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FLAT-RATE TAX

THURSDAY, SEPTEMBER 30, 1982

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10:10 a.n. in room
2221, Dirksen Senate Office Building, Hon. Robert Dole (chairman)
presiding.

Present: Senators Dole, Long, Baucus, and Bradley.

Senator LoNG. This hearing will come to order. The chairman
and the others will be along in due course. The chairman asked me
to call the meeting together or to call it to order at least.

Our first witnesses, I am pleased to say, will be a panel consist-
ing of Mr. Joseph Pechman, director of Economic Studies program,
The Brookings Institution; Mr. Rudolph E. Penner, resident scholar
of American Enterprise Institute; Mr. Robert E. Hall, professor, De-
partment of Economics, Stanford University. We are very proud to
hav; you gentlemen, and would be very pleased to have you pro-
ceed.

I suppose, Mr. Pechman, you ought to go first since your name
appears first on the list.

STATEMENT OF JOSEPH PECHMAN, DIRECTOR, ECONOMIC STUD-
1IES PROGRAM, THE BROOKINGS INSTITUTION, WASHINGTON,
D.C.

Mr. PEcimAN. Thank you very much, Mr. Chairman. I prepared
a statement for the committee, but it is rather lengthy, and I am
going to summarize it.

Senator LoNG. We will print your entire statement for all three
of you. And we will ask ycu to summarize it for the record.

Mr. PecHMAN. I would also like to say that this testimony was
prepared with my colleague, Karl Scholz, who is sitting behind me.
Mr. Scholz prepared the quantitative data and is coauthor of the
statement.

The point of my testimony is not to support any particular plan.
The purpose is to give to the committee some basis for making
judgments about the trade-off between broadening the tax base and
reducing the tax base. I think it is unnecessary at this stage, after
2 days of testimony, to emphasize that, if you broadened the tax
base and pruned the unnecessary deductions under the income tax,
you could use the revenue to reduce the tax rates very, very sub-
stantially. You would simplify the tax system and the tax return,
and also improve horizontal equity.

(1
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I will take these things for granted, and now turn to the tables
that we prepared to help the committee understand the nature of
the changes that we are talking about.

If you will turn to table 6, you will see the outline of six different
glans, ranging from the most comprehensive tax plan to plans that

ave been recommended both inside and outside of Congress.

Senator LonG. What page is table 6 on?

Mr. PEcuman. This is table 6 at the end of the testimony.

Senator LoNG. OK, sir.

Mr. PEcamAN. The list also includes as plan two, a flat tax plan.

All of these plans yield the same amount of revenue. And all of
them approximate the distribution of tax burdens by income
classes, except that we have increased the personal exemptions and
the zero bracket amounts so that by the year 1984, the threshold at
which people will pay tax will be increased to the estimated pover-
ty line income.
. Senator LoNg. Would you just give us an illustration of using
that table to illustrate how it works out? Just pick whatever brack-
et you think would be most typical of one group, and then the
other group. Two groups. -

Mr. PEcHMAN. Well, to do that, we will have to turn to table 8.
Table 8 answers your question.

Senator 1.oNG. Table 8.

Mr. PEcHMmaN. Table 8 gives you the figures by income classes.
Table 6 describes the plans.

Senator LoNG. Where is table 8?7 OL, here it is.

Mr. PECHMAN. As you can see from table 8, the tax burden under
present law increases to a maximum 26.4 percent, in the second
higl;est income class of $500,000 to $1 million.

nator LoNG. That's just a bunch of numbers. I haven’t studied
it previously. What line are you looking at?

Mr. PEcHMAN. I’m looking at the first column.

Senator LoNG. Yes.

Mr. PECHMAN. And that shows the percentage——

Senator LONG. Present law.

Mr. PEcHMAN. Present law. The people with income below $5,000

ay seven-tenths of 1 percent of their income in tax. People at the
§25,000 level——

Senator LoNG. What percent did you say?

Mr. PECHMAN. Seven-tenths of 1 percent.

Senator LoNG. I'm with you now.

Mr. PEcaMAN. On $25,000, they pay 10 percent.

Senator LoNG. Yes, sir.

Mr. PECHMAN. And at $1 million, they pay 23 percent ot their
income. This is the tax on their total income, including incomes
that are not now taxed. That includes capital gains. Now plan one
is a plan that would tax all income in full, and it gives very few
deductions. The only deductions we allow are deductions for unusu-
al medical expenses and casualty losses in excess of 10 percent of
income.

That plan, because it broadens the tax base so much, permits you
to reduce the tax rates from the presently scheduled 11 percent to
50 percent in 1984 to 9 percent at the bottom and 28 percent at the
top. Now with that plan, as you can see, we do reduce tax burdens



3

in the lower income classes somewhat. And then we approximate
the tax burdens of the upper income classes pretty well. The total
tax yield of the plan, of course, is the same as under- present law—
12 percent of total expanded income.

Now as you move across to the right of the table, you get plans
with more generous deductions, and more exclusions. For example,
in plan three we provide deductions for State and local property
taxes and income taxes. And we also provide more generous deduc-
tions for interest payments and so on.

The message of these plans is that as you increase the generosity
of the deductions, you have to increase the tax rate to get the same
yield. So that under plan three, for example, the rates go, from 11
to 30, instead of from 9 to 28. And under plan four, from 12 to 30,
and so on.

Plan two is the flat tax plan. This has the same tax base as plan
one except that, instead of the graduated rate structure, we choose
a rate which turns out to be 17 percent. That’s applied to all tax-
able income. As you can see, that also yields the same total reve-
nue as does present law. The basic point is that above $35,000 of
income, in this case, the tax burden is lower than under present
law tax. And it’s higher below that.

In other words, the point that you were quoted on in the press,
Mr. Chairman, that a flat tax redistributes the tax burden to the
poor- and middle-income classes is well_taken.

I'll stop there, and then respond to questions.

Senator LoNG. Well, let’s hear from the next witness.

[The prepared statement of Joseph A. Pechman and John Karl
Scholz follows:]



Brookings Institution

Economic Studies Program

Comprehensive Income Taxation and Rate Reductlion

by

Joseph A. Pechman and John Karl Scholz*

Statement Prepared for the Senate Finance Committee, September 30, 1982

Congress and every administration In recent years have paid 1lip
service to the objective of tax simplification, but the income tax has
become more and more complicated with the passage of every revenue act.
The 1981 inome tax return (Form 1040) contained, in addition to a
two-page initial summary, 9 separate schedules and 35 supplementary
forms for detailed reporting of income receipts, deductions, and
credits. The 1981 form listedeight adjustments that were allowed in
arriving at adjusted gross income and eight tax credits. In 1960,

there was only one adjustment to calculate adjusted gross income and

*Director of Eronomic Studies and Research Assistant, Brookings
Institution. The views expressed are the authors’ and should not be
attributed to the officers, trustees, or other staff members of the
Brookings Institution.



one tax credit. The tax law and the tax return form were made even
more complicated by the new tax preferences added in the 1981 tax act.
There 1s no question that income tax reporting has become both
aggravating and costly. Public opinion polls invariadbly report that
millions of taxpayers feel that they cannot cope with income tax
reporting and must pay for assistance in the preparation of their
returns.

The source of the complexity is the attempt by Congress and most
admiAisttations to do too much with the income tax. Whether it is
promotion of jobs, energy saving, or incentives to work, save and
invest, the normal reaction {s to add a special deduction or credit to
the income tax to help achieve the allegedly urgent social objective.
Every such departure from the normal structure of the income tax leaves
its mark on the tax return and imposes additional burdens of
record-keeping for the taxpayer. The practice violates the principle
that people with the same income should pay the same tax, narrows the
tax base, and requires unnecessarily high marginal tax rates on the
constricted base to ralse the revenues needed from the {ncome tax.

The obvious solution is to simplify the tax law by repealing all
the special provisions and starting all over again. In the past, the
forces arrayed against simplification through the elimination of tax
preferences have been much too powerful to permit any progress to be
made in this way. But the idea of tax simplification has reappeared in

recent months, as Congress has finally recognized that the public is



fed up with the present income tax.

The {dea 16 to tax all incomes without any exclusions, personal
doductions (except fur those like unusual medical expenses and casualty
Insses wiilch reduce shility tu pay) or tax credits; the increased tax
hase would then be used to reduce tax rates across the board.

Tanpayers would wimply add up thelr {ncome Bources, subtract their
persunal exemptions and their unusual expenses, and calculate thelr tax
1labtltty from & tax table or the schedule of tax rates.

The tdea ot a simplified, bruad-based income tax hias been
supported recently by those who are {ntereated in converting the income
tax to a "tlat tax." The base of the flat tax would be the same as the
broad-hased tax just deswcribed. The only difference (s that a single
tax rate (hetween 19 and 20 percent, depending on how broad the base
would become) would be subatituted for a graduated rate schedule.

This paper provides estimates of (1) the extent to which the
tederal tndividual fncome tax has been eroded by the exclusions,
deduct fons, aud exempt fons which are not easential for effective income
taxatton, (2) how wuch tax rates could be reduced {f the unnecessary
exclustons, deducttons, and exemptions were removed, and (3) the
differences §n the distribution of tax burdens under the flat tax as
compated with a graduated rate schedule. The estimates are for

calendar year 1384, when the 1981 tax act becomes fully effective.



These estimates come from an income tax file developed by the
Internal Revenue Service, which contains all the tax information from a
random stratified sample of 155,000 tax returns for the year 1977. The
file was projected to 1984 on the basis of publisheé tax return data
for 1979 and changes in income and prices assumed in the official
budget estimates from 1979 to 1984. The calculations were made by a
tax calculator developed by the Brookings Tax Project, which reads
information from tax returns and computes adjusted gross income,

taxable income, and taxes after credits.l

The Comprehensive Income Tax Base

A comprehensive income tax base would conform as closely as
possible to an economic concept of income. In addition to adjusted
gross income as presently defined in the Internal Revenue Code, we have
assumed that income under a comprehensive tax would include capital
gains in full, interest on newly issued state and local bonds, interest

on life insurance savings, one-half of social security benefits,

l. The provisions of the 1981 tax act were i{ncorporated into the
tax calculator on the basis of assumptions that were described in John
Karl Scholz, "Individual Income Provisions of the 1981 Tax Act,"
Setting National Priorities: The 1983 Budget (Brookings, 1982),
Appendix A, pp. 251-62).




railroad retirement benefits, workman’s compensation, unemployment
insurance and veteran’s payments. All dividends, one~third of premiums
paid by employers for thelir employee’s health 1nsurance2 and all
premiums paid for life insurance are also included. 1In addition, the
1981 savings provisions are repealed and the major tax preference items
on the aminimum tax form3 are made subject to the regular income tax.

When the federal tax actually paid 1is related to adjusted gross
income modified to include these receipts (expanded AGI), the effective
rate of tax under the 1984 rate schedule turns out to be a relatively
low percentage of income at all income levels. It rises from an
effective rate of 0.7 percent on incomes below $5,000 to 10.0 percent
on incomes between $25,000 and $35,000, to a maximum of 26.4 percent on
incomes between $500,000 and $1,000,000 (table 1). For all tax
returns, the effective rate averages 12.0 percent of expanded AGI.

Once the income concept for the comprehensive tax is established,
it is necessary to select the deductions and personal exemptions
considered necessary for personal income taxation. In the

comprehensive tax plan used in this paper itemfzed deductions are

2. This is an estimate of the portion of premiums in excess of
8150 per month per employee. This is the limit often proposed as a
practical compromise between full taxation of employer-paid health
insurance premiums and the present exemption of all such premiuvams.

3. These preference items include accelerated depreciation and
depletion.



limited to: medical and casualty deductions in excess of 10 percent of
expanded adjusted gross income; interest paid up to the amount of
investment income reported on the tax return; and the presently allowed
miscellaneous itemized deductions (which are mainly deductions related
to the earning of labor or investment {ncome). Taxpayer and dependent
exemptions were increased to $1,750,4 the special exemptions for age
and blindness were eliminated, and the zero bracket amount was
increased to $4,000 for all returns, The personal exemptions and zero
bracket amount were chosen to relieve from tars individuals and families
with incomes below the estimated poverty lines in calender year 1984.
One rate schedule 1s used by all taxpayers;5 to alleviate the
so-called marriage penalty on two-earner couples, a deduction from
adjusted gross income of 25 percent of the earnings of the spouse with
the lower eacnings (earnings not to exceed $50,000) is allowed.
Finally, all tax credits are eliminated.

In 1984 total AGI of all taxpayers will amount to $2,308 biilion

under present law. Under the comprehensive income tax plan, adjusted

4, Heads of households receive an additional $1,750 exemption in
lieu of a child care credit.,

5. Married couples filing separate returns have a separate rate
schedule with one-half cthe bracket widths as the basic schedule.
Consequently married couples filing separate returns have a zero
bracket amouat of $2,000. To avoid having two rate schedules and two
zero bracket amounts, married couples could be required to file joint
returns.
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gross income would rise to $2,529 billion, an increase of $221 billion
or 10 percent (table 2). Taxable income would rise from $1,547 billion
to $1,752 billion, an increase of $205 or 13 percent. Transfer
payments constitute the largest increase in adjusted gross income and
taxable income, though excluded capital gains, interest on life
i1nsurance, and premiums paid by employers for employee insurance also
contribute significant amounts. If taxed at 1984 rates these additions
to the tax base would raise invome tax revenues by $86 billion, or over
25 percent; or, alternatively rates could be reduced by an average of
22 percent to produce the revenues estimated under present law.

The effect of adopting the comprehensive tax plan differs markedly
among tax units at different income levels. While almost 70 percent of
the total increase in taxable income accrues to taxpayers with incomes
of $35,000-$100,000 (see table 3), the largest percentage changes in
taxable income occur at the bottom and top of the income scale. By
increasing the personal exemptions and the zero bracket amount, the
taxable income for taxpayers reporting less than $5,000 1s virtually
eliminated. In contrast, the expansion of the tax base increases
taxable income by 54 percent for taxpayers with incomes of
$500,000-51,000,000 and by 97 percent for those with incomes of
$1,000,000 or more.

As already noted, the changes in income subject to tax,
deductions, exemptions, and credits would increase 1984 tax revenues by

$86 billion assuming present tax rates remained unchanged. On average,
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as a consequence of the increased exemptions and zero bracket amount,
taxpayers with incomes below $20,000 would pay less tax than under
present law. Above this level, average tax liabilities would increase
by 13.4 percent for incomes of $25,000-$35,000, 38 percent for incomes
of $50,000-$100,000, and 93 percent for incomes above $1,000,000 (table
4).

Table 5 shows the average rate changes possible under a
comprehensive income tax while still maintaining the revenues yielded
under present law and preserving the present distribution of tax
burdens by income q}aSS. Rates below $20,000 would have to be
increased, while those above $20,000 would be reduced. At the highest
income level, rates could be approximately halved without altering

average tax burdens.

Alternative Comprehensive Tax Plans

All or part of the increased revenue that would be collected under
the comprehensive income tax can be viewed as a reserve to be used for
general tax rate reductions. This section explores ways in which tax
rates might be reduced and the implications of such reductions for the
distribution of tax burdens at various income levels and for different

types of filers.
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To 1llustrate the ways a comprehensive income tax might be
designed, six alternative tax plans are presented. Each of these
plans, with the exception of plan six, will yleld approximately the
same amount of revenue that would be collected in 1984 under the
Economic Recovery Tax Act of 198l. The rates were chosen to
approximate the present law average effective tax rates in each income
class above $20,000 as closely as possible.6

Descriptions of the‘base, deductions, and exemptions for the six
tax plans are given in table 6, Table 7 describes the rate structures
that would be used for each plan. Plan 1l is equivalent to the
comprehensive tax plan previously described. The rate schedule for
this plan would range from 9 percent on the first $5,000 of taxable
income over the zero bracket amount to 28 percent for those with
taxable income exceeding $?0,0007(see footnote 5). This graduation is
achieved in seven taxable income brackets. The zero bracket amount for
plans 1 through 5 is $4,000.

Plan 2 is a flat rate plan with adjusted gross income, deductions
and exemptions that are identical to planm l!. Since two-earner couples
cannot be pushed into higher tax rate brackets after they marry, plan 2

has no two-earner deduction. The flat rate required to yield the same

6. To keep taxpayers with incomes below the poverty line off the
income tax r~'ls, the increase in personal exemptions plus the zero
bracket amount below $20,000 was not offset by rate increases.
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revenue as present law under plan 2 is 17 percent.

Plan 3 allows considerably moTe generous dgductions, while
maintaining the same gdjusted gross income base as plans 1 and 2. _1In
addition to medical expenses, cgkualty losses and interest paid
deductions, plan 3 allows deductions for contributions, state and local
.property and income taxes, mortgage interest and child care.7 The
two—earner deduction is retained. Since total tax revenue is to be
maintained and more generous itemized deductions are being allowed,
marginal tax rates must be increased. The rate schedule for plan-3
ranges from 11 percent on the first $5,000 of taxable income aﬁove the
zero bracket amount to 30 percent above $70,000. Again there are seven
taxable income brackets.

Plan 4 reduces the AGI base further by continuing the exclusions
for interest paid on all state and local bonds, social security
benefits, workman’s compensation and veteran’s payments. Plan 4 has
the same deductions and exemptions as does plan 3. Since the tax base
is reduced by the more generous exclusions, the marginal rates for plan
4 are higher sti1ll, They range from 12 percent in the lowest taxable
income bracket to 30 percent in the $50,000 and over bracket. This

graduation 1s achieved in six taxable income brackets.

7. The child care deduction is the same as the amount on which
the child care credit under present law is based. Since a child care
deduction is provided, the additional $1,750 exemption granted to heads
of households in plans 1 and 2 1s eliminated.

11-385 0 - 83 ~ 2
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Plan 5 has the ggme exemptions, deductions, and AGI base as plan
4, but it retains the present treatment of persons with different
marital and family statuses. Thus plan 5 has four rate schedules - one
each for married couples, single taxpayers, heads of households and
married couples filing separate returns. The two-earner deduction is
reduced to the present 10 percent of the earnings of the spouse with
the lower earnings (with an earnings cap of $30,000). Each marginal
rate schedule rises from 12 percent in the lowest bracket to 30 percent
in the highest ($100,000 in the joint return schedule). This
graduation is achieved in seven brackets. )

Plan 6 reduces the AGI base further by retaining the present law
exclusions for all savers certificates, investment in IRA and Keogh
plans, and nonitemizers charitable contributions. It allows the same
itemized deductions as plans 3, 4 and 5. Plan 6 provides a $1,500
taxpayer exemption and a §1,000 dependent exemption (and an additional
$250 for heads of households), and has no special deduction for
two-earner married couples. There 18 a two-tier rate structure: a
rate of 14 percent applies to taxable income, and a surtax ranging from
6 to 14 percent applies to adjusted gross incomes. The surtax begins
above $25,000 for single taxpayers and $40,000 for married couples.

The zero bracket amount is $2,300 for single returns and $4,600 for

joint returns.



