of
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stemming from the removal of the tax burden on
interest and injure housing. Their concern is based oa
outdated Keynesian “loanable funds™ analysis that is
increasingly rejected by the research community.

First of all, there is no historical comrelation
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 ar. determined by
basic factors such as the after-tax real rate of retumn
people demand to give up a unit of consumption to
add to raving, risk, inflation expectations, and the tax
component of interest. The Armey bill should be
understood to reduce the combined tax rates on saving
and investment relative to consumpdon, compared to
present law, so the amount of saving to finance
additional invesunent would increase. The desired

expansion of the facturing

the tax bias against saving.
Realtors might be concerned if
houscholds choose to hold
relatively more of their wealth
in financial assets and relatively
less in housing, but household
wealth would be higher. not
lower, under the flat tax than

DRI admits that, longer term, the
flat tax would boost growth due to
the incentives it provides to invest in
plant, equipment, and commercial
and residential rental properties.

and commercial real estate
sectors would not drain the
credit markets and starve the
residential mortgage markets of
funds.

At a given level of income,
people save and invest more, the

under current law.

DRI's notion that a drop in wealth (the capitalized
amount of futwre income) would raise saving is
mistaken in any case. If wealth - permanent
income - were  to  decline, both
c ption would decli
aims to increase saving and investment. DRI’s notion
that a higher saving rate (whatever caused it) would
lead to recession is mistaken. In fact, a higher saving
rate would not depress the y, even temporasily;
it would quickly lead to more investment, which is as
good or better at g ing jobs than c ption
spending, and would lead to an increase in income and
wealth.

Intgrest in

DRI admits that, longer term, the flat tax would
boost growth due to the incentives it provides to invest
in plant, eguipment, and cial and residential
rentel properties. They err, however, by assuming that
the faster growth would tend to raise interest rates in
the financial markets, partly undoing the drop in rates

less it costs them to do so. The
smaller the tax bite oa 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 retum in order to
have the same after<ax retum. Businesses are
prepared to accept lower pretax camings on their
capial outlays, hence are willing ro undertake capital
projects that would not have yielded a sufficiendy high
pretax requm at the higher tax rate.

Of course, as capital outlays increase and the
stock of capital increases, the pretax return on the
marginal unit of capital dccreases, unless Congress and
DRI have managed to repeal the law of diminishing
retums. 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 retums just
adequate to wammant the cost in tems of foregone
consumption.

To be sure, as this adjustment occurs, the net of
tax reum to owners of existing capital could go up,

Page 6
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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 rates. On
the coatrary, it results from a decrease in the tax on
what capital produces.

DRI's "loanable funds” analysis confuses the
transitory increase in after-tax retumns 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 existing
savings would not take the form of higher interest
rates. Instead, the returns would materialize via an
imunediate jump in stock, bond, and commercial and
rental resideatial property prices, which would rise in
line with the higher after-tax eamings of the assets,
and which would keep interest rates and dividend rates
from rising. The higher after-tax returns would be an
unexpected reward to people
lucky enough to have been
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Furthermore, a significant portion of existing U.S.
saving now flows abroad. These amounts could be
redi dtod ic in 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
reductdons 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 biltion in 1982 to $24 billion in 1984, and was
shifted to domestic lending.

Furthermore, domestic

owners of capital when the tax
was reduced. There is nothing
about a tax cut that would cause
an increase in the after-tax
interest rate savers demand, and
there would be no upward
pressure on wrarket interest rates
on additional saving.

Much of the additonal
saving would flow into
investment via the equity
markets, as higher share prices
induce additional issuance of
shares, or via direct investment

busi both d ic

and foreign. teapot.

The flat tax’s repeal of the
mortgage interest deduction is
purely for simplification... Mortgage
interest would disappear from the the world's free market
borrower’'s and the lender’s tax
returns... If, instead, the deduction
were retained, and mortgage lenders
continued to be taxed as under ;

current law, there would be the United  Sutes would
virtually no tax revenue or tax rate
consequence, and only a bit of
simplification would be lost. The  foreign lenders would not
whole dispute is a tempest in a

saving need not be the sole
source of financing additonal
investment. The United States
no longer constutes the bulk of

economies. Foreign saving in
world capital markets exceeds a
trillion dollars annually. A very
small shift of that saving toward

guarantee ample saving for all
forms of investment, including
housing. It is true that some

benefit from lower U.S. taxes on
interest  income. However,
much of the foreign saving

DRI's concem thet saving

will not rise sufficiendy 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 capial, not,
respectively, the supply and demand for "loanable
funds" or "credit”. Saving is historically very

poasive to enhaned i pportunities. If
anything, the financial markets move faster than
business’s ability to build new structures and acquire
big ticket capital items.