156

The application of a surtax to adjusted gross income instesd of
taxable income under plan 6 means that the effect of the the personal
deductions and exemptions would be partially eliminated for those
subject to the surtax. In addition, the combined zero bracket amount
and exemptions are not enough to insure that taxpayers with incomes
below the poverty line will not pay tax in 1984. Finally, plan 6
yields $15.7 billion less revenue than does present law.8

Table 8 shows the effective rates of tax under present law and
under each of the alternative tax plans. Plans 1, 3, 4, 5 and 6
generate effective rates in the various income classes that look very
similar to the present rates, except for the lowest income classes
where taxes are cut under plans 1, 3, 4 and 5 by the increased personal
exemptions.

The flat tax plan, plan 2, is the least progreésive of the tax
plans by a wide margin and would generate much larger deviations of
proposed tax burdens from present ones than any other plan. On
average, the effective rates of tax would be higher under plan 2 than
under present law for all income classes between $10,000 and §50,000.

Those at the highest income levels would enjoy substantial savings.

8. Plan 6 has been proposed by Senator Bill Bradley of New Jersey
and Congressman Richard A. Gephart of Missouri. The shortfall in
individual income tax revenue under this plan would be recovered by
developing a special tax on pension funds or by changes in the

corporate tax.
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For example, under present law the average tax paid by taxpayers with
1ncomga between $500,000 and $1,000,000 is apprcximately $175,000;
under plan 2 the average for this income group falls to 105,000, a
reduction in tax liability of almost 40 percent. For taxpayers with
incomes of $1,000,000 or more, the average tax reduction is $153,000,
or about 30 percent (table 9).

Even when coupled with substantial rate reductions, comprehensive
tax revisions of the type discussed in this paper would increase the
tax burdens of taxpayers who benefit from preferential provisions under
present law while reducing the tax burdens of those who do not benefit
from them. Tables 10 through table 15 give detailed estimates of the
percentage and magnitude of the tax changes under these comprehensive
tax proposals, by marital status and income classes. In all plans,
except the flat tax plan, 75-80 percent of the taxpayers would have tax
cuts or tax increases of less than $100 or less than 10 percent of
their previous tax liability. Plan 2 would raise the tax liability
more than 10 percent and more than $100vfor almost 40 percent of the
taxpayers. As mentioned earlier, the;e tax increases would fall
disproportionately on taxpayers earning less than §$50,000.

Under most plans (the flat tax excluded), average tax liabilities
of single people will fall, while average tax liabilities of married
couples (especially one earner couples) will rise. But plan 5 results
in significantly less redistribution among different marital statuses

than do the other plans. This is a consequence of the retention of the



17

present law rate schedules for each marital status in plan 5. Since {t
generates $15.7 billion less revenue than the other plans, plan 6 would
on the average reduce taxes in all income classes except the $i,000.000
and over class and the $5,000-$15,000 class and for every marital

status except heads of households.

Summary

If unnecessary exclusions, deductions and exemptions were removed
from the federal individual income tax, tax rates could be reduced by
an average of 22 percekt in 1984, while exempting all individuals and
families with incomes below the poverty line. Depending on the
definition of income anq the cholce of deductions, a graduated rate
structure that ranged from 9-12 percent to 28-30 percent would closely
reproduce the present distribution of tax burdens. However, the flat
tax would do considerable violence to the distribution of tax burdens.
It would reduce aversge tax liabilities for all income classes over
$50,000 and increase average tax liabilities below $50,000. At the
very top of the income scale, the flat tax would reduce average tax
liabilities by 30 to 40 percent. All the plans would increase
horizontal equity, simplify the tax law, and ease compliance and

administration.



18

Table 1. Distribution of Expanded Adjusted Gross Income and Federal
Individual Income Tax by Income Classes, 1984

Dollar amounts in millions

Individual income tax

- 1 1 i Percent
Expanded AGI class Expanded AGI Amount of Expanded AGI
$0-5,000 $33,331 $247 0.7
5,000-10,000 96,747 3,890 4.0
10,000~15,000 166,791 10,032 6.0
15,000-20,000 206,256 15,906 7.7
20,000-25,000 220,917 20,016 9.1
25,000-35,000 483,559 48,192 10.0
35,000-50,000 603,939 68,974 11.4
50,000-100, 000 538,433 83,573 15.5
100,000~500,000 220,638 50,838 23.0
500,000~1,000,000 18,979 5,006 26.4
1,000,000 and over 21,869 5,042 23.1
All Classes’ 2,598,465 311,742 12.0

1) As defined in Plan 1, Table 1

2) Includes negative adjusted gross incomes
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Table 2, Adjusted Gross Income, Taxable Income, and Tax Liability
Under Present Law and Under a Comprehensive Income Tax, 1984

In millions

Ad justed 2

Item Gross Income Taxable IncomelTax Liability
Present law $2,308, 304 $1,547,338 $311,742
Plus: 3

Personal exemptions —-—— -154,691 -32,951

Personal deductions -—— 158,406 63,581

Excluded capital §ains 54,041 51,502 19,740

Transfer gayments 127,679 112,817 24,298

Insurance 63,504 61,839 17,711

Dividend ex;luslon 2,049 1,979 599

Other items 8 15,557 14,398 4,480

Two-earner deduction 27,331 27,158 7,794
Equals: Expanded AGI 2,598,465 1,820,746 416,994
Plus:

Comprehensive law 9

two-earner deduction ~69, 300 -68,841 -19,596
Equals: AGI under

Comprehensive law 2,529,165 1,751,905 397,398

1. Does not include zero bracket amounts

2. Under present rates - v

3. 1Increased exemptions described in Plan 1, Table &

4. Includes the effects of eliminating the deductions for state and
local taxes, charitable contributions, interest paid in excess of
investment income, and medical expenses and casualty losses below 10
percent of income. The zero bracket amount was also increased to
$4,000.

5. Transfers include 50 percent of social security benefits, workman’s
compensation, unemployment benefits and veteran’s payments. -

6. Includes interest on life i{nsurance policies, one-third of
employer provided health insurance and all of employer provided life
insurance.

7. 1Includes state and local bond interest, accelerated depreciation,
depletion, sick pay, all savers interest, and nonitemizers charitable
contributions.

8. 10 percent of the earnings of the lower earning spouse.

9. 25 percent of the earnings of the lower earning spouse (Plan 1,
table 6).
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Table 3. Change in the Tax Base Under a Comprehensive Income Tax,. by Income
Classes, 1984

Dollar amounts in millions

Taxable income

Percent Percent
Change distri- change
Comprehen=- in taxable bution {in taxable

Expanded AGI class! give law! present law income? of change2 {ncome?

$0-5,000 $36 $2,163  =$2,127 ~1.0 -98.3
5,000-10,000 16,900 31,396  -14,496 -7.1 -46.2
10,000-15,000 68,247 75,193 -6,946 ~3.4 -22.1
15,000-20,000 109,614 111,422 -1,808 ~0.9 -1.6
20,000-25,000 133,395 130,772 2,623 1.3 2.0
25,000-35,000 317,868 294,326 23,542 11.5 8.0
35,000-50,000 435,393 375,305 60,088 29.4 16.0
50,000-100,000 435,468 355,351 80,117 39.2 22.5
100,000-500, 000 196,502 149,371 47,131 23.0 31.6
$00,000-1,0600,000 17,692 11,497 6,195 3.0 53.9
1,000,000 and over 20,790 10,542 10,248 5.0 97.2
All Classes? 1,751,905 1,547,338 204,567 100.0 13.2

1. As defined in Plan 1, Table 6

2. Reductions result from the increase in personal exemptions

3. Includes negative adjusted gross incomes
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Table 4, Tax Liabilities Under Present Law and Under a Comprehensive
Income Tax, by Income Classes, 1984

Dollar amounts in millions

Tax liability

Percentage
distri-~ Percentage
Change bution change
Comprehen~ Present in tax of tax in tax

Expanded AGI class! s{ve tax!  law 1{ability? change? liability?

$0-5,000 $4 $247 -5243 -0.3 -98.4
5,000-10,000 2,027 3,890  -1,863 -2.5 -47.9
10,000-15,000 9,052 10,032 -980 -1.1 -9.8
15,000-20,000 15,743 15,906 -163 -0.2 -1.0
20,000-25,000 20,836 20,016 820 1.0 4.1
25,000~35,000 54,637 48,192 6,445 7.5 13.4
35,000-50,000 87,210 68,974 18,236 21.3 26.4
50,000-100,000 115,013 83,573 31,440 36.7 37.6
100,000-500,000 74,923 50,838 24,085 28.1 47.4
500,000~1,000,000 8,199 5,006 3,193 3.7 63.8
1,000,000 and over 9,753 5,042 4,711 5.5 93.4
All Classes3 397,398 311,742 85,656 100.0 27.5

). As defined in Plan ], Table 6 -

2, Reductions result from the increase in personal exemptions

3. Includes negative adjusted gross incomes



Ta

22

ble 5. Average Tax Rate Changes Possible to Maintain a Constant
Yield Under a Comprehensive Income Tax, by Income Classes, 1984

Dollar amounts in millions

Tax liability

Average
rate reduction
Comprehensive possible
Expanded AGI class! tax Present law (percent)
$0-5,000 $4 $247 ~6075.0
5,000-10,000 2,027 3,890 -91.9
10,000-15,000 9,052 10,032 ~-10.8
15,000-20,000 15,743 15,906 -1.0
20,000-25,000 20,836 20,016 3.9
25,000-35,000 54,637 48,192 11.8
35,000-50,000 87,210 68,974 20.9
50,000-100,000 115,013 83,573 27.3
100,000-500,000 74,923 50,838 32.1
500,000-1,000,000 8,199 5,006 38.9
1,000,000 and over 9,753 5,042 48.3
All Classes? 397,398 311,742 21.6
1. Expanded adjusted gross income as deiined in Plan 1, Table 6
2. Includes negative adjusted gross incomes
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Alternative Tax Plans

Plan }

Plan 2

Plan 3

Plan 4

Plan 5

Plan 6

AGI
1
Expanded AGL

Sane as Plaa 1

Same ae Plan 1

Plan 1 excluding
state and local
bond interest,
social security
benefits, workman’s
compensation and
veterans payments

Same as Plan 4

Plan 4 plus
present (RAs,
all savers and
charitable
exclusions

Deductions

Medical and casualty in
excess of 10 percent of
ACI, miscellaneous
itemized deductions,
interest not to exceed
investment income

Same as Plan 1

Contributions, state

and local property and
income taxes, medical in
excess of 10 percent of
AGI, child care, mortgage
interest, nonmorcgage
interest not to exceed
investment income,
miscellaneous itemized
deductions

Same as Plan 3

Same a8 Plan 3

Same as Plan 3

Exeaptions
$1,750 per capita
plus an additional

$1,750 for heads of
households

Same as Plan 1

51,750 per capita

Same as Plan 3

Same as Plan 3

$1,500 for taxpayer
$1,000 for dependent,
and an extra $250 for
heads of households

Other Deductions
25 percent of earnings of

spouse with lower earnings
(earnings up to $50,000)

None

Same as Plan 1

Same as Plan 1

Plan 1 at 10 perceat with
earnings cap of $30,000,
same as present law

None

Rates -

9 to 28 percent,
$4,000 zero
bracket- amount

17 perceant,
$4,000 ZBA

11 to 29 percent,
$4,000 ZBA

12 to 30 percent,
$4,000 ZBA

12 to 10 percent,
$4,000 ZBA,
4 schedules

14 to 28 pereent,
$4,600 ZBA for
Joint returus
and $2300 for
single returns

1. Expanded ACI is adjusted gross inc
all savers interest, nonitemizers charitable contributions,
gains, all uneaployment benefits, state and local bond interest,
veterans payments, tax preferencee reported on the minimum tax forw,

bealth Ineurance, employer provided life insurance, 1981 IRA provision rescinded.

ome as defined 1n the Internsl Reveanue Code modified to include sick pay,
excludable dividends, interest on life insurance, excluded capital

SO percent of social security benefits, workman’s compensation,
one-third of employer provided



Table 7. Present Marginal Tax Rate Schedule ard Schedules for Alternative Comprehensive Tax Plans by Taxable Income Classes

Present law Plan Plan 2 Plan 3 Plan 4 Plan S
1 2 1 .3 3 3 3 2
Taxable income Rates Taxable income Rates Rates Rates Rates Rates
$0-2, 100 .11 $0-5,000 .09 .17 .11 .12 .12
2,100~4,200 .12 5,000-10, 000 .15 .17 .16 .16 .15
4,200-8, 500 .14 10, 000-20, 000 .18 .17 .19 .20 .19
8,500-12, 600 .16 20, 000-30, 000 .21 .17 .21 .23 .22
12,600-16, 800 .18 30, 000-50, 000 .24 .17 «26 .28 .24
16,800-21, 200 .22 50, 000~70, 000 .26 .17 .28 .30 W27
21,200-26, 500 ' «25 70,000~100,000 .28 .17 30 .30 .27
26, 500-31, 800 .28 100, 000-150, 000 .28 .17 .30 .30 .30
31, 800-42,400 .33 150,000 and over .28 17 .30 <30 .30
42,400-56,600 .38
56, 600-82, 200 42 4 \
82, 200-106, 000 45 Plan 6
106, 000-159, 000 49
159,000 and over .50
Basic tax: 14Z
5
Surtax for joint returns:
$40, 000-55, 000 6%
$55,000-65, 000 11Z

$65,000 and over 147

l. Taxable income above the zero bracket amount

2. Schedule for married persons filing joint returns. Separate schedules apply to single persons and heads of households.

3. One rate schedule used by all taxpayers. Married couples with two earners receive a deduction of 25 percent of the
lower earner’s earned income (see Table 1).

4. Basic tax applies to taxable income above zero bracket amount; surtax applies to ad justed gross income

5. Surtax applies to adjusted gross income. Surtax for single persons begins at $25,000 with the same bracket sizes and rates
as the surtax for joint returns.
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Table 8., Effective Tax Rates Under Present Law and Under the
Comprehensive Income Tax Using Alternative Plans, by Income Class, 1984

Rates in percent

Planl
) 2 Present

Expanded AGI class law 1 2 3 4 5 6

$0-5, 000 0.7 0.0 0.0 0.0 0.0 0.0 0.6
5,000-10,000 4.0 1.6 3.0 1.9 1.7 1.7 4,3
10,000-15, 000 6.0 4.2 7.1 4,9 4,2 4.5 6.2
15,000-20, 000 7.7 6.5 9.2 7.2 6.4 6.8 7.7
20,000-25, 000 9.1 8.3 10.6 8.9 8.4 8.8 8.7
25,000-35, 000 10.0 10.0 11.8 10.4 10.3 10.6 9.8
35,000-50, 000 11.4 12.4 13.0 12.3 12.5 12.6 10.9
50, 000-100, 0G0 15.5 16.3 14,2 15.8 16,4 15.5 14.1
100,000-500, 000 23.0 22.1 15.4  21.2 21.6 20.6 21.0
500, 000-1, 000,000 26.4 25.4 15,9  24.1 24,2 24,0 24.5
1,000,000 and over 23.1 26.4 16.2 26,7 246.7  24.7 25.3
All Classes3 12.0 12.0 11.9 12.0 12.0 11.9 11.4

1. As defined in Table 6
2. As defined in Plan 1, Table 6

3. Includes negative ad justed gross incomes



Table 9. Total and Average Tax Liabilities Under Alternative Comprehensive Income Tax Plans, by Income Classes, 1984

Total liability amounts in millions

Expanded ACL classl, Total Average Total Average Total Average Total Averagz
Present law Plan 1 1 Plan 2 TPlan 37T T

$0-5,000 §247 $20 $3 $0 $6 $l $4 $0

5,000-10, 000 3,890 301 1,538 119 2,886 223 1,870 145

10,000-15, 000 10,032 750 7,079 529 11,770 880 8,246 617

15,000-20, 000 15,906 1,342 13.397 1,130 19,068 1,609 14,878 1,255

20,000-25, 000 20,016 2,034 18,324 1, 862 23,418 2,380 19,756 2,008

25,000-35, 000 48,192 2,968 48,390 3,981 56,902 3,505 50,412 3,105

35, 000~50, 000 68,974 4,736 74,976 5, 148 78,371 5,382 74,235 5,098

50,000~-100, 000 83,573 9,902 87,918 10,416 76,492 9,063 84,897 10,058

100, 000-500, 000 50,838 36,679 48,802 35,210 34,043 24,562 46,724 33,711

500, 000-1, 000, 000 5,006 174,039 4,825 167,736 3,023 105, 105 4,576 159,096

1,000,000 agd over 5,042 513,605 5,777 588, 489 3,538 360,423 5,409 551,009

All Classes 311,742 3,073 311,029 3,066 309,517 3,051 311,007 3,066
Plan 4 Plan 5 Plan 6 .

$0-5,000 . $4 $0 $0 $0 $184 §15

5,000-i0, 000 | 1,660 128 1,657 128 4,178 323

10, 000~15, 000 ' 6,942 519 7,512 562 10,376 776

15, 000-20, 000 13,159 1,110 14,103 1,190 15,839 1,336

20,000-25, 000 18,593 1, 890 19,521 1,984 19,267 1,958

25,000-35, 000 49,733 3,063 51,491 3,171 47,230 2,909

35,000~50, 000 75,528 5,186 76,309 5,240 65,941 4,528

50, 000~100, 000 88,193 10,449 83,503 9,893 75,943 8,998 .

100, 000-500, 000 47,731 34,438 45,450 32,792 46,392 33,471

500, 000-1, 000, 000 4,592 159,636 4, 547 158,065 4,658 161,955

1,000,000 agd over 5,411 551,196 5,39 549,493 5,539 564,237

All Classes 311, 545 3,071 309, 486 3,051 295, 549 2,913

l. As defined in Plan 1, Table 6

2. Includes negative adjusted gross incomes

92



Table 10. Changes in Tax Liability Under a Comprehensive Income Tax by Marital Status and Income Groups, Plan 1, 1984

Increases of more thaa

$100 and 10 percent

Changes of less than
$100 or 10 percent

Decreases of more than

$100 and 10 percent

Marital Status 1 Average Average Average Average
or income group Percentage amount Percentage amount Percentage amount amount
Single Individuals 15.5 $1,038 34.8 =515 49.6 -$551 ~-$117
Heads of Households 9.4 1,512 26.3 =25 64.3 -677 -299
Married Couples 33.1 1,549 33.8 =51 33.0 -1,175 108
One Earner 39.6 1,643 33.8 -13 26.6 -1,303 299
Two Earner 27.9 1,442 33.9 ~82 38.2 -1,103 =47
$0-5,000 0.0 0 91.4 -9 8.6 -137 ~20
S,000-10, 000 8.9 208 26.5 6 64.5 -313 -182
10,000~15,000 23.8 377 9.5 -15 66.7 -463 -221
15,000-~-20,000 28.2 559 7.6 ~-18 64.1 =574 =212
20,000-25,000 27.9 720 15.0 =16 57.1 -648 -172
25,000-35,000 30.8 973 30.8 -38 38.4 ° =717 12
35,000~50,000 40.5 1,403 44.5 -28 14.9 -963 412
50,000~100, 000 36.5 2,846 43.0 -121 20.3 -2,357 515
100, 000~500, 000 30.6 13,305 22.7 -655 46.7 -11,548 -1,468
500, 000-1,000, 000 41.4 62,239 10.3 -1,258 48.3 -69,394 -6,303
1,000,000 aEd over 60.0 234,396 110.0 =-3,772 30.0 -211,868 74,884
All Classes 24.5 1,410 33.7 ~34 41.8 -816 -7
1. Incomes classified by expanded adjusted gross income as defined in Plan 1, Table 6
2. Includes negative adjusted gross incomes



Table 1l1. Changes in Tax Liability Under a Comprehensive Income Tax by Marftal Status and Income Groups, Plan 2, 1984

Increases of more than Changes of less than Decreases of more than
$100 and 10 percent $100 or 10 percent $100 and 10 percent

Marital status Average Average Average Average
or income group Percentage Amount Percentage Amount Percentage Amount Amount
Single Individuals 24.9 $784 41.7 -$41 33.4 -$441 $31
Heads of Househkolds 17.7 834 31.5 -31 50.7 -604 -168
Married Couples 50.1 1,151 33.7 10 16.1 -3,890 =47

One Earner 43.5 1,227 36.1 -17 20.3 -3,834 -251

Two Earners 55.5 1,103 31.7 35 12.8 -3,961 118
$0-5,000 0.0 162 91.7 -9 8.3 -137 -20
5,000-10,000 18.4 300 20.5 -8 61.1 =215 -78
10,000-15,000 38.9 591 27.2 -60 32.9 -251 130
15,000-20,000, 48.9 743 27.1 -52 24.0 -344 267
20,000-25,000 51.0 862 29.8 24 19.2 =524 346
25,000-35,000 60.2 1,020 30.8 -3 9.0 -848 536
35,000-50,000 53.6 1,374 37.5 68 8.9 -1,302 645
50, 000-100, 000 23.2 2,484 31.5 -173 45.3 -3,005 -839
100, 000~-500, 000 16.4 6,664 8.0 -109 75.6 -17,457 -12,117
500,000-1,000,000 10.3 26,710 20.7 -2,361 69.0 -~102,673 -68,934
1,000,000 agd over 10.0 83,950 30.0 -8,473 60.0 -254,040 -153,181
All Classes 37.6 1,040 37.0 -16 25.4 -1,602 -22

1. 1Incomes classified by expanded adjusted gross income as defined in Plan 1, Table 6

2. Includes negative adjusted gross incomes
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Table 12. Changes in Tax Liability Under a Comprehensive Income Tax by Marital Status and .Income Groups, Plan 3, 1984

Increases of more than Changes of less than Decreases of more than

. $100 and 10 percent $100 or 10 percent $100 and 10 percent
Marital status Average Average Average Average
or income groupl Percentage Amount Percentage Amount Percentage Amount Amount
Single Individuals 17.9 982 39.4 =30 42.7 -483 ~43
Heads of Households 9.8 1,326 28.1 -35 62.0 -613 -260
Married Couples 32.2 1,392 37.0 -16 29.4 -1,326 44

One earner 39.9 1,488 37.0 ~16 23.1 -1,542 231

Two earners 25.9 1,273 39.6 -53 34.4 -1,208 =107
$0-5,000 0.0 105 91.4 -9 8.6 -136 -20
5,000-10,000 11.2 230 24.7 10 64.1 -287 ~-156
10,000-15,000 26.3 440 13.1 -6 60.6 ~410 ~134
15,000-20,000 30.4 639 13.4 =25 56.3 =493 -87
20,000~25,000 31.5 754 25.2 ~61 43.3 =573 -26
25,000-35,000 34.1 927 41.1 -34 24.8 -666 % V)
35,000~50,000 37.3 1,303 49.7 -8 13.0 -927 361
50,000-100,000 27.9 2,837 46.5 =149 25.6 -2,216 157
100,000~-500,000 25.9 13,645 16.2 ~723 57.9 -11,015 -2,968
500,000-1,000,000 39.3 56,410 7.1 -1,721 53.6 -69,832 -14,943
1,000,000 and over 50.0 210,076 10.0 =4,079 40.0 -209,430 37,404
All classes? 25.0 1,265 38.2 -34 36.8 -844 -7

1. Incomes classified by expanded adjusted gross income as defined in Plan 1, Table 6

2. Includes negative adjusted gross incomes



Table 13. Changes in Tax Liability Under a Comprehensive Income Tax by Marital Status and Income Groups, Plaa 4, 1984

Increases of more than Changes of less than Decreases of more than
$100 and 10 percent $100 or 10 percent $100 and 10 percent

Marital status Average Average Average Average
or iocome group Percentage Amount Percentage Amount Perceatage Amount Amount
Single Individuals Seb . 1,850 43.5 -15 51.0 ~411 ~156
Heads of Households 13.1 1,184 36.3 -9 50.6 -456 -79
Married Couples 29.9 1,375 43.2 -2 26.8 ~1,188 92

One Earner 35.6 1,490 42.5 4 21.9 -1,353 235

Two Earners 25.3 1,243 43.8 -6 30.8 -1,093 =24
$0-5,000 0.0 0 91.5 -9 8.5 -136 -20
5,000-10,000 1.3 237 '33.5 2 65.2 =270 -173
10,000-15, 000 5.2 295 21.6 5 73.2 -338 =231
15,000-20,000 11.9 394 20.6 -12 67.4 =409 =232
20,000-25,000 20.5 508 32.2 -41 47.3 -498 =145
25,000~35,000 32.3 729 45.1 -7 22.6 -610 95
35,000~50,000 43.7 1,113 48.6 66 7.7 -883 450
50, 000-100, 000 33.9 2,608 52.5 -70 13.6 -2,2C5 547
100, 000~-500, 000 27.0 13,725 19.5 -739 53.5 -10,843 -2,241
500, 000-1,000,000 39.3 56,623 7.1 -2,002 53.6 -69, 500 -14,403
1,000,000 agd over 50.0 210,627 10.0 -3,927 40.0 -209,559 37,591
All classes 18.9 1,416 43.0 -8 38.1 ~697 -2

1. Increases classified by expanded adjusted gross income as defined in Plan 1, Table 6

2. Includes negatice adjusted gross incomes

0e



Table 14. Changes in Tax Liability Under a Coumprehensive Income Tax by Marital Status and Income Groups, Plan 5, 1985

Increases of more than Changes of less than Decreases of more than
$100 and 10 percent $100 or 10 percent $100 and 10 perceant

1 Average Average Average Average

group Percentage amount Percentage amount Percentage amount amount
Single Individuals 11.4 1,139 42.1 8 46.5 -319 -15
Heads of Households 14.8 1,108 35.9 10 49.3 -444 -51
Married Couples 28.8 1,220 45.2 9 26.0 -1,436 -19
One earner 25.7 1,426 46.6 -10 27.7 -1,573 =73
Two earners 33.1 1,082 44.0 25 24.7 -1,312 25
$0-5,000 0.0 0 91.4 -9 8.6 -140 -20
5,000-10,000 1.4 193 32.7 4 65.8 -268 -173
10,000~-15,000 10.8 222 ’ 15.7 0 73.5 -289 -188
15,000-20,000 18.4 345 17.8 =35 63.8 ~328 -152
20,000-25,000 23.0 521 40.0 =45 37.0 ~410 =50
25,000-35,000 36.3 728 47.9 47 15.7 =540 203
35,000-50,000 45.5 1,050 50.2 134 4.3 =955 504
50, 000-100, 000 22.4 2,765 53.4 -118 24.2 -2,337 -8
100, 000-500, 000 24.0 13,437 13.3 -630 62.6 -11,233 -3,887
500, 000~1, 000, 000 39.3 55,496 7.1 -2,193 53.6 -70,451 ~15,974
1,000,000 asd over 50.0 209,427 10.0 -4,191 40.0 -~210,516 35,888
All classes 20.5 1,200 43.2 8 36.2 =751 -22

l. Incomes classified by expanded adjusted gross income as defined in Plan 1, Table 6

2. 1Includes negative adjusted gross incomes
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Table 15. Changes in Tax Liability Under a Comprehensive Income Tax by Marital Status and Income Groups, Plan 6, 1984

Increases of more than Changes of less than Decreases of more than
$100 and 10 percent $100 or 10 percent $100 and 10 percent

1 Average AJerage Average Average

group Percentage amount Percentage amount Percentage amount amount
Single Individuals ‘ 14.2 890 69.4 -29 16.4 -699 -8
Heads of Households 25.3 863 65.9 -8 8.8 -624 159
Married Couples 20.7 1,237 43.2 -93 36.0 -1,486 -319
One earner 18.4 ‘1,447 37.9 -73 43.7 -1,499 =417
Two earners 22.6 1,099 47.6 -106 29.8 -1,471 =240
$0-5, 000 1.0 128 98.6 -6 0.4 =141 -5
5, 000-10, 000 10.6 338 82.5 -2 6.9 =175 22
10,000-15, 000 24.7 293 57.6 =30 17.7 -167 26
15, 000-20, 000 27.5 376 38.3 ~46 34.2 =267 -6
20, 000-25, 000 24.1 530 39.4 -63 36.5 -43] ~76
25,000-35,000 24.9 712 45.4 -70 29.7 -690 -59
35, 000-50, 000 17.2 1,123 47.8 -138 35.0 -960 -208
50, 000-100, 000 14.6 3,142 26.0 ~269 59.4 -2,178 -904
100, 000-500, 000 26.8 13,271 15.2 -659 57.9 -11,524 -3,208
500, 000-1, 000, 000 41.4 56,131 10.3 -2,390 48.3 -72,839 -12,084
1,000,000 agd over 60.0 207,109 10.0 -1,801 30.0 ~221,433 50,632
All classes 18.3 1,093 55.2 -53 26.4 -1,254 -160

l. Incomes classified by expanded adjusted gross income as defined in Plan 1, Table 6

2. Includes negative ad justed gross incomes
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STATEMENT OF RUDOLPH G. PENNER, RESIDENT SCHOLAR,
AMERICAN ENTERPRISE INSTITUTE, WASHINGTON, D.C.

Senator LoNG. Mr. Penner.

Mr. PENNER. Thank you very much, Mr. Chairman. I'm grateful
for this opportunity to testify.

I interpret the discussion about flat taxes as indicating a pro-
found dissatisfaction with the complexity of our current tax
system. And I am delighted that this debate is occurring because
we shall have a pressing need for new revenues over the next few
years. I hope that the fundamental issues raised by the flat debate
will lead-us to raise those revenues in an efficient, equitable and
simplified manner. .

I would like to select only a few issues for discussion this morn-
ing. Others are noted in my prepared testimony.

In moving toward fundamental tax reform one of the first issues
that we have to consider is what do we want as the base of our tax
system. Should it be consumption? Should it be income?

There are, I think, both philosophical and pragmatic reasons for
favoring consumption. Hobbes made the point many years ago that
it is fairer to tax people on what they extract from our society as is
roughly measured by their consumption, as opposed to what they
contribute to our society, which is very roughly measured by their
income.

But pragmatically, I think that consumption taxes lead to great
simplification. One of the great problems of our system as it exists
today in an inflationary environment is that it is extremely diffi-
cult to measure the return to income from capital accurately. Infla-
tion erodes depreciation allowances, creates false capital gains in
equity and inventories and so on. And, of course, makes nominal
interest rates far too high as a measure of income, whether they
are deducted by borrowers or added to taxable income by a lender.

Theoretically you could solve all of these problems with some
sort of complicated indexing scheme, but it would be so complex as
to be not practical in my view.

The other issue that I think we have to confront is how progres-
sive should our tax system be. It's a bit curious that the term “flat
tax’’ these days is being applied to systems of various degrees of
progressivity. But I think the main point to be made is whatever
your political values with regard to progressivity and redistribu-
tion, we do not need the huge number of narrow tax brackets that
we have today to attain today’s effective degree of progressivity.
Indeed, it could be very closely approximated with three brackets.
Widening the brackets, I think, is a very important thing to do be-
cause it reduces a large number of problems. It does not eliminate
them, but it does ameliorate problems like those raised by the mar-
riage penalty. It makes averaging less of a problem. It makes
lumpy capital gains less of a problem. So I believe that if the only
thing that came out of the flat-tax debate was a significant widen-
ing of the brackets, it would have served a very useful purpose.

One of the issues we must confront in tax reform—and I would
like to see more public debate on it—is how we treat families of
different size. In the time since World War II, there has been
rather dramatic changes in our tax system in a direction that



34

treats large families less and less generously relative to small fami-
lies. Now having an average family myself, I don’t have strong feel-
ings one way or another on the issue. But it is curious to me that
this rather fundamental change in values has occurred without
public debate.

But as we talk about tax reform, I think the very most important
point was the one emphasized by Mr. Pechman. That is to say, as
we search for revenues over the next few years, it will be far supe-
rior to search for those revenues by finding ways of broadening the
tax base. Whether we are talking about consumption as the base or
income as the base, the main point is that high marginal tax rates
create inefficiencies in our economy. The inefficiencies are meore
severe if a complex series of deductions, exclusions and so on
means that the marginal rates on different activities differ greatly.
So as we search for revenues, the general principle, of course,
should be that we should go for base broadening measures as op-
posed to marginal tax rate increasing measures.

Thank you very much.

Senator LoNnG. Thank you.

[The prepared statement of Rudolph G. Penner follows:]
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THE FLAT TAX

RUDOLPH G. PENNER
American Enterprise Institute

I would like to thank the commi:teé for this
opportunity to testify.

The testimony reflects my own personal opinions
and does not necessarily reflect the views of the staff,
advisory panels, officers, or trustees of the American
Enterprise Institute.

I have analyzed what I regard to be the main issues
in the flat tax debate in the accompanying article,
"The More or Less Flat Tax" and I would like to submit

it for the record.



36

the (=) economist

American Enterprise Institute for Public Policy Research

August 1982

The More or Less Flat Tax
Rudolph G. Penner

Introduction

The other day | heard a politician say that he strongly
favored a “progressive, flat tax.” Iwas not sure whether
he was intent on murdering our language or our tax
system. The latter may be a noble goal, but the truth is
that the term “flat tax,” which has recently become as
popular as motherhood, is being used to describe a
great variety of very different tax proposals put forth by
individuals with very different goals and ideologies.

Nevertheless, our tax system is badly in need of
reform, and though the debate over a flat tax is confus-
ing, it is one of the most healthful to occur in decades of
continual discussions of tax policy. Although the vari-
ous proposals differ radically, they all share a few cru-
cially important characteristics. All would reduce the
large number of deductions, credits, and special ex-
emptions that now riddle our income tax system and
make it incomprehensible to most taxpayers. This
would greatly expand the tax base and thereby allow a
significant reduction in marginal tax rates without
losing revenue for the government.

The Current Income Tax System

There was a time when public opinion polls showed
that taxpayers felt that the property tax was our “most
unfair” tax, Recently, it has lost its title to the income
tax. That is disturbing because the personal income tax
is the most important revenue source for the federal
government, contributing over45 percent of total reve-
nues in 1982. Moreover, the normative notion that tax
burdens should vary with income has long been widely
accepted by tax theorists. It has only recently been
challenged in a major way by a few who would substi-
tute consumption for income as our main tax base.

Certainly, consumption tax proponents have not yet
made a major impact on public opinion, and the un-
popularity of the present income tax is not explained
by a desire to replace income as the major-base of taxa-
tion.

“Many experts think that consumption would, in fact, be
a fairer and more efficient base. Consumption is a better
measureof immediate well-being, and a consumption tax
would act as less of a deterrent to saving and investment. "

Public opinion polls are not good at uncovering ex-
planations for their resuits, and I can only speculate
about the reasons for the revolt against the income tax.
It is probably significant, however, that a growing
number of deductions and exemptions has created an
enormous discrepancy between definitions of income
that would typically be used by economists—~or
laymen, for that matter—and the definitions used for
income tax purposes.

Personal income as defined in the national income
accounts is not exactly the income concept that would
be used in a true income tax system (because, among
other things, it excludes capital gains), but it providesa
readily available, reasonably accurate standard for
making comparisons with the base of the present
income tax. In 1982, personal tax liabilities will equal
only about 11 percent of total personal income despite
marginal tax rates ranging from 12 to S0 percent. The
reason for this appar~nt anomaly is that adjusted gross
income (AGI), the income concept appearing in tax
law, will equal only about three-quarters of personal
income. Taxable income, the tax base remaining after
exemptions and deductions are subtracted from AGI,

The AEI Economist / |
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is, in turn, only about three-quarters of AGI, or less
than 60 percent of total personal income.

The gap between the income concepts used for tax
purposes and a concept appropriate for measuring
economic well-being not only is very large, it also varies
greatly among individuals with the same income and
among individuals with different incomes. Of course,
some of the gap between economic income and AGI

“It is littie wonder that people are searching for a better
system. The only surprise is how rapidly the notion of
some sort of flat tax has become popular. A few months
ago the term was seldor used. Now it is the talk of the
country.”

was created in the name of fairness. Legislators
considered it appropriate to deduct things like moving
expenses and alimony payments in computing AGIL.
But other important exclusions were created originally
for administrative convenience, such as the social
security exclusion, and others were created to get
people to do “good” things, such as save for their
retirement. When everything is added up, the link
between any fair concept of income and AGI becomes
quite obscure, and it is understandable that fairness is
no longer considered to be a characteristic of the tax
system.

There are many other important problems. The
design of the current system makes it look as though we
could never make u;» our minds about the desirability
of progressivity. If one looks only at the rate structure.
the system appears to be highly progressive. Rates
extend from 12 percent at low income levels to 50
percent at the top. Generous exemptions and a zero
bracket also add greatly to the progressivity of the
system in the lower haif of the income distribution, and
we even have a small negative income tax for wage-
eamning families with children. The exclusions, tax
shelters, and deductions that riddle the tax systemare,
however, used to a greater degree by the upper-income
groups than by the lower-income groups even though
all have access to some benefits. The net result is that
effective tax rates rise much more slowly with income
than would be expected if one looks only at the rate
structures. This is true on the average, though many
upper-income people pay the tax the rate schedule
suggests.

To some degree this reflects political hypocrisy. We
pretend to have a more progressive system than actu-
ally exists. But it also reflects some ambivalence
toward the notion that income shouid be the main tax
base. Many of the so-called loopholes involve capital
income of one kind or another, and upper-income
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groups receive relatively more of their income from
capital. Special provisions reducing burdens on capital
income would not be called loopholes if consumption
was the main tax base. Many experts think that con-
sumption would, in fact, be a fairer and more efficient
base. Consumption is a better measure of immediate
well-being, and a consumption tax would actasless ofa
deterrent to saving and investment. Our system has
been moving rapidly to exclude more and more capital
income, and one might say that we were moving rapidly
toward a consumption base except that there has been
no significant attempt to tax a higher proportion of the
consumption that is now excluded, for example, that
financed by untaxed transfer payments such as social
security.