Page 7

flowing into the U.S. takes the
form of direct and indirect
business investment, which would cerainly benefit
from the reduction in taxation of business investment
in plant, equipment, and real estaze under the flat tax,
and would free up domestc saving to finance the
mongage market. There would be nothing left of the
"loanable funds” pressure on the credit markets that
DRI assames would raise interest rares.

Conclusion
DRI's estimates of the effect of a flat tax on

owner occupied housing if the mortgage interest and
property tax deductioas are eliminazed are exaggerated.

-
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If history is a guide, home prices will not be
damaged if lower tax rates accompany the elimination
of the real estate deductions, encouraging saving and
lending at lower interest rates and boosting income
growth. The Kennedy/Johnson (1963) and Reagan
(1981) tax rate cuts, which simultaneously reduced the

e — — ) - —— wa
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over many years would be unlikely 1o be influenced
by transitory changes in returns on other asses. The
pubdlic would not demand a higher after-tax recum on
housing, and the investment boom would have no
permanent effect on housing prices via interest rate
effects.

value of the mortgage interest deduction and the tax

on interest income of lenders,
did not hurt the housing sector.

The flat tax's repeal of the
mortgage interest deduction is
purely for simplification; the
borrower would not deduct the
interest, and the lender would
not have to pay tax on the
interest. Mortgage interest
would disappear from the
borrower's and the lender’s tax
recums.  Interest rates would
drop to leave both partes
virtually unaffected on an afier-
tax basis. If, instead, the
deduction were retsined, and
mongage lenders continued to

Elimination of the tax bias against
saving and investment would result
in expansion of the over-all
economy and the stock of capital...
Owner-occupied housing might
constitute a diminished share of an
expanded capital stock, but is
unlikely to suffer any significant
decline in absolute value... 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.

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 fact, 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 relatve decline in their
product line, but builders,
existing homeowners, and even
realtors dealing in commercial
and rental property would not
suffer, and would lkely gain

be taxed as under cumrent law,

from the move to a flat tax.

there would be virtually no tax
revenue of tax rate consequence,
and only a bit of simplification would be lost The
whole dispute is a tempest in a teapot.

Eliminagon of the tax bias against saving and
investment by adoption of a flat tax would result in
expansion of the over-all economy and the stock of
capital, especially in those industries where the current
bias has most severely constrained activity, including

facturing and ial and rental real estare.

Reduced taxation of saving thas induced growth of
the manufacturing and commercial resl estate sectors
would not adversely affect homeowners. Potential
homebuyers looking ar the value of home ownership

Indeed, with higher incomes
across the board, Americans
would be likely to increase their spending on homes in
the future, and constnuction in general would boom

Tax resuucturing may well result in shifts in the
relative importance of some sectors of the economy,
and people with narrow parochial interests in those
sectors might prefer the stamus 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

Noteg

1. Flal tsx proposals genenally repeal all or most itemized deductons in rewr for 3 single low tax rate. The Aat
tax propasal by Represenwtive Dick Amey (R-TX) would repeal all itemized deducnons, including the mongage
interest deduction and the deduction for state and local income and property taxes. This fresiment of interest on
mortgage debt is identical to that accorded interest on ocher types of debt under the Armey bill. Borrowers would
not decuct interest paid on any type of loan, including business borrowing, and lenders would not pay tax o :eTes
received. A variant of the flat tax proposed by Senator Arlen Specter (R-PA) would retan the mortgage nseres

deducti 1f the dedr is rewained,

1gage lenders should be maed oa the interest.

Note: Nothing here is 1o be construed as necessarily reflecang the views of IRET or as an anempt 10 aid or hunder the pa.sige of any

bili before the Congress. -
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