The best one can say about the system is that it is a
hodgepodge. What's more, it is an incomprehensible
hodgepodge. Few understand why they bear the exact
tax burden that emerges once they complete their
returns, but they do understand that whatever the
burden, it can be either less or greater than that faced
by others who appear to be of equal economic status.

Where individuals have some choice over the forms
in which they receive income, few actions are taken
without considering the lax consequences. An
enormous amount of creativity is devoted to minimiz-
ing tax burdens, but even in those rare cases in which
fairly well off people avoid taxation altogether, they do
pot avoid being burdened by the tax system. [t costs
money to avoid taxes. The costs go far beyond the fees
paid to lawyers, tax-shelter syndicators, and account-
ants. A tax-avoiding investor must often accept unde-
sirable investments with high risk and low expected
rates of return. No one would contemplate such
investments in the absence of the tax system.

Perhaps the worst result of allowing so much income
to esc.ape taxation is that very high tax rates have to be
applied to the taxabie income that remains. Since
pecple who get most of their income from wages usu-
aily find it difficult to exploit special tax advantages.,
work effort is especiaily discouraged. Some capital
income bears a very high positive tax rate, such as the
return to an investment in stock, which bears both cor-
porate and personal income tax burdens; some bearsa
zero tax rate, such as municipal bonds; and some bears
a negative tax rate, such as the typical tax shelter in oil
drilling or rental housing. As a result, the atlocation of
our capital stock becomes enormously inefficient,

Marginal tax rates not only are high, but now rise
quickly as income rises because the real value of the
width of tax brackets has been allowed to shrink signifi-
cantly over time, as politicians were not willing to ad-
just fully for the inflation of the 1970s. This has intensi-
fied a number of problems that would be less severe
with wider brackets. Our efforts to mitigate each of the
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problems have further complicated the system. A
second earner in the family, for example, is likely to
push the family into much higher marginal tax brack-
ets, and the whole system often imposes a so-called
marriage penalty; that is, married couples pay more
than two single individuals earning the same aggregate
income. We have responded with a new deduction for
two-earner couples. It may be meritorious, but it
greatly complicates tax forms without entirely solving
the problem. The marriage penalty would still exist if
tax brackets were wider, but in most cases it would be
much less severe. The narrow brackets also intensify
the tax penalty on those whose incomes vary from year
to year. We have responded with income averaging,
but the resulting special tax form almost defies human
understanding.

The complexity, the high marginal rates, 2ad the
notion that the system is unfair undoubtedly encour-
ageillegal tax evasion. Many believe evasion is growing
rapidly, Reliable information on the issue is extremely.
difficult to gather, but if those hints of growing evasion
are valid, the implications could be severe. Our system
crucially depends on voluntary compliance. If that
begins to break down, the systern may become un-
stable. Once cheating attains a certain level, the whole
system will quickly become completely unenforce-
able—a situation that now exists in many countries of
the world.

Given the probiems described above and many
others that were not mentioned, it is little wonder that
people are searching for a better system. The only sur-
prise is how rapidly the notion of some sort of flat tax
has become popular. A few months ago the term was
seldom used. Now it is the talk of the country.

Flat Tax Proposais

There are now at least ten legislative proposals related
to the flat rate. As already noted, they vary greatly, and
some are anything but flat. Several of the proposails
leave most of the design details {0 the secretary of the
Treasury, so it is difficult to know what wouid
eventually emerge.

Hardly any proposals coming from the Congress,
academia, or concerned citizens impose an absolutely
fat tax. Even the purest versions generally provide a
generous basic exemplion in order to ease the burden
on low-income groups. Some variants would, however,
be less progressive than today’s tax system, while
others, such as that introduced by Senator Bill Bradley
and Representative Richard A. Gephardt, would have
more than one tax bracket and would more or less
duplicate the effective progressivity of the current sys-
tem. In fact, the Bradlev-Gephardt bill would some-
what increase tax burdens above $60,000 of income.

The purest flat tax proposals allow no deductions
from income. Others, such as the Bradley-Gephardt
bill, retain homeowner and charitable deductions in
order to enhance their political appeal.

One of the most detailed pure proposals was de-
signed by Alvin Rabushka and Robert Hall of Stanford
University. All businesses would be treated alike
whether corporate or noncorporate and would face a 19
percent tax on cash flow. All business costs would te
deductible, including expenditures on investment.
Interest would be considered a return to capital and
would not be deductible. The individual would also
face a 19 percent tax on all compensation for labor
services after deducting a $5,000 exemption for
married couples, $3,000 for singles, and $S600 for each
dependent. Thereceipt of interest, dividends, and capi-
tal gains would not be taxed at the individual level,
since business income was already taxed once. The
complete system is equivalent to a somewhat
progressive wage or compensation tax because of the
ability to expense capital investment. Expensing
makes the before- and after-tax rates of return to capital
equal if tax rates remain constant over the life of the
investment. Every $100 of investment reduces tax
liabilities by $19. In essence government pays 19
percent of the cost of the equipment, but then gets back
19 percent of the return when it levies future taxes. The
investor bears 81 percent of the after-tax cost of the
investment and receives 81 percent of the proceeds.
Pension contributions by the employer or employee
are part of taxable income; tha. is, they are paid out of
after-tax income, but withdrawals from the system and
the return to pension investments are ..t taxed. With
tax rates constant over time, this is equivalent to
allowing the deduction of pension contributions but
then taxing withdrawals when they occur. In both cases

“As Hobbes noted three hundredyears ago, it seems fairer
to tax people on what they withdraw from the common
resources pool, as is roughly measured by their consump-
tion, than to tax them on their contribution to the pool, as
is roughly measyred by their income.”

before- and dfter-tax rates of return to contributions
are equal. Social security would be treated &» thoughiit
was a private pension plan.

The wage or labor compensation tax favored by Hall
and Rabushka is very similar to a consumption tax. In
fact, if all labor income is consumed and all capital
income is saved, wage and consumption taxes are iden-
tical. Although this assumption does not hold exactly,
there are strong tendencies in that direction.

The AEI Economist / 3
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Income versus Consumption as the Tax Base. As
previously noted, a growing number of tax experts
favor basing the tax system on consumption rather
than onincome. As Hobbes noted three hundred years
ago, it seems fairer to tax people on what they withdraw
from the common resources pool, as is roughly mea-
sured by their consumption, than to tax them on

“Most observers believe, however, that if a flat rate system
is to haveany chance of political success, homeownership
deductions must remain. This is unfortunate. It is hard to
think of any good economic reasons for such deductions,
and, .n fact, favoring housing over business investment
greatly distonts the allocation of the nation’s capital
stock.”

their contribution to the pool, as is roughly measured
by their income. A consumption tax would also be
more favorable to savings and investment than an
income tax, and at first sight, it appears to be more
efficient. That is not absolutely certain, however,
because it is not known whether a consumption or an
income tax interferes more with work effort.

Perhaps the most persuasive pragmatic argument for
consumption taxation pertains dving periods of signif-
icant inflation. In the presence of inflation it is virtually
impossible accurately to measure the income from
capital. Interest rates embody inflationary premiums
that do not reflect true income for lenders or appropri-
ate deductions for borrowers because they only
compensate for the erosion in real value of those
debt instruments denominated in money terms. Simi-
larly, inflation erodes the value of depreciation allow-
ances based on original cost and creates false capital
gains on inventories and equity investments. In theory,
these problems can be handled through indexing, but
the resulting tax system wouid be so complex as to be
impractical.

Many worry, however, that consumption taxation
would result in the accumu.stion of great quantities of
wealth by high-income groups. Some, who neverthe-
less favor the consumption tax for pragmatic and effi-
ciency reasons, believe that it should be accompanied
by significant wealth, gift, and inheritance taxes.
Depending on the nature of those taxes, the system
could then become much more complicated and less
conducive to savings and investment.

Although a consumption tax is very similar to a wage
tax in its effects on resource allocation and income dis-
tribution, a consumption tax probably has more appeal
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politically, for it appears to be more equitable. The
Hall-Rabushka labor compensation tax could be e. .y
convertedinto a consumption tax with very few modifi-
cations.

Maritsl Status and Family Size. Since all flat tax
systems involve some type of significant basic exemp-
tion, it is necessary to decide how to treat married
couples, heads of households, singles, and dependents.
Some marriage penalty remains under the Hall-
Rabushka plan because married couples receive a basic
allowance of $5,000 while two single people filing sepa-
rately would each get $3,000. But because all pay the
same low marginal tax rate, the marriage penaity does
not create the same work disincentives for secondary
workers that the current system creates. Under the
Hall-Rabushka variant, married couples could be
allowed to file separately, but then multi-worker
families would pay less tax than single-worker families
wilh the same total income. The problem could be
resolved by setting the single exemptionat one-halfthe
exemption for married couples. With only one tax rate,
single individuals could no longer complain that they
were being badly discriminated against vis-d-vis one-
earner couples. That leaves open the question whether
single heads of households should receive special
status or should be treated like single individuals plus
getting the standard exemption for dependents. Hall
and Rabushka provide a basic allowance for heads of
households only slightly lower than that given married
couples.

The exemption provided for dependents is only
$600 in the Hall-Rabushka system. Because that is
lower than today’s $1,000 exemption, larger families
would bear a somewhat higher relative tax burden than
they now do, all other things being equai. That would
continue the trend that has prevailed since World War
II of treating large families less and less generousiy.
Whether this trend is appropriate is largely a matter of
social values.

Simplicity. The greatest appeal of the flat tax is its
simplicity. The elimination of deductions, exemptions,
and special credits greatly shortens the tax form; makes
taxpayer compliance simpler; and makes it easiertoad-
minister the system. Hall and Rabushka claim that
their tax form would fit on a postcard. All of the laws
governing corporations and capital gains could be
eliminated, and with only a basic allowance and asingle
rate, there would be much less need to worry about
things like averaging and reducing any marriage
penalty that remained.

An income tax variant of the flat tax would, how-
ever, be considerably more complex than the Hall-
Rabushka consumption variant. it would become nec-



essary o define depreciation, inventory profits, and so
forth, which could become very complicated if there
was any attempt to adjust for inflation. With a single,
low tax rate, it would, however, be less important to
accord capital gains special treatment, and that whole
complex body of tax law could be eliminated.
Although a flat tax system would be very much
simpler than our present system, tax lawyers and
accountants would not necessarily become extinct.
There would still be pienty of probiems. It would still
be hard to differentiate between business expenses and
personal consumption. The IRS would still have to
decide how vigorously to pursue compensation paid in-
kind through complex fringe benefit arrangements. It
is crucially important to note, however, that taxpayers
have much less incentive to game the tax system when
they are faced only with a single, low marginal tax rate.

The Degrse of Progressivity. All of the variants of the
flat tax system now being proposed possess some
degree of progressivity. Where there is only one tax
bracket the progressivity comes f{rom the basic allow-
ances and exemptions. Under the Hall-Rabushka ap-
proach, for example, a couple with two children would
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face an average tax rate of 7.2 percent on $10,000 of
wage income, a rate of 13.1 percent at $20,000, and a
rate of 16.6 percent at $50,000. The rate gradually
approaches 19 percent as income rises.

Additional progressivity canbe obtainsd by addinga
surcharge at high income levels or by having several tax
brackets. Today's complex tax rate structure, however,
with a multitude of brackets and rates, is not necessary
to achieve today’s level of progressivity. The U.S.
Treasury’s Blueprints for Basic Tax Reform (1977)
showed that the disributional efforts of today’s tax

“Whatever happens to the rest of the tax system, the
chanitable deduction is likely to remain.”

system could be obtained with basic allowances and
only three very wide tax brackets as opposed to the
twelve brackets now appearing on joint returns. As
already noted, wider brackets greatly reduce the
problems posed by averaging, lumpy capital gains, and
the marriage penalty.

Some element of these problems remains, however,
with more than one tax bracket. Further, with several
brackets it is necessary to ask whether it is worth
indexing the system to eliminate bracket creep. This
question also applies to the basic allowances and
exemptions in a single rate system, but with few
brackets it becomes less important.

And, of course, the presence of several brackets with
higher and higher marginal rates does create additional
work disincentives in both the consumption and
income variants of the system and savings and invest-
ment disincentives in the latter. The question of distri-
bution versus efficiency is as oid as the study of
economics, and I shall not here pursue ail of the scien-
tific and philosophical questions raised in discussions
of this trade-off. Applying the label “flat tax,” however,
to some highly progressive \ariations on the theme
suggests that the Americar psyche is thoroughly
ingrained with some notion o 'progressivity.

Deductions. It seems as inconsistent to discuss deduc-
tions in a flat rate system as it does to discuss progres-
sivity. Most observers believe, however, that if a flat
rate system is to have any chance of political success,
homeownership deductions must remain. This is un-
fortunate. It is hard to'think of any good economic
reasons for such deductions, and, in fact, favoring
housing over business investment greatly distorts the
allocation of the nation’s capital stock. This is true even
under a consumption tax approach since business
capital would face a zero tax while housing gets a nega-
tive tax or tax subsidy.

The AEI Economist | §
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But the politics of the issue are crystal ciear. Qut of
93 million returns filed in 1979, 26 million taxpayers
itemized, and 21 miilion deducted home mortgage
interest. While, at first sight, it may appear that home-
owners using the deduction do not account for a large
portion of the total, many nonitemizers are part-time

“One has 1o be overjoyed that a tax reform as appealing
as a movement toward a flat tax has become a matter of
public debate. . . . if the debate does nothing more than
nudge marginal tax reforms in the directior: of broaden-
ing the tax base and lowering marginai rates, it will have
provided an immensely valuable public service.”

workers with low income. Those who use the deduc-
tion tend to be in the solid middle class, which exer-
cises enormous political clout.

The issue of charitable deductions is harder to
decide on its merits. While retaining this deduction
constitutes a significant departure from the flat rate
concepl, it is generally agreed that charitable activities
should be encouraged and that attempting to do this on
the expenditure side of the budget would leave too
much decision making in the hands of bureaucrats and
politicians. Hence, whatever happens to the rest of the
tax system, the charitable deduction is likety to remain.

Long-run Economic Impacts

Efficiency. Probably enough has been said about
economic efficiency, but it is hard to emphasize the
issue too strongly. High marginal tax rates or the taxes
paid on extrg work effort or savings are destructive of
economic efficiency. Almost anything that can be done
to broaden the tax base and lower those rates will be to
the nation’s benefit. Moreover, it is important that the
taxpayer face the same marginal tax rates on different
types of economic activity. Otherwise, effortis diverted
from activities that are most productive from the point
of view of the nation as a whole. Of course, such distor-
tions have been rationalized in the past by the notion
that private returns do not necessarily reflect the social
worth of activities. | know of no tax expert, however,
who thinks that we have generally done a good job of
identifying activities with positive or negative social
worth, and most would gladly scrap the current system
in order to let private rewards prevail.

Because various investments and occupations are
taxed so differently under the current tax system, a flat
tax approach would involve a vast reallocation of the
nation’s resources. Our current system is so complex
that it is impossible to forecast the characteristics of
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this reallocation with any certainty. This very fact will
make people hesitant to adopt the new system. It is
possible, however, to identify a few industries that
receive especially generous tax incentives and that
would almost certainly lose productive resources
under a flat rate approach. These include oil drilling
and other extractive activities, timber growing, and
rental housing. Ordinary corporate activities that do
not get special advantages should prosper with the
elimination of double taxation. Among the occupa-
tions that would prosper from any reductions in prog-
ressivity are those with variable income and those
that involve tong periods of education but high income
during shortened careers, such as medical speciaities.
People in such occupations tend to be heavy users of
tax shelters, but, as noted earlier, tax shelters are often
costly. High-income groups that receive most of their
income in the form of wages would benefit relative to
high-income capitalists since the latter now find it
easier to avoid taxes.

Distritiution of Income. The proponents of a single
rate flat tax system face a difficult political situation. In
each income class there would be some gainers and
some losers. Those with many deductions would lose,
and those with few deductions would gain. The typical
plan involves tax increases on the majority of the
middle class, though in most cases the increase would
be fairly small. Of the small aumber of-people with
incomes above S$100,000, the vast majority would
receive large tax cuts.

The point is illustrated in figures 1 and 2, which con-
sider joint returns and assume a flat rate of 20 percent
on all AGI with a $5,000 basic allowance and a $600
exemption. Figure 1 considers the $20,000 to $30,000
income class in 1979. The bars illustrate the number of
taxpayers paying different average tax rates. The wide
range of average tax rates among taxpayers in similar
circumstances provides evidence of the inequity
prevalent in our current system, There are 12.7 million
taxpayers in the income class. Fifty-seven percent of
them face an average tax rate of 12 to 15 percent. Ina
flat rate system, over 80 percent would be concentrated
in a similar range between 12.6 and 16.7 percent. The
“typical” flat rate would be 15.3 percent based on
$25,000 of income and 1.5 dependents. Under 1979
law, 80 percent in this class paid less than 15 percent of
their income in taxes. Under a flat tax it would be
highly unusual for a family in this income class tb face
anaverage tax rate less than 12 percent, butunder 1979
law almost 40 percent of families had average rates
below 12 percent. That is, atmost 40 percent would pay
more under the flat tax than they now do. Only 4
percent of the taxpayers paid over the 16.7 percent
maximum tax possible under the flat rate.
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In contrast, figure 2 shows the situation facing those
in the $100,000 to $200,000 income class. There are
only 323,000 returns in this group. Over 90 percent
would have paid more in 1979 than the maximum 19.5
percent possible under a flax rate. Almost 15 percent
paid more than twice the maximum flat rate.

Of course, many who advocate a pure flat rate regard
the progressivity of our current system as immoral and
believe the general taxpayer would accept much less
income redistribution. Moreover, they believe that
efficiency gains would more than compensate the
losers in the middle- and lower-income classes. It has
never been easy to sell this trickle down theory, and it is
oot surprising that the flat rate proposals of moderate
Democrats such as Bradley and Gephardt retain con-
siderable progressivity and further protect the bulk of
the middle class by retaining homeowner deductions.
Nevertheless, I do not believe that one should com-

pletely rule out the possibility that the middle class
would accept some tax increases in return for a much
simpler system and one that treats equals more
equally. Middle class taxpayers might even be con-
vinced that considerable efficiency gains would follow,
although they are undoubtedly too sensible to swallow
the vastly exaggerated claims of the more enthusiastic
supply siders.

Transition Problems

The overnight implementation of any of the flat tax
proposals would seriously shock the economy as well
as many individuals. Many, such as homeowners, have
_been induced to make certzin investments by privi-
leges under existing tax laws; if those privileges, which
often imply negative tax rates, were eliminated, they
would suffer substantial capital losses. Bankruptcies

FIGURE |: AVERAGE TAX RATES
PAID ON JOINT RETURNS, $20,000 TO $30,000 AGI CLaSS, 1979
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FIGURE 2: AVERAGE TAX RATES
PAID ON JOINT RETURNS, $100,000 TO $200,000 AGI CLASS, 1979
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would soar among the iosers. Other investors would
find tax rates lowered considerably, and they would
enjoy substantial gains.

The consumption variant of the flat tax creates other
problems. In the Hall-Rabushka variant, it would be
necessary to decide whether asset sales by businesses
should be included in taxable cash flow even though
they were purchased out of after-tax income under the
old system. Theoretically such sales should not be
taxed, but sales of assets where acquisition was deduc-
tible under the new law should be taxed. Thus, there
should ideally be two classes of assets, and this compli-
cates an otherwise simpie system.

Many other problems would emerge, and I think itis
clear that the new system would have to be phased in
slowly. Phase-in rules are bound to be complex, and
our tax system could become very much more compli-
cated before it becomes simpler.

Conclusion

One has to be overjoyed that a tax reform as appealing
asa movement toward a flat tax has become a matter of

8 / August 1982

public debate. Such tax reform faces formidable poli-
tical opposition from the myriad of special interest
groups that gain from the inordinate complexity of the
present system. Perhaps the strength of that opposition
will be overwhelming, and there is little chance of
major tax reforms in the foreseeabdle future. But if the
debate does nothing more than oudge marginal tax
reforms in the direction ofbmademnz the tax base and
lowering marginal rates, it will have prowded an
immensely valuable public service.

Our tax system, however, has beeome a mess
because politicians wanted to do all things for all
people. There are few of us who do not benefit from one
special provision or another. It may be time to make a
deal. We might all agree to give up our special advan-
tages in the interest of obtaining a more simple, effi-
cient, and equitable system. We know that there will be
net winners and losers, but one advantage of having &
hopelessly complex system is that we are not sure who
they will be. Tax reform might be sold as a giant lottery
that, unlike most lotteries, is clearly a positive sum
game.

.
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STATEMENT OF ROBERT E. HALL, PROFESSOR, DEPARTMENT OF
ECONOMICS, STANFORD UNIVERSITY, STANFORD, CALIF.

Senator LoNG. Next we will hear from Mr. Robert Hall from
Stanford, Department of Economics, Ph. D., and professor, senior
fellow at the Hcover Institution, Stanford, Calif. A very fine orga-
nization.

Mr. HaLL. Thank you, Mr. Chairman.

Alvin Rabushka and I are the authors of what we believe to be
the only fully developed flat tax proposal. We see hundreds of re-
marks to the effect that there are numerous flat tax proposals cir-
culating in Washington, but I think it is fair to say that there are
only two fully developed proposals in circulation today. One is the
Hall-Rabushka plan, and the other is Bradley-Gephardt, which is
fully developed but is not a flat tax, as Senator Bradley would be
the first to tell you.

Senator LoNG. Senator Bradley, did you hear what he said?

[No response.]

Senator LoNG. Say that again. [Laughter.]

Say it again.

* Mr. HaLL. In my mind, there are two well-developed tax reform
proposals circulating in Washington. One is the Hall-Rabushka
plan and the other is tbke Bradley-Gephardt. The Bradley-Gephardt,
although it is fully developed, is not a flat tax.

Senator BRaDLEY. That’s right. [Laughter.]

Mr. HaLL. The statement that I have submitted gives extensive
details about the proposal, and I will not attempt to summarize
them. I have circulated our two tax forms, each on a post card—the
business tax form and the individual compensation tax. Those by
themselves explain a lot about the system. I have many extra
copies here.

The thing I would like to stress about the structure of our tax
reform proposal is that it gives attention to the business side of
taxation, as well as to the personal side. In other words, we have
proposed replacing the personal income tax with a flat marginal
rate, a progressive tax, but one which has only a single marginal
rate, a marginal rate of 19 percent. That replaces the personal
income tax. But we also take care of the very severe problems of
taxation that exist today in the area of business taxation.

The combined tax rate of the corporate income tax and the per-
sonal income tax can be 60 or 65 percent under the current system,
and we regard that as the single largest defect of the current tax
system.

Senator LoNG. Could I just interrupt you here for a moment?

Mr. HaLL. Sure.

Senator LoNGg. And I will let you have more time at the end to
make up for it. You have got a well-written statement, and I
haven’t done justice to it. I am going to take it off and study it
carefully before we vote on this matter. But during the recess, 1
will have an opportunity to do justice to all these statements that
have been made, including these three witnesses, which is one good
reason why now and then we ought to have a little time off to
think rather than to just be under constant pressure like we are up
here where we can’t do justice to some of these things.
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But you have one as gross revenue from sales. Two is a liable
cost. Now that would just appear as one line. But doesn’t that
entail a great deal of paperwork to arrive at that figure? In other
words, just because they are on a post card-sized thing—but don’t
you have to do a lot of paperwork to arrive at allowable cost?

Mr. HaLL. Businesses, in all circumstances, have to maintain ac-
counting records which would include information like the gross
revenue from sales. There is no suggestion that businesses can sur-
vive without accounting.

Senator LoNG. I don’t want to brag about the fact that I have to
file a complicated tax return and get audited every year. I don’t
want to brag about that. I'm not particularly proud of it or happy
about it. But it seems to me as though when I take the forms—
even what I mail in now. What I am mailing in, the Government
part, looks about like what I am holding up here. Let’s say about 8
or 10 pages. But the tax return looks like that and many more. A
whole big pile of paper. All kind of stuff. And all kind of work that
I don’t do. Most of it, I have people do for me, but it costs me good
money to do all that. And I think that is true of most people. Now
is that going to be eliminated? For example, that one item there—a
liable cost. Doesn’t that entail a great deal of bookkeeping to arrive
at that figure?

Mr. HaLL. It certainly does. And as I say, the only tax rate that
would eliminate the Government’s interest in accounting would be
a zero tax rate. As soon as we try to collect any revenue from busi-
nesses, then businesses have to be required to maintain accounts.
And it is quite true that each line of the business tax return is the
summation of information that appears in the accounting records.
That’s inescapable in any tax system.

But I would stress that computing something like the gross reve-
nue from sales is a very simple computation. It is simply adding up
some unambiguous numbers that come from the accounting record.
It’s nowhere near as complex, for example, as the computation of
depreciation, which is a requirement of the current tax system.
You will notice that there are no depreciation accounts required on
form 2. Rather, there is a single very appropriate investment in-
centive; namely, the immediate deduction of investments. So
there’s a great deal of simplification even though, as you say, the
fact that businesses file a post card is the tip of the iceberg as far
as what records they have to maintain.

Now what I would like to do in my remaining time is just to
cover a few specific points about the flat tax. In particular, the ac-
counts that 1 have heard of these hearings have suggested that
there has been a great deal of criticism and very little support for
the flat tax.

Now in the first place, ] think one of the key issues that has
been discussed is the question of the relative treatment of higher
income and middie-income taxpayers.

Let me start by being very clear that any flat-tax proposal, in
particular the Hall-Rabushka proposal, results in a reduction of
taxation for successful Americans. Anyway you do that arithmetic,
the conclusion emerges that putting a 19-percent tax rate on
higher income families gives them relief from the much higher tax
rate that they are paying today.

11-3850 - 83 - 4
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Now the question in evaluating flat tax is whether the set of eco-
nomic effects that go with the relief of taxation of successful
Americans is something we like or something we don’t like. My
fundamental belief is that the revitalization of the American econo-
my, which is something that we all stand for, will almost inevitably
have to be led by successful Americans. And that the treatment of
success in this country is something that we are going to have to
rethink. And that the heavy penalty on success that the tax system
imposes today is just too much. It is causing successful people to
divert their attention from what they really should be doing, which
is starting new businesses, cranking up new ideas, by the extreme-
ly heavy tax that we put on those activities.

As I say, a representative tax rate for somebody who has a good
idea, starts a corporation and finally cashes in, under the current
tax system, is something like 60 or 65 percent. On the other hand,
the tax system today subsidizes tax shelter activities. No wonder
you find so many successful people or people who could be success-
ful moving into tax shelters rather than putting their energy into
places where it would be economically more justified.

Another point is housing. The analysis that appears in the paper,
I hope, will convince you that there is no threat to housing from
the elimination of mortgage deductions. The elimination of interest
deductions, as a general matter, will lower interest rates by more
than enough to offset the effect of the loss of deductions. There is
no threat whatsoever from the flat tax of the type we have pro-
posed to the housing industry.

Finally, the treatment of the poor is revealed, I think, by most
calculations not to be a problem under our type of proposal. The
distributional consequences are the middle class versus upper
income. All tax systems embody progressive treatment of the poor.
And that’s certainly true of ours. We do not ask the poor to pay
taxes. There is a generous personal allowance in our proposal
which insures that at the lower end of the income distribution we
are doing justice to the concept of progressivity.

Well, my impression is that Washington is giving a cool recep-
tion to the flat tax. But that's not true of the rest of the Nation. I
think it's significant that I am one of the few witnesses here who is
not part of the Washington establishment, and I see the flat tax
from a very different point of view from the people in this town. In
the Nation as a whole, people are disgusted with the existing tax
system. And they are ready to start over. And they don’t take a
narrow, self-interested view of tax reform. They are interested in
what is good for the Nation, and not just preserving the advantages
that they get from some existing provision of the tax system. So I
would encourage this committee not to take a narrow review of tax
reform, but rather to consider the possibility of starting over.

Senator LoNG. Thank you.
¢ l[lThe] prepared statements of Robert E. Hall and Alvin Rabushka

ollow:
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Despite recent progress in lowering rates, the
American tax system remains a disgrace, in dire need of
simplification and reform. It is inordinately lengthy,
filling volumes of tax codes, complicated by hundreds of
credits, exemptions, and special! provisions. Many
taxpayers require expensive professional help to fill out
their tax returns correctly. Each act of the Congress
further complicates the system. Political promises of real
simplificati‘on and reform of the tax system remain
unfulfilled.

The tax system consists chiefly of the personal income
tax, the corpotéte income tax, and the payroll tax for
social security. The personal income tax has steeply
progressive rates, rising to a maximum margina}. rate of 50
percent under the new tax law. The income base to which
these progressive rates are applied has steadily eroded
over the years through a wide v—ariety of exclusions,
deductions, and exemptions to the point where it now
constitutes no more than half of total national income,
The personal income tax discourages savings. Income is
first taxed when earned and again when savings earn
interest. Even worse, the returns to savings put into the
corporate sector are taxed twice, once as corporate
profits, and again at the household level when dividends
are paid. A growing chorus of criticism contends that the

current system attenuates individual incentives to work,
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save and invest. For many taxpayers, saving a dollar in
taxes is worth twice as much as earning another dollar in
income,

Prior to the twentieth century, federal revenues,
comprising abcut 3 percent of GNP, were largely collected
from customs duties. With the acdoption of the Sixteenth
Amendment in 1913 and the payroll tax in the 1930s, federal
revenues have grown to consume Zé vercent of GNP,
Escalating inflation in the 1970s pushed growing numbers of
taxpayers into high tax brackets that twenty years ago were
_meant only for the very rich, Costly side effects have
begun to surface,

Scholarly research, along with 1Internal Revenue
Service repoEts, reveals widespread evidence of tax evasion
on interest, dividend, and cther forms of household or
professional income. Tax shelters are now a commonplace
feature of the financial landscape. Estimates of the
underground economy range from several tens of billions to
several hundred billion dollars. In the eighteenth
century, customs duties exceeding 100 percent made England
into a nation of smugglers. Today, marginal tax rates of
50 percent from the personal income tax, 46 percent from
the corporate tax, and 14 percent from the payroll tax are
converting Americans into tax avolders and channeling their
investments into tax shelters, The current system fosters
contempt for the law, simultaneously discouraging

productive economic activity.
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Why is it so difficult to reform the tax system? Most
scholars, lawmakers and practitioners routinely claim that
it 1is politically infeasible to simplify and reform
radically the tax system. Talk of simplification is a sign
.of unrealism. Congress wouid, it is alleged, never abolish
the exemptions and deductions for mortgage interest
payments, charitable c¢ontributions, excess medical care
costs, or remove the many benefits and credits ehjoyed by
low-income households and a bevy of special interest
groups. The American demand for justice means that the
rich should pay higher taxes. As a result of these
beliefs, changes in the tax code are invariably incremental
and represent slight modifications to the corporate or
personal income tax.

We sense growing interest 1in the public and in
Congress for drastic reform in the tax system, As a
contribution to the debate and discussion on this important

_subject, we propose a simple income tax based on low
marginal rates to replace the entire current system of
separate tax rate schedules on corporate and individual
income. The new tax would be a low, flat rate applied to
all taxpayers, excluding the very poor, and to all types of
income. It would be applied to a much larger tax base than
the present system, thus generating similar amounts of
revenie as the current high-rate system with its exemptions
and deductions. The simple flat rate would end "bracket

creep,” which is caused by inflation pushing people into



51

higher and higher tax brackets, It would largely minimize
the penalty current law imposes on two-earner households
("the marriage penalty”). It would be stable, predictable,
and cease further proliferation of a variety of tax credits
used to attain social goals. Most important, it would
restore the incentives to work, save and invest, thereby
promoting growth and higher standards of living.

Our proposal does not include reform of the social
security payroll tax and the retirement Dbenefits it
finances, though reform 1is 1long overdue, The social
security tax cannot be discussed separately from benefits,
and we would be taken too ‘ar frem our basic subject of tax
reform to go into the massive changes in sccial security

needed to put the system on a sound footing.
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Basic Principles of the Simple Income Tax

The simple income tax rests on four basic principles:

1. All income should be taxed only once, as close as
possible to its source, ‘

2. All” types of income should be taxed at the same
low rate.

3. The poorest households should pay no income tax.

4. Tax returns for both households aﬁd businesses
should be simple enough to fit on a postcard or

one page.

We propose the replacement of the existing corporate
and personal income taxes with a business tax and a
compensation tax. The business tax includes the earnings
of corporations, unincorporated businesses, farms,
professionals, and rental income,. The business tax does
not permit a deduction for interest payments, dividends, or
other payments to the owners of the business, As a result,
all income that individuals receive from business activity
has already been taxed, and should not be taxed again. The
same holds for capital gains, The business tax is like a
withholding tax; it means that the tax authorities do not

have to track down all the interest, dividends, capital



53

gains, and other business income received by the public,
Compensation is the only element of household income not
taxed under the business tax. We therefore propose a new
compensation tax to replace the  present personal income
tax. The new compensation tax would have a set of personal
allowances to insure that the poorest families pay no
compensation tax.

Under our existing laws, tax rates can ke as high as
56 pé}cent for compensation and 80 éercent for business
income, because income is taxed first under the corporate
tax and again under the personal tax. To collect the same
amount of revenue that the present system generates,
assuming the same flows of income as occur today, the
simple tax s;stem would require a standard rate of only 19

percent,
The Business Tax

The new business tax would rationalize the present
hodge-podge of federal tax provisions for business income.
It would reduce the high marginal rates currently paid on
some types of income from capital. By eliminating interest
deductions, it would also end the subsidies embodied in
current tax shelters. A uniform rate of 19 percent would
replace the current range of tax rates that stretch from
actual subsidy of highly leveraged tax shelters with large

interest deductions to rates as high as 80 percent imposad
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on income earned by corporate stockholders,

The new business tax applies equally to all forms of
" business--corporate, partnership, professional, farm, and
rentals and royaltifs. The base for the tax 1is gross
revenue less purchases of goods and services and
compensation paid to employees. In addition, a capitél
recovery allowance is deducted for investment in plant and
equipment. No deductions for depreciation, interest, or
payments to owners are permitted. However, the
self-employed may pay themselves salary in any amount they
choose, provided they report it on the compensation tax
form,

The business tax return would fit easily on a single
page, even fo.r a multibillion dollar corporation. Here is

what it would look like:

HALL-RABUSHKA SIMPLIFIED FLAT RATE TAX FORM
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business may receive from its ownership of other businesses
(provided these businesses file their own tax returns) or
from its ownership of securities, These earnings have
already been taxed in other businesses. Gross revenue does
inclyde sales of used plant and equipment. Businesses are
not required to maintain inventory or depreciation accounts
for.tax purposes.

In place of the hodge~podge of investment incentives in
the current tax system, we  propose the use of
straightforward first-year writeoff of all ©business
investment, both in new and used plant and equipment,
First-year capital recovery is a great simplification over
the complicated depreciation deductions and inve;tment
credits in pgesent tax law. It also eliminates the present
problem that depreciation based on historical cost is not
rapid enough to offset the effects of inflation. The
first-year system avoids all distortions of inflation.

In 1981, the net revenue of U.S. business was $1179
billion. Under the new business tax, capital recovery
allowances would have .been $349 billion, leaving net
taxable business income at $830 billion. A tax rate of 19
percent would have yielded $158 billion, nearly triple the
revenue from the actual corporate income tax in 1981 of $57
billion. The extra revenue, despite the much lower tax
rate, comes from (1) the much wider tax base, including
unincorporated business, and (2) taxing business income at

its source.
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Under the simple tax system, all business income Would
be taxed only once, at fts source. Househdld receipts of
interest, dividends, and capital gains would be after-tax
income. Though wealthy households might receive large
amounts of these types of income, it 1is important to
understand that the taxes on this income have already been
paid. The recipient household itself should not pay any
more tax on business income. Taxing business income at its
source has an important practical benefit. Under the
present personal income tax, large amounts of interest and
dividend income escape taxation through outright evasion
and tax avoidance, Apparently people find it easy to
overlook these types of income when filling out personal
income tax returns. Under our tusiness tax, the only way
dividends, interest, and other earnings of capital could
escape taxation would be for the business to fail to file a
tax return, which is easier to detect and punish.

Capital gains on rental property, plant, and equipment
are taxed under the business tax. The purchase ovrice is
deducted at the time of purchase, and the sale price is
taxed at the time of the sale, These provisions are most
important for real estate, where they will eliminate the
current abuses in which low capital gains tax rates create
an incentive for artificial turnover of pzo?erty. Every
owner of rental real estate would be required to fill out
the simple business tax return.

Capital gains in the overall value of a successful firm
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are also taxed under the new business tax and should not be
taxed again at the household level. To see this point,
consider the case of the common stock of a c&rporation.
The value of its stock in the market is the capitalization
of its future earnings, Because the owners of the stock
receive the earnings after the corporation has paid the
business tax, that tax depresses the stock”s market value,
When the market learns that future earnings are likely to
be higher than previously thought, the stock rises in wvalue
and its owners receive capital gains. When the high
earnings materialize in the future, they will Dbe
correspondingly taxed. To tax the imme&iate capital gains
of the stock would be double taxation. Thus with
comprehensivé taxation of business income at the source,
capital gains should be. excluded from taxation at the
household level.

In order to impose the appropriate tax on banks and
certain other types of business, it {s necessary to
separate the value of the service the bank provides to its
customers from the interest the bank pays to the customer.
Today, most banks net one against the other, so the
customer gets free services in exchange for lending the
bank funds at zero or below-market interest rates. Because
the business tax is Imposed on the value of the product
sold by a business (the services provided by a bank, for
example), but does not allow a deduction for interest paid

out, it would not be permissable for a bank to report the
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net receipts from its customers as its sales. Instead, it
must add in the difference between the interest its pays
its depositors and the full market interest rate thef could
earn elsewhere., As a general matter, businesses would not
be permitted to borrow from their customers and pretend
that the value of sales was only the net charge after
deducting interest--this violates the basic principle that
interest payments are never deductible. Businesses like
banks could continue to caf:y on their relations with their
customers in any way they chose, but for tax purposes, the
full value of their services would be reported as their
sales,

One other potential source of abuse of the business tax
would need to be monitored--the conversion of business
assets to personal use, There is nothing new about this
problem--under today”s income tax, one can buy a car for
business purposes at the end of the year, take the
investment credit, and then convert the car to personal use
at the beginning of the next vyear. Under the groposed
business tax, conversion to personal use would be counted
as a sale, and the market value of the asset would be
included in the revenue of the firm. Auditors would check
that the assets on the books of the firm were actually used
by the firm and not for the personal use of the owners.

First-year writeoff of investment would create large tax
losses in the startup years for almost all businesses and
occasional large tax losses even for established businesses

when they made significant investments. The business tax
provides unilimited carry-forward of tax losses so that
they reduce taxes in future, profitable years. Further,
the balances carried forward earn interest at the market

rate,
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The Compensation Tax

Most income in the United States is compensation for
work. We propose that compensation be taxed at the level
of the individual or married couple. Compensation is
defined as cash wages, salaries and pensions received by
workers from employers. Pension contributions and other
fringe benefits paid by employers are not counted as part
of compensation.

To limit the tax burden of poor families, we propose a
set of personal allowances, Taxes wot 3 be 19 percent of
compensation in excess of personal allowances. The

proposed allowances for 1982 are

Married Couple $6200
Single’ 3800
Single head of household 5600
Each dependent 750

L .
Except for the personal allowances, no deductions of any

kind would be permitted, including interest deductions..
The tax return for the compensation tax would fit on a

postcard. It would look like this:
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In 1981, wages, salaries, and private pensions were
about $1503 billion. We estimate that personal allowances
in 1981 would have been $431 billion, leaving taxable
compensation of $1022 billion. At a rate of 19 percent,
tax revenues would have been $194 billion. By comparison,
the personal income tax in 1981 yielded about $289 billion.
The required revenue from the compensation tax is less than
from the personal income tax it replaces because the
business tax covers part of the tax base of the current
personal tax. The reasons that a loé rate of 19 percent
yields revenue reasonably close to that obtained from the
current tax system are: (1) the business tax includes
currently untaxed fringes in its base, {(2) the current
income tax fails to tax fully dividends, interest, and
other forms of business income because of widespread
evasion_andlavoidance, and (3) the current tax allows a
number of deductions not included in our proposal, the most

important of which is the deduction of state and local

taxes.

HALL-RABUSHKA SIMPLIFIED FLAT-RATE TAX FORM

Form 1 individual Compensation Tax 1982

2 - 0 900 Metrey

PR Sonat 1 w0 oA N

o o cn S e 20 e VoS 0CCUDADOn -
| ' -

1 Compersadon as reported by empioyss
2 Guner wage income, mcwnqpmnompudc-mctrybymployu
3 Total compensation (ine T plusine 2} .
4 Personal aiowance . .....
{a) (] $8200 for married filing pmm/
{b) (3 $3800 for singie . ..
(C)Bmlaynqlthe.ddhowﬂ\old .
S Numoomloopmamm not Including spouse
8 Personal (hne 5 muitiphed by $750)
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9 Tax(19%o0fline8) ... ......
10 Tax withheid by empioyer P .
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International Aspects of the Simple Tax

We favor the straightforward principle that the U.S. tax
applies only to the dcmestic operations of all businesses,
whether of domestic, foreign, or mixed ownership. Only the
revenue from sales of prcducts sold within the U.S. plus
the value of products as they are exported is to be
reported on the top line of the business tax form. Only
the costs of labor, materials, and other inputs purchased
in the U.S. or imported to the U.S. are allowable on the
second line as deductions for the business tax. Physical
presence in the U.S. is the simple rule that determines
whether a pu;chase or sale is included in taxable revenue
or allowable cost.

To see how the business tax would apply to foreign
trade, consider first an importer selling its wares within
the U.S. 1Its costs would include the actual amount it paid
for its imports, valued as they entered the U.S.--this
would generally be the actual amount paid for them in the
country of their origin, 1Its revenue would be the actual
receipts it obtained from sales in the U.S. Second,
consider an exporter selling products to foreigners
produced in the U.S5. Its costs are all of the inputs and
compensation paid in the U.S., and its revenue {is the
amount received from sales to foreigners, provided that the

firm did not add to the product after it departed the U.S.

11-385 0 - 83 - 5
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Third, éonsider a firm that sent parts to Mexico for
assembly, and brought back the final product for sale in
the U.S. The value of the parts as they left the U.S.
would count as part of the revenue of the firm, and the
value of the assembled product as it entered the U.S. would
be an expense. The firm would not be allowed to deduct the
costs of its Mexican assembly plant,

Under the principle of taxing only domestic activities,
the U.S, tax system would mesh neatly with the tax systems
of our major trading partners. If every nation used the
simple tax and followed the ©principle, all income
throughout the world would be taxed once and only once.
Because the principle is already in use in the many nations
with value added taxes, it makes sense for the U.S. to
adopt it as well.

By the same principle, the compensation tax applies to
the earnings of everyone working within the U.S., whether
or not they are Americans, but does not apply to the
foreign earnings of Americans.

Choices about the international location of businesses
and employment are influenced by differences in tax rates.
The U.S., with the low marginal rate of 19 percent, would
be much the most attractive location among ﬁajor industrial
nations from the point of view of taxation. Although the
simple tax does not tax the overseas earnings off American
workers and businesses, there is no reason to fear a mass
exodus of economic activity. Oon the contrary, the
favorable tax climate in the U.S. would draw {n new _

business from everywhere in the world.
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Balancing the Budget with a siiple Tax

If federal spending can be held to the level proposed by
the President in his budget for the 1983 fiscal year, or if
any increases can ke financed by user fees or earmarked
taxes, then the 19 percent tax rate would balance the
budget by 1985,

Even“if spending is at the high level projected in the
Congressional Budget Office”s baseline budget, a t;x rate
of 19 percent would bring the federal deficit down to $75
billion by 1987.

Under the President”s spending proposals, the tax rates
necessary to balance the budget starting in FY 83 would be
21 percent in that year, 20 percent in 1934, and 19 percent
in 1985.

Under the higher CBO baseline spending projections, the
tax rates necessary to balance the budget would be 23
percent in 1983 and 1984, 22 percent in 1985, 2! percent in
1986, and 20 percent in 1987.

Immediate adoption of the simple tax would bring
moderate deficits during the current recession, but would
commit the nation to a balanced budget within three years,
ptovided spending is kept at reasonable levels, _

The base for the simple tax is gross national product
less indirect business taxes and investment, In arriving

at the conclusions just stated, we used projections of GNP

—~
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from the President”s budget and from the CBO. We
approximated the base as 79 percent of GNP, based on
detailed calculations for 1980.

The simple tax allows each taxpaying individual or
_family to deduct a personal allowance. These allowances
are indexed according to the cost of 1living from the
proposals for 1981, The total allowance for a husband,
wife, and two children in 1983 would be $8355.

Our estimates of total allowances were derived from our
estimate for 1981 by assuming one percent annual growth in
the number of taxpayers and rates of increase of the cost
of living from the President’s budget and from the CBO
baseline projections.

The simpfe tax replaces the personal and corporate
taxes, but not the rest of the federal tax system (of which
the social security payroll tax is by far the most
important part). Our computations take a projection of
total federal spending less a projection of revenue from
the other taxes. If the simple tax yields exactly this
amount of revenue, it would just balance the budget.

The computations take account of the influence of past
deficits on current spending through the interest on the
national debt. We used the projections of the Treasury
bill interest rate underlying the Presidgnt’s budget and
the CBO projections in order to track the effect of a
reduced national debt on interest expense.

We do not attempt to take account of the influence of tax
reform on total economic Activity and the corresponding
augmentation of federal revenue, though we think these
efferts could be substantial.

Details of the Ffuture budgetary implications of the

simple tax appear in Appendix 2.
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The Future of the Economy under the Simple Income Tax

At the outset, the simple income tax, with common flat
rates of 19 pefcent on business income and compensation,
would rafsg revenue egqual to about 12 percent of GNP, the
same as the current combination of corporate and personal
income taxes. The personal allowances under our proposed
tax system are raised from year to year in line with
inflation, which would tend to hold its revenue constant as
a fraction of GNP (the new law provides for this kind of
indexation starting in 1985).

The switch from the current corporate and personal
income taxes>to the simple income tax would have some mild
transitional effects on the U.S., economy. 8riefly, the
elimination of depreciation deductions for business would
be costly to the owners of existing plant and equipment,
but this would be largely offset by the reduction in the
taxation of the earnings of capital assets. We do not
think any special compensation is necessary for the loss.

Adoption of the simple tax would lower interest rates.
Rates would fall immediately because investors would
require a lower rate of interest when they were no longer
paying tax on the interest. In the medium run, the
investment boom set off by the more favorable tax treatment
of capital formation might bring interest rates partway

back to their earlier level. In the long run, interest
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rates would decline as capital accumulation proceeded.
Prices of bonds would rise as scon as the tax was
announced. None of these effects would be large, and none
seems to cail for any corrective action by the government.
Compared to the gigantic capital 1losses inflicted on
bondholders by inflation and rising taxes over the past
decade, and the corresponding capital gains accruing to
homeowners over the same period, neither of which has been
offset by any government policy, the effects of the simple
tax in the opposite direction are mild.

Though our system will stabilize revenue as a fraction
: Sf GNP, it will probably produce more revenue than the
government nee&s to maintain existing programs, Low
marginai tax rates will draw economic activities from the
underground economy into the formal marke:, where they are
recorded as part of GNP. Businesses and individuals will
spend less time worrying about the tax consequences of
their actions and will concentrate instead on earning
higher incomes. On these grounds, we believe that the
revenue needs of the federal government could be met with
tax rates as low as 16 or 17 percent, rather Ehan the 1§
percent needed to reproduce current revenue at current
levels of GNP.

Over the postwar period, cute in marginal tax rates have
coincided with episodes of vigorous economic growth and
reduced inflation in the United States. Moreover, those

nations with lower marginal tax rates have achieved the
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highest economic growth over the past decade. The -QIOWH‘I'
stimulated by tax ref®rm 1is not only’ favorable for the
increased income {t would bring to the American public, but
it would also moderate and eventu;lly eliminate the federal
budget deficit. R .

The benefits of tax reform are not purely economic. The
complexities of the federal tax system foster contempt for
government and make petty criminals out of a large fraction
of the population, A simplified tax with low marginal
rates would help restore confidence in government and would

support the basic honesty of the American people.
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Appendix 1. Income flows and tax yields

Following are the relevant nuﬁbets from the U.S. National Income
and Product Accounts for 1981. All data are in billions of
current dollars. '

Gross domestic productl 2868
Federal indirect business tax? 57
Imputed items3 . 129
Wages, salaries, and pensions4 1503
Investment5 349
Taxable business income® 830
Revenue from the business tax at 19% 158
Taxable compé}:sation7 1022
Revenue from compensation tax at 19% 194
Total tax revenue 352
Actual personal income tax8 289
Actual corporate income tax? 57 -
Total actual tax revenue : 348

Notes: —

1Economic Report of the President, January 1982, Table B-8

2gRp, Table B-76

3Survey of Current Business, "National Income and Procduct
Accounts, 1976-1979," Special Supplement, July 1981, Table 8.8,
p. 77 -

4BRP, Table B~21 plus our estimate of private pensions

SBusiness investment is estimated as total investment in
equipment, nonresidential structures, and farm investment, plus
20 percent of investment in residential structures, ERP, Table
B-15. The remaining 80 percent of residential structures are
owner-occupied and not deductible under the business tax.

6G:oss domestic product less federal indirect business taxes,
wages, salaries and pensions, imputed items, and investment

7Wages, salaries, and pensions less ‘personal allowances

8Estimated as 75 percent of the revenue for fiscal year 1981 and
25 percent of the revenue for fiscal year 1982, ERP, Table B-19

9same 2s personal income tax,
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Appendix 2. Revenue and deficit projections

Table 1 presents our computations hased on the economic
assumptions and spending proposals in the President’s February
budget,

Table 1

81 82 83 84 85

GNP 2922 3159 3522 3881 4257
Tax base 2314 2502 2789 3074 3372
Allowances 481 535 580 620 655
Tax. inc. 1833 1967 2210 2454 2717
Tx.inc.,FY 1790 1933 2149 2393 2651
Rev, P&C tax 347 345 370 407 450
Rate, sm rv 19.4 17.8 17.2 17.0 17.0
Rate, 0 def 21.2 20.0 19.0
Rev, at 19% 408 455 S04
Def. at 19% 58 99 51 29 8

The first four lines compute the level of taxable income on a
calendar year basis. The fifth line gives taxable income on a
fiscal year basis. When divided into an estimate of required
revenue, taxable income gives the necessary tax rate under the
simple tax.

The next llne,‘labeled "Rev, P&C tax", gives the
administration’s estimates of the revenue from the personal and

corporate income taxes, including the effects of ERTA and the
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modifications proposed by the President in February. The line
below, labeled "Rate, sm rv," gives the rate under the simple
tax necessary to yield the same revenue as the personal and
corporate income taxes. Mote that the rate declines from
around 19 percent in 1981 to 17 percent in later years, as the
major personal tax reductions of 1982 and 1983 go into effect,

The next line, labeled "Rate, 0 def,” gives the simple tax
rate necessary to eliminate the deficit starting in FY 1983,
Though this rate starts above 21 percent, it falls to 19
percent by 1985. Again, these computations take account of the
favorable effect on interest costs of lower deficits in earlier
years. )

The last line shows the projected size of the federal
deficit if ihe simple tax were adopted starting‘in FY 83 at a
constant rate of 19 percent. The deficit is manageable in all
years and essentlially disappears in 1985.

Table 2 presents similar computations for the CBO’s baseline

budget projections,
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Table 2

81 82 83 84 85 86 87

GNP 2922 3140 3515 3882 4259 4659 5083
Tax base 2314 2487 2784 3075 3373 3690 4026
Allowances 481 535 S8 627 676 725 777
Tax. inc. 1833 1952 2203 2448 2697 2964 3249
Tx.inc.,FY 1790 1922 2140 2387 2A35 2897 3178
Rev., P&C tax 347 350 354 378 407 431 469
Rate, sm rv 19.4 18.2 16.5 15.8 15.4 14.9 14.8
Rate, 0 def 23.4 22.5 21,7 20.9 20.2
Def. at 19% 10£ 102 97 87 75

The format of this table is the same as that of Table 1, except
that it covers two additional years. The Administration and
the CBO are projecting GNP at about therame level through
1985, though the Adminstration foresees higher levels of real
growth and lower rates of inflation. Allowances grow more
rapidly under the CBO proj:ction as a consequence,

The simple tax rates necessary to raise the same revenue as
the personal and corporate income taxes fall to even lower
levels--below 15 percent-~under the CBO“s assumptions, because
the Administration®s revenue enhancements are not included in

the baseline. On the other hand, the tax rate necessary to



2

balance the budget starting in FY 83, shown in the next-to-last
line in the table, is about a point higher because the CBO
projects significantly higher federal spending than does the
Administration,

The last line of Table 2 shows that with higher spending and
weaker real growth, the simple tax at a fixed rate of 19
percent does not eliminate the federal deficit even by 1987.
However, it does bring it well below $100 billion, as against

the CBO“s projection of nearly $250 billion.

Sources

Budget of the United States Government, FPiscal Year 1983,

February 1982

Congressional Budget Uffice, Baseline Budget Projections for

Fiscal Years 1983-1987, A Report to the Senate and House

Committees on the Budget--Part II, February 1982
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Questions and Answers About the Simple Tax

’

We have spent a good deal of time presentinqlthe simple
flat tax and answering questions about it on radio talk
shows, before professional and lay audiences, and
testifying before Congress. In this section, we have
assembled a number of the questions that have recurred in
those discussions together with our answers. Many aspects
of the simple flat tax are perhaps best explaired in the

question-and-answer form.
Deductions

Q: What about charitable deductions?

A: No charitable deductions would be allowed under the
simple income tax. We do not believe that current tax
incentives are a major part of the motivation to make
contributions to community, religious, and other
organizations who qualify for deductions at present. A
large volume of contributions are made by people who cannot
deduct the contributions because they do not itemize
deductions. Deductibility of contributions is widely
abused by wealthy taxpayers to avoid taxes, On net, you

will save more by blocking the tax-avoiding tricks of the
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wealthy than you will lose from the elimination of tax
deductions from your own contributions. There 1is 1little
merit {n public subsidy for organizations whose success in
raising funds depends on tax decductibility réther than the

iatrinsic merit of their activities,

Q: What would happen to the restaurant industry? .

A: Though business meals are an important element of the
restaurant industry, there is no reason to expect that the
simple tax would reduce restaurant patronage. Neither the
existing tax system nor the simple tax gives business an
incentive to spend money at restaurants rather than
anywhere else., All reasonable business expenses, including
restaurant m;als, are deductible under either tax system.
A limited amount of restaurant spending may arise from
abuse of the current system by providing untaxed income to
employees. This problem would be alleviated under a tax
system with lower marginal rates. On the other hand, as
the new tax system brings gusinesses out of the underground
economy and into the market, texed economy,» spending at
restaurants will be slightly increased. Neither effect
should be large. The restaurant {ndustry also stands to
gain from the incentive effects of lower taxation of many

of its employees.

Q: shouldn“t the tax system provide some relief to

families with high medical costs?
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A: Virtually the entire U.S. population is now covered by
medical {nsurance, Medicare, or medical benefits through
welfare, The medical deduction under the current personal
income tax 1is a source of many abuses, including the
deduction of swimming pools and other home improvements as
medical expenses. Few families would suffer, and 'the
overwhelming majority would gain, by closing off this

source of abuse.

Q: Why is there no deduction for moving costs in the
simple tax? )

A: Moving costs are only one of hundreds of costs incurred
by taxpayers in order to earn an income. It is incon-
sistent to permit deduction of moving costs when costs of
commuting, purchase of special clothing, and other employ-
ment costs cannot be deducted. Many moves are undertaken
for reasons unrelated to earning a higher income and so
should not escape taxation. The deduction for moving
expenses is one of a number of tax provisions abused by a
small minority of taxpayers at the expense of the great

majority. It should be eliminated.

Q: I am a salaried employee. How would I treat unreim-
bursed business expenses? There is no room for this
deduction on the simple individual compensation tax form,

A: Deduction of so-called business expenses of salaried

employees is a major loophole in the current tax system.
1
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It is widely abused to subsidize summer trave) for
teachers, trips to conventions, and other activities for
which special incentives are inappropriate. Genuine
business expenses ought to be borne by employers, in which

case they are deductible under the business tax.

Q: The current income tax grants deductions for certain
adoption expenses. Do you want children to remain orphans
to save a few dollars in government revenue?

A: Deduction of adoption expenses is a good example of a
well-intentioned complication of the tax system with little
practical impact, Lower-income families can’t take the
deduction in many cases, and even if they could, it would
have little impottance because their marginal tax rates are
not very high, All the benef@ts of the deduction go to
prosperous families who do not need help from the
government, By adding slightly to the financial attraction
of adoption, the government only further increases the

demand for adoptable babies, which already far exceeds the

supply.

Housing

Q: What would happen to the housing market as a result of
ending the deduction for mortage Iinterest?

A: The simple tax would end the deduction for interest of

all kinds, not just mortgage interest, It would not
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discriminate against housing. Rowever, improvements in the
taxation of business investment would tend to draw wealth
out of housing and into plant and equipment, which might
reduce housing values temporarily. The effect would not be
more thanm a few percent, and would last only for the
duration of the investment boom set off by the new tax
system, In the longer run, the outlook for housing values
would be improved as overall economic activity increased in

response to the tax.

Q: How would the flat tax affect the savings and loans,
who are in so much trouble today?

A: Like all owners of long-term debt, savings and loans
would receive a benefit from the lower interest rates
brought by the flat tax. The market value of their
mortgages would rise as interest rates fell, improving
their currently depressed net worth., Because tl'? interest
the savings and loans would pay on their borrowing would

fall, their operating deficits would decline.

Q: Why shouldn”t we tax the capital gain from the sale of
a house?

A: These capital gains are rarely taxed under the current
system, because of the rollover provision, forgiveness of
capital gains for the elderly, and the stepping up of the
basis for capital gains at the time of inheritance. We

believe that the taxation of housing is properly ceded to

11-385 0 - 83 - 6
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local ggvernments under the federal system, Local property
taxes capture part of the value of the services of a house.
A capital gain occurs when the market valuation of the
services rises, These gains arise from after-tax income,
just as capital gains from the ownership of business arise
from after-tax income. Hence taxation of capital gains

would amount to double taxation.

Q: The only way I can afford my house today is the large
tax deduction I get for the interest on my mortgage. Won’t
I have to sell my house if I can no longer take the
deduction?

A: Don“t overlook the benefits you will receive from a
much lower t;x rate, Suppose you and your husband earn
$50,000 per year and pay $18,000 in mortgage interest.
Your tax in 1981 would be $11,553, after taking account of
the large deduction for interest. Under the simple tax,
you would not be able to take the deduction--your tax would
be 19 percent of $55,000, or $10,450. You come out more
than a thousand dollars ahead, even though you can no
longer take the deduction, If you could afford your house
before, you can cegtainly afford it now. However, if you
have been extremely aggressive 1in taking advantage of
interest deductions, so you are paying little tax in spite
of a large income, you will come out behind with the simple

tax.
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Q: I plan to install solar heating in my house and know
the currzent tax law offers a credit for this energy
conservation investment, Will I stitll receive this tax
credit under the simple tax? If not, won’t this discourage
conservation and make us wasteful of energy?

A: Like all the complications of the existing tax system,
the residential energy credit would disappear with the
advent of the simple flat tax, The energy credit makes
little economic sense--it puts the taxpayers money into
elaborate installations which are at or below the margin of
economic efficiency. Wwith all forms of energy except
natural gas already decontrolled, and gas decontrol on the
way in the later 19808, homeowners face the right
incentives for solar energy investments without any special

tax gimmicks,

Q: Since your plan removes the tax incentives now offered
for preservation of historic structures, won“t this
accelecrate the destruction of many buildings that belong to
our national heritage and should be saved for- future
generations to enjoy?

A: For every genuinely important historical building saved
by the tax incentives, dozens or perhaps even hundreds of”
buildings are subsidized that are not important or would be
kept by their owners anyway. Accelerated depreciation for
historical structures is a terribly inefficient way to

accomplish the goal of preservation--most of its effect is
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to create yet another tax shelter. Direct appropriation of
local government funds for saving individual buildings is

far superior as a social policy for preservation.

Q: Doesn”t the simple tax encourage speculation in land by
granting first-year writeoff for land purchases?

A: The sellers of land have to count their proceeds as
taxable income; this offsets the deduction granted to the
purchaser, Prices of undeveloped nonresidential land may
rise a little, but with a 19 percent tax rate, this effect
should be very small. Land transactions are included in
the simple tax because it is very difficult to separate the
value of land from the value of buildings on it,

Intergovernmental relations

Q: How would local governments be affected by the change
in the taxation of bonds?

A: Local governments derive a small advantage from the
tax-free status of their bonds and the taxation of all
competing bonds in the current system. Under the simple
tax, local government bonds would remain untaxed, but all
other bonds would also provide tax-free interest, hecause
the earnings of business would be taxed at the source,
The immediate impact of the simple tax would lower the
borrowing costs of other borrowers to the levels paid by

" local governments, In the ensuing 1investment boom, as
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interest rates rose, local borrowing costs would gradually
rise. The slightly adverse effect on local governments
would be confined to a few years, and would not be large.
In the longer run, local governments would face no higher
interest rates and would benefit in many other ways from

the improved performance of the U.S. economy.

Q: What about such other taxes as state, county, excise,
and sales taxes? What would happen to them under the
simple income tax?

Ar Although we would prefer that other government units
besides the federal government switch to taxes based on the
same principle as the simple income tax, we have limited
our proposal to federal action. The only important
implication of our proposal for other taxes is the
elimination of the deduction £for other taxes under the
federal personal income tax. Because this deduction 1is
impoctant only for higher-income -families, who benefit
enormously from lower marginal tax rates, we do not believe
that the elimination of deduction will have any harmful

effects,

Q: How would the ‘simple income tax affect state taxes
where the tax returns are linked to the federal tax system?
A: Because the new federal taxes would raise approximately
the same revenue as the old taxes, a state that retained

the linkage would continue to receive about the same
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revenue as well., __

Q: How does the simple tax treat government? Are state
and local activities taxed? Does the federal government
tax itself?

A: State and local governments pay no taxes themselves,
but their employees pay the compensation tax on their
wages, salaries, and pensions. Similarly, the federal
government does not tax itself, but its employees pay the

compensation tax.

Retirement —

Q: How are existing IRA and Keough retirement accounts
treated under the simple tax?

A: IRA and Keough accounts have provided benefits to a
limited fraction of taxpayers of the same type that the
simple tax would provide to all taxpayers. Under the
simple tax, they would be treated exactly as under the
current system, except that the tax rate would usually be
much lower. When the accounts begin to pay retirement
benefits, those benefits would be taxed as compensation,
It would no longer be necﬁssa:y to impose a minimum age for
the payment of benefits. Holders of IRA and Keough
accounts could elect_ to liquidate their accounts at any
time, and pay the compensation tax at that time. For the

future, IRA and Keough accounts would not be necessary,
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because the taxation of interest income at the business
rather than the personal level would make any form of
savings have the same advantage as IRAS and Keoughs have

today.

Q: Interest on the savings in my life insurance policy is
excluded from current taxation under today”s 1law. What
will happen to the life insurance industry and the value of
my insurance when taxation of all interest is eliminated?
A: As far as you are concerned, the tax benefits you are
enjoying will continue-~there will be no taxes on the
interest you are earning. Furthermore, when your insurance
pays off, you will not have to pay income tax on the
interesé component, as you do under current law. As far as
the 1industry {8 concerned, taxation of its interest
earnings and deduction of its‘interest payments will end.
~ Only its actual insurance premiums will count as income,
not the saving that goes with some types of insurance, and
only its payoff for death and other insured events will

count as business expenses, -

Business and The Rich

Q: Isn’t the simple tax a windfall to the rich?

A: Taxation of families with high incomes and few
deductions would be dramatically reduced under the simple

tax. On the other hand, taxes paid by those who take
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advantage of the almost unlimited scope for reduc;ng or
postponing taxes through tax shelters and other gimmicks
will rise a great deal, The simple tax would be a windfall
to the hard workers and a 1loss to those who have

concentrated on avoiding tax.

Q: Is the simple tax progressive? .

A: The simple tax is progressive in the sense that
families with higher incomes pay a larger fraction of their
incomes in taxes., Families with incomes below the personal
allowance level pay no tax at all. The proportion of
income paid in tax rises to close to 19 percent for the

highest income. Proportions of income paid as tax are

Income Tax
10,000 4.4 8
) 15,000 9.2
20,000 11.7
30,000 14.1
40,000 15.2
50,000 16.1

Q: Does business pay its fair share of taxes urder the simple
tax? -

A: Only people pay taxes, The simple tax {s designed so that
income from business sources is taxed at the same rate as income
from employment, Under the curcent system, some business income

{s taxed at excessive rates because of the double taxation of
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corporate dividends., Other business income is lightly taxed or
even subsidized through tax shelters.

Q: 1Isn’t éhe tax unfair because rich pcople can live off interest
and capital gains income and thereby pay no taxes?

A: Not at all. In effect, the simple tax puts the equivalent of
a withholding tax on interest and capital gains. The business tax
applies to business income before it is paid out as intucest, or
{f it is retained in the business and generates capital gains for
stockholders, The interest, dividends, and capital gains received
by the rich have already been taxed under the business tax. The
rich cannot escape the tax.

Q: Won“t part of the tax on capital be shifted onto consumers in
the form of higher prices rather thun being paid by the owners of
the capital? Isn“t this unfair relative to the compensation tax,
which will not be shifted?

A: Yes, There is a fundamental difference between capital, which
is a produced input, and labor, which is a primary, unproduced
input to the economy. Because it permits first-year writeoff of
investment, the simple tax puts no tax on the marginal addition to
capital-~the tax benefit of the writeoff in the first year just
counterbalances the taxes that will be paid from its oroductivity
in the future. For this reason, the tax is not actually shifted
forward. On the other hand, all of the growth in the revenue from
the simple tax comes from growth in the size and real incomes of

workers. It is 6ot an issue of equity but rather of economic
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reality that all taxés bear fundamentally on labor income. The
simple tax embodies the right incentives for people to save labor
income to form capital,

Q: Isn“t it wunfair not to tax capital gains received by
individuals? )

A: Capital gains are taxed under the simple tax, Capital gains
from the sale of a busiiess property--an office or an apartment
cuilding, or a house held for investment purposes--would be taxed
under the business tax, which treats the proceeds from the sale of
plant, equipment, and buildings as taxable income for the
business. Capital gains on stocks, bonds, and other financial
instruments arise from the capitalization of after-tax income; it
would be dousle taxation to tax the capital gain as well., Capital
gains on owner-occupied houses arise from the capitalization of
rental values which are heavily taxed by state and local
governments; again, it would be double taxation for the federal

government to tax the capital gain as well,

Q: Why does the simple tax collect the business tax from the firm
and the compensation tax from the worker? Wouldn’t it be more
conslstent- to collect both from the fi{rm or both from the
individual? -

A: The nation’s experience in trying to collect income taxes on
interest and dividends from individuals has been dismal. One zf
the huge advantages of the flat-rate simple tax is that {t pe:mité

airtight collection of taxes on business {income at the source,



87

where eaforcement 1is easiest. On the other hand, requiring
individuals to fill out the compensation form is necessary to
provide the benefits of the personal allowance to each taxpayer.
The tax withholding system already in opération would be adapted
to permit the collection of most of the compensation tax from the
employer, so that taxpayers would not be faced with a large single

tax payment at the end of the year.
The Business Tax

Q: What would happen to the unus~d depreciation deductions from
capita} investments made under the old tax system?

A: These deductions would simply be lost. In the first place,
much lower tax rates make the deductions much less
important--reduced taxation of the earnings of capital completely
offsets the decline in the value of the deductions because of
lower tax rates. In the second place, the existing combination of
an investmeng credit taken at the time oé‘purchase and accelerated
depreciation for tax purposes means that most plant and equipment
has already received most of the tax benerits; eliminating the
remaining depreciation would not impose an important burden on
business. R

Q: I“m a travelling salesman. I earn commissions and pay my own
travel expenses. I do not receive a salary, Row would I fill out
the simple tax? ‘
A: All self-employed individuals will file the business tax form,



- 88

where they can deduct business expenses, In order to take
advantage of the personal allowance, you will want to pay yourself
a salary of at least, say, $6200 if you are married. Report this
amount along with your wife’s earnings on your compensation tax
forn. In this way, ycu will be able to deduct your legitimate

business expenses and receive the personal al;ouance.

Q: Please explain how the current system taxes income twice,
Isn“t income income no matter whft its source?

A: Income is an individual’s command over resources. Only people
have income. The income of a corporation is just the income of
its owners, the stockholders. The current tax system sometimes
taxes the same income twice, once when the corporation receives it
and again when it is pald as dividends to the stockholders. - The
combined tax rate on the stockholder’s income 1is almost
confiscatory, even though the two separate taxes are at rates of

around 50 percent,

Q: How are tax losses for individuals and businesses tresz-ed?

A: Remember that the self-employed £ill out the business tax form
just as a large corporation does, Business losses can be carcied
forward without limit to offset future profits., There is no such
thing as a tax loss under the compensation tax. You can’t reduce

your compensation tax by generating business losses,

Q: Would a company going bankrupt get a tax refund in proportion
to its loss?
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A: No. The simple tax would never make payments to taxpayers.
However, a bankrupt company could be acquired by another firm,

which would assume the tax loss,

Q: Some companies pay so much interest today that requiring them
to pay the business tax (which does not permit the deduction of
interest) would make them operate at a loss., 1Is this appropriate?
A: This 1is an aspect of the transition to the simple tax.
Corporations and homeowners with large amounts of debt will
suffer, just as those with large holdings of bonds or mortgages
will gain. For two reasons, the problem will not be too serious,
First, the dramatic reduction in the tax rate to 19 percent will
more than offset the increase in taxes from the loss of interest
deductions . in most cases. Second, most corporate debt can be
called and reissued at lower rates as soon as the simple tax goes
into effect.

Q: If a firm plowed‘-back all  of its income into plant and
equipment, and hence paid no business tax, couldn’t the firm
increase i;s value forever without paying taxes? Wouldn’t the
stockholders receive the capitalized value of the firm as untaxed
capital gains?

At Sooner or later, the firm will run out of sufficlently
profitable opportunities and will start paying out its income to
{ts owners instead of plowing it all back., If the market didn’t
believe this, the stock would have no value, because the

stockholders would not believe that they were ever going to get
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anything. The market will always know that the tax will be
imposed on any returns earned by the stockholders, so the market
value of the firm will always be the capitalized wvalue after

taxes.

Q: Won’t businesses constantly buy ané sell equipment in order to
take advantage of the immediate writeoff?

"A: There is nothing to be gained from extra purchases and sales.
The proceeds of a sale of equipment must te reported as income,
and offset the tax benefits of a subsequent purchase.

Q: How are individuals taxed on their rental activities? Is
rental income part of individual compensation or business income?
Would individuals have to file both tusiness and individual tax
forms if they had both kinds of income?

A: Renting is Qefinitely a business activity and would call for a
business tax form., Rental receipts are taxed as business income,
but purchase of a rental unit qualifies for first-vear writeoff,
Because there are no complicated depreciation computations, very
71itt1e effort would be required to fill out the business tax form

for a rental unit,

Q: - If a company provides its employees with subsidized 1lunches,
physicai exercise facilities, company cars, and the like, how are
these treated under the simple tax?

Az Fringe benefits carnot be deducted as expenses under the

business tax. Of the firm’s expenditures for the purpose of
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attracting and keeping workers, only those pald directly to the
worker and reported for the .purposes of the individual

compensation tax are deductible for the company.

Q: As an investor, I currently find that percentage depletion is
better than cost depletion for my oil wells. What will happen to
depletion under the simple flat tax?

A: Depletion will disaprear as a special complication of the tax
law, Instead, first-year writeoff will apply to all purchases of

oil proverty and all development costs.

0: I am involved in a highly leveraged investment company. Won“t
my company and others like it be forced out of business by the
simple tax because we won“t be able to deduct interest expenses
any more?

A: It is true that you will no longer be able to deduct interest
expenses. But it is 1likely that your borrowing is linked to
market interest cates. If so, the decline in interest rates upon
the adoption of the simple tax will offset the loss of the
deduction. Also, don’t forget thaé the income from your company
will be taxed at only 19 percent. Try filling out the business
tax return to see what will happen to your total tax payment.

6: Does the simple tax cover the fringe benefits of government
and non-profit organizations?

At Yes, They are required to file the busineus return in a

parcicular way that exempts all of their income except what is

-
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paid to their employees as fringes. 1In this way, the simple tax
avoids a distortion in favor of government and non-profit
activities which would arise {f they alone could pay untaxed

fringes,

Q: How will the simple tax affect the value of the U.S. dollar in
the foreign exchange market?

A: The tax treatment of imports and exports of goods and services
will be essentially‘the same under the simple tax as under the
existing income tax, so there will be no change in the value of
the dollar on that account. The lower {nterest rates that will
accompany tax reform may bring a temporary decline in the value of
the dollar, which will stimklate U.S. exports and discourage

imports.
The Compensation Tax  —~

Q: With the current {ncome tax, my fringe benefits aren”t taxed.
Your simple tax doesn”t tax fringes either, but it does not permit
my employer to deduct them, What will happen to my fringe
benefits under the simple tax?

A: Your fringe benefits are one of the features that atftacted
you to your Jjob, and your employer will not want to cut them
without compensating you in some other way. The simple tax
eliminates the distortion toward fringe benefits created by the
present income tax, So you can expect that your employer will

offer you reduced fringes in exchange for higher pay, which you



can use to buy the benefits yourself or for any other purpose,

Q: My teenage daughter has taken a part-time job and will earn
abcut $1000 this vyear, Can she use the personal allowance of
$3800 to avoi? paying tax? Will I lose my dependent’s allowance
of $750 for her?

A: All taxpayers are entitled to the personal allowance,
including your daughter. You will retain the dependent’s
allowance as long as you provide more than half her total support

over the vear.

Q: As a memher of the armed forces, 1 get to exclude certain
benefits and allowances from my pay for tax purposes, What will
happen under the simple tax?

A: The benefits you receive in kind--for example, military
housing~~are not taxed under the individual compensation tax.
Just like a private employer, the Defense Department will have to
pay the Treasur; a business éax on the value of those benefits,
Your cash benefits will be taxed under the individual compensation
tax. The government will have to make a modest increase {n these
benefits in order to offset the 19 percent tax yvou will have to

start paying on them.

Q: I am an American citizen and now enjoy a $75,000 exclusion for
income earned abroad. How will this income be treated under the
simple flat tax?

A: All income earned from work performed abroad, or from

11-385 0 - 83 - 7°
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enterprises located abroad, is excluded from the simple tax, Such

income will be taxed by the country where you earn it,

Q: The simple flat tax eliminates the credit for child and
dependent care expenses. Won't this force peoole to stay heme io
take care of their children and elcderly dependents, thereby
incéeasing their dependence on welfare, reduce their participation
in the labor fcrce, and cost more monev to the government that it
would save from its elimination?

A: Like many of the complications in the tax system, the child
care credit falls to focus its benefits in an area of particular
social need. In effect, it lowers the taxes of a significant
‘raction of all taxpayers~~-families with two earners and one or
more childzeﬁ. It is available at all income levels. Higher tax
rates are required to finance this lowering of the amount of
taxes, Features like the child care credit are artithetical to
the flat-tax philosophy, which favors a broad tax with the locwest
tax rate, We think that the special problems of helping poor
families with child care and other responsibilities should be
attacked specifically within the welfare system, not with the
scatter gqun of the tax system, The simple £flat tax provides

plenty of revenue for a generous welfare program.

Q: Isn”t it unfair to start taxing workman”s compensation?
A: Workman”s compensation makes payments to replace wages when a
worker is disabled on the job. The wages themselves would have

been taxed, so it stands to reason that the replacement should be
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taxed. Failing to tax workman“s compensation would create an
inappropriate incentive for workers to remain off the job after a

period of disability.

Q: Why does the simple tax eliminate the extra exemptions for the
blind and the elderly? What makes you want to lay higher taxes on
these two especially unfortunate groups in our society?

A: Many of the elderly and a few of the blind are quite well off.
It raises everybody”s tax rate inappropriately to provide extra
exemptions to every elderly and blind individual., Tt makes sense
to concentrate policies with respect to the incomes of the elderly
in the social security system~--the value of the current extra
exemption s trivial compared to the social security benefits
received by the typical older person. For the blind, efforts

should be concentrated in welfare agencies, not in the tax system,
Non-profit Organizations

Q: How does the simple tax treat non-profit organizations 1like
cooperati#és that pay dividends? -

A: They are exempt from the business tax, but their employees
must pay the‘individual compensation tax. As under present law,
their dividends are untaxed. _Note that non-p;ofit organizations
cannot benefit from the investment incentive of first-year

writeoff either,

Q: What about non-business entities such as trusts, estates, or
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charitable organizations including churches and schools?
A: Any actual business owned by one of these entities must file
the business ta{‘ﬁoraiu>ggeir employees must pay the individual
compensation tax. Otherwise, they are not taxed. Note that a
conventional personal trust, which holds stocks and bonds, deals

entirely in after-tax income and there is no reason for the tax

system to pay attention to it,

Inheritance

Q:  What about the inheritance tax?

A: We do not believe that an inheritance tax is necessary under a

system with watertight comprehensive taxation of income.

Q: Wouldn“t it be a good :idea to broaden the tax base by

including gifts, life insurance proceeds, inheritances, and so

forth?
A: No. The base for the simple tax is carefully chosen to
provide the most efficient economic {ncentives. Further

broadening to the listed items would be double taxation, Gifts
represent the transfer of income that has already been taxed and
there is no reason to tax it again. Life insurance proceeds are a
mixture of interest earnings, which have already been taxed by the
business tax, and return of premiums, which again were paid from
income already taxed. Inheritances are just a special form of

gifts, -



Economic and social benefits

Q: How will the simple tax change the spending and savings
patterns of individuals and businesses?

A The improved, uniform investment and savings incentive
provided by universal first-year writeoff will channel capital
into its most productive uses. Equalization of tax rates across
taxpayers will prevent the widespread abuse of tax shelters which
divert savings from their efficient destinations. Dramatic
reductions in marginal tax rates will stimulate investment and
work effort, and draw activities out of the underground economy

and into the more efficlient market economy.

Q: Bow much time and money will we save by having to fill out
only the two postcard returns i{n place of form 1040 and all its
schedules?

A: The Treasury estimates that businesses and the puilic spend
over 600 million hours filling out returns; almost all of this
would be eliminated by the simple tax. At a conservative value of

$6 per hour, that 600 million hours is worth $3.6 billion.

Q: It sounds like the simple flat tax is just a clever ploy to
raise taxes on the ailready overburdened American taxpayer. Aren’t
we actually better off with the present system, with all its
defects? )

A: It is true that many people”’s taxes will rise a little right

after the tax reform. But quickly everyone will benefit from the
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increased economy activity that will accompany a dramatic
improvement in the incentives facing the most «critical
varticipants in our econcmy. Within seven years, we foresee a
nine percent increase in real incomes on account of the simple
tax, almost double its immediate tax increase for any income

group.

Q: How will the simple tax help the American econoay to grow?

A: The most obvious and best-documented effect comes from
workers” response to improved incentives. with lower *ax rates,
the take-home pay from extra work--longer hours, more weeks per
year, or a second job--will rise, For the most productive and
highly-paid workers, taxed today at rates up to 50 percent, the
improvement in work incentives will be especially dJdramatic when
their tax rate falls to 19 percent, More subtle, but equally
important sources of growth will come from the vast improvement in
the incentives for entrepreneurial activity. Today’s tax system
puts tax rates as high as 60 or even 70 percent on the rewards to
succescful innovation, thanks to the cascading of the corporate
and personal income taxes. With the taxes rationalized by the new
business tax, at the low rate of 19 percent, bright people will be
attracted to innovation and away from the tax-sheltered activities
favored by the current tax system, Finally, the simple tax
provides strenger incentives for capital formation, an important

source of growth in the longer run.
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Senator LoNnGg. Thank you very much, gentlemen, for some very
useful statements. We go under the early bird rule here, so since I
was the first one here, I will ask the first question.

Mr. Pechman, we had Mr. Harris, who is a good pollster, here
yesterday. He provided us with some useful information about
what the Harris Poll shows on taxes. Let me ask you this question:
If you just asked the question to the average American out there—
{'ust a rank and file of middle-income people—if you said something

ike this: There are many ways a flat tax could be levied. Would
you favor a flat tax if it meant that your taxes would be substan-
tially increased?

Mr. PEcHmAaN. Well, the answer would be no.

Senator Lonc. That would be my reaction because my impres-
sion about tax simplification is that most people are all for tax sim-
plification unless they find they are going to pay more. When they
find they are going to pay more, that’s the end of it.

Now let me ask you this. Do you have available to you or has it
been made available to you one of those Treasury studies that we
were getting for several years that showed on several different
bases, such as expanded income, how much taxes people in various
groups are paying?

Mr. PEcHMAN. Yes, I've seen those studies. And, in fact, the
tables that I appended to my statement provide the same type of
data. They give you what an expanded income tax ban would yield
in terms of revenue with various tax rates.

Senator LoNG. Right. We had Mr. Weidenbaum before our com-
mittee a couple of years ago. And then he came a year later as the
chairman of economic advisors. And he made the statement at that
time that the very affluent, those over $200,000, were paying 42
percent of the expanded income in income taxes. Now if that was
the case, then I would think in this next year when you get this
top rate down from 50 to 70 and you get the capital gains rate from
28 down to 20, it looks to me like those people should be paying
about 30 percent of their expanded income in income taxes.

gfllr.spx-:CHMAN. Your arithmetic is almost right. If you look at my
table 8—-—

Senator LonG. Table 8. Let me find it.

Mr. PecHMAN. This is an estimate of the distribution of the effec-
tive rates of tax paid in each income class in 1984, after the
Reagan tax cuts go into effect. As you can see, the top effective
rate is for incomes between $500,000 and $1 million. It's 26 percent
of an expanded AGI. In the class above that, it's 23 percent.

Senator LoNGg. Well, according to this—and this would surprise
people. Now if this is correct, I think we ought to put an ad on tele-
vision or something and tell the people about this. According to
this—and I take it that you get these figures from the Treasury.
This is from the Treasury studies?

Mr. PecHMAN. This is from a file provided to us by the Treasury
which we ran through a corputer. Yes.

Senator LoNG. Well, I think we ought to try to get this and see if
this is correct because according to this, the people who make a
million dollars and over on the average are paying less to us in
ipcome taxes than the people who are making $500,000 to $1 mil-

ion.
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Mr. PecuMaN. That is correct. That is largely as a result of the
fact that people with over a million dollars have a very, very high
percentage of their income in capital gains, which are subject to a
maximum rate of 20 percent. That overwhelms the ordinary tax
rates. But you are entirely right. It’s slightly regressive at the top.

Senator LonGg. Now I know some of those people. And I am proud
to know them. Those people have good manners. They eat on tables
that have tablecloths on them and all that. They are very nice
people. I like to know people like that. Some of them can even con-
tribute to campaigns. [Laughter.]

Mr. PEcHMAN. Or to the Brookings Institution. [Laughter.]

Senator LoNG. But according to this—and I am not sure you are
right. I think we ought to study that and see—those making over a
million dollars are paying 23.1 percent of their expanded income in
income taxes.

Mr. PeEciMaN. That is correct, sir.

Senator LoNG. It seems to me as though they aren’t hurting. 1
don’t know what the hell they would be kicking about if that is all
they are paying. Maybe they are spoiled.

Mr. PEcHMAN. Well, I agree with you. What this table shows is
that, when you take into account the exclusions and deductions
under present law, we have a very mildly progressive tax. It is not
a punitive tax at all.

Senator LoNGg. Well, my thought is that in order to arrive at that
conclusion, to arrive at that point—where they are only paying 23
percent of their expanded income in taxes—they probably have to
do some things that are not necessarily in the national interest.
And maybe we ought to change the laws in that respect. So I don't
see where those people have any great claim on a tax cut, especial-
ly those that are paying even less than that because this is an
average.

I see we have a response over here from Mr. Penner.

Mr. PenNNER. I would like to comment on that, Mr. Chairman. I
don’t want them to shed tears over those having over a million dol-
lars a year in income, but I think it should be pointed out that
those people only get their tax bills down that far by accepting
some rather large costs. That is to say if you want to engage in tax
shelters and so on, you very often have to buy investments with
low rates of return relative to rather enormous risks. So that while
some of those people may escape the tax system in the sense that
they don’t pay any money to the Treasury, and that’s bad, they
don’t escape the effects of the tax system. It costs them a lot of
money to avoid paying taxes to the Treasury.

Senator Long. I don’t think you ought to say that they don’t pay
any taxes because if you know anybody making a million dollars
and not paying us anything, I wish you would just give me his
name. And I will ask that they pull tax returns because we have
been working hard to see to it that that number is reduced to a
minimum. That they invested in tax-exempt bonds, State and local
bonds. But in the record they pay something because they get less
interest that way than they would if they hadn’t invested in those.

Mr. PENNER. That’s my point exactly. And a flat tax would
change all that.
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Senator LoNG. I guess I am just stating a philosophical difference
here. I have been on both sides. I know what it is to make a little
income and I know what it is to make a lot of income. I've been on
both sides of that fence. And I, for the life of me, don’t know why
somebody who has the good fortune to make a hell of a lot of
income—a million dollars worth—shouldn’t be willing to pay us
more than a 10 percent tax. Do you?

Mr. PENNER. | have no problem with that kind of tax rate. I just
wish it would apply to all of the pecple who were making a million.
While you are quite correct that the changes in the tax laws great-
ly reduce the people who getting away with paying no tax at all,
the real problem with our system is, if you look at those people
over a million dollars, you will see an enormous variety of tax
rates paid by them, as you will in any other income class.

Senator LoNG. And I can support the simplification. I can sup-
port something that makes it more attractive for a person to make
a wise investment in the national interest, and an unwise invest-
ment. Some of these phony tax shelters I don’t agree with, but
there are also a lot of provisions in the.law that makes them make
investments that are very good for us. Some are very much criti-
cized. But as bad as we need energy, I think you are serving the
Nation when you drill an oilwell or a gas well. And I feel sorry for
the poor soul that lost every nickel he put into one of those things.
I've had that experience.

But, likewise, when you build a new plant or equipment, that
gives you somc tax advantages, too, doesn't it?

Mr. PENNER. Most certainly.

Senator LoNGg. Well, I have trespassed long enough, but I do
think that I ought to invite Mr. Hall to comment on what has been
said here because I have had a shot at all of you.

Mr. HaLL. Let me just make one brief remark on that point. The
numbers that we have been discussing don’t bear on the issue of
incentives at all. Suppose that I had a good idea and I took the
project to one of your million dollar individuals and made a simple
investment proposal. That individual would be taxed, personally, at
the 50 percent rate. Even though he is paying, say, 10 percent tax,
any increments to his income would be taxed at 50 percent.

And, furthermore, a gocd idea embodied in a corporation would
be taxed as well at the 46 percent corporate rate. So that the disin-
centives to investments that appear in our tax system today are
not revealed by this type of calculation. And they are very, very
severe.
~ Focusing just on the distributional consequences of taxes, I think,

is a very serious mistake. If we can revitalize the economy by im-
proving the incentives, it makes everybody better off. Even if that
makes the million dollar taxpayer get a larger than proportional .
share, it seems to me it's a step ahead. And we ought to pursue
such improvements in the system even thoufh they tend dispropor-
tionatfg()i' to help people who are already well off because they help
everybody.

Senator LonG. Now let me just invite you three witnesses—as far
as that is concerned, I would be willing to invite all the witnesses
that are e(foing to appear today—after you have heard what has
transpired here, and you are like a lot of all good witnesses who
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have done a lot of study on the subject, you will find some things
that were not said that you think ought to be said. And I would
like to invite all of you to send a rejoinder to add whatever you
would like to add to the record because 1 think all three of you
have really studied the matter, and you have a useful contribution
to make. I think the committee would benefit from it.

Senator LoNG. Senator Bradley was the next one.

Senator BraprLeEy. Thank you, Mr. Chairman. Let me say to Mr.
Hall that I am glad that you have very clearly separated the flat
tax advocates who support the Hall-Rabushka plan, from the fair
tax advocates of the Bradley-Gephardt. I think one thing these
hearings will do is precisely that—separate the two.

I would like to try to get a little better understanding of what
your plan really is. There are a number of things that have been
asserted. You’ve asserted them. I've read them in other places. And
I would just like to get a sense of just what your plan is for the
committee’s benefit. When you say you tax income only once, what
does that mean? .

Mr. HaLL. That refers to the problem that exists in the current
tax system of the taxation of corporate income where income is
taxed first in the corporation. And then when it is paid out as divi-
dends or capital gains, it’s taxed again at the individual level. The
effective rate of taxation for an investment say in a new firm—
someone has a good idea and creates a firm based on that idea and
then has to pay taxes on that—the tax rate on that income, as I
say, can be, with a compounding of the two tax systems, as high as
65 percent.

Many, many economists have pushed the idea of integrating the
two tax systems—corporate and personal—so that taxation occurs
only once. Now we have figured out how to do that in a way that
solves some other problems in the tax system as well. Essentially
what we have is the taxation of all business income, corporate and
noncorporate, at the source. That is, at the business. Then when it
is paid from the business to the owner of the business, it's after-tax
income. That, incidentally, solves another major problem in the tax
system which is a lot of business income is simply not reported. It
is illegally evaded because of the fact that it is supposed to be
taxed at the individual level. A large business can have millions of
owners. And each one is supposed to report the dividends, for ex-
ample. According to the IRS, something like 20 percent of divi-
dends are simply not reported. That’s why Congress finally enacted
a withholding tax provision this year. But it’s very minor.

In essence, our proposal is an airtight withholding system. It
says there is going to be only one tax on this income, %ut that tax
is going to be paid in a way, as I said, that is completely airtight.

nator BRADLEY. So you are saying that the corporation would
pagla 19 percent tax essentially.
r. HaLL. That's right.

Senator BRADLEY. But all the profits of the corporate sector,
except the profits that are not reinvested, would be subject to that
tax? Is that the idea?

Mr. HaLL. Well, “profit”’ is not quite the right word because we
tax interest and dividends. Norma%l&,, firms are allowed to deduct
interest before they compute profit. We tax both interest and what
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is now called profit. But then, of course, we also allow first write-
off investment incentives.

Senator BrRapLEy. Well, what I am getting at is that we had a
couple of witnesses earlier in these hearings say that what they
were for was a tax where if you spent the money, you paid a tax on
that. But if you didn’t spend it, if you saved it or reinvested it or
whatever, you wouldn’t pay a tax on that. Now we call that a con-
sumption tax.

Mr. HawL. Right.

Senator BRADLEY. What is the difference between that tax and
the one that you have advocated?

Mr. HaLL. None at all.

S;anator BrapLey. None. So you are advocating a consumption
tax?

Mr. HaLr. That's right, but we are careful not to label it as a
consumption tax because there has been so much misunderstand-
ing of the problems of a consumption tax.

Senator BRapLEY. But that’s what it is. I know you don’t label it
that, but that’s what it is. LT

Mr. HaLL. That’s correct. It has exactly the same incentives as a
consumption tax. Certainly.

Senator BRapLEY. What's the difference between that tax and a
19 percent sales tax?

Mr. HaLL. Only the progressivity. The problem with doing it as a
sales tax is——

Senator BRapLEY. What if we said we had a 19-percent sales tax,
but then we would give some exemptions for families with kids?

Mr. HaLL. Well, as a sales tax, that’s not practical. How would
you excuse people from, say, the first $8,000 of their purchases?

Senator BrRapLEY. Well, how do you know who is eligible for the
rebate?

Mr. HaLL. This is a very significant problem because there are
many, many people physically present in the United States at any
one time who would not be eligible for a rebate. And it’s very diffi-
cult to find people lining up who are——

Senator BrapLEY. Well, let’s look at it like we are designing the
ideal tax system. Right? Or you are designing the ideal tax system.

Mr. HaLL. Which credit?

Scelznator BrabpLey. We could increase the earned income tax
credit.

Mr. HaLL. There's a very significant administrative problem with
that type of proposal. Were it not for the administrative problem, I
would be very much in favor of the system you are talking about.

Senator BrapLey. OK. Well, I accept that. We had the IRS here
yesterday telling us not to make any changes either because it is
toi)l tough to administer any changes. I don’t think that is going to
sell.

Mr. HaLL. The administrative problem I am referring to is if the
IRS gets in the business of writing large checks to individuals, then
people will figure out millions of ways to fraudulently apply for
those checks. That’s a very significant problem. And it defeats, it
seems to me, the proposal to tax everything and then give it back
in the form of a rebate.
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We figured out how to avoid that administrative problem by de-
signing a tax system which does not involve having the IRS write
checks to people.

Senator BRADLEY. Have you calculated what the tax would be on
a family earning $30,000 under your system? Have you done that?

Mr. HaLL. Yes. :

Senator BRADLEY. What would that be?

Mr. Harw. I didn’t bring that number with me.

Senator BRADLEY. Basically what I am going to get at, if you
don’t know—as you probably would «now—is I want to compare
what that family would pay under your tax versus what it would
pay under existing law.

Mr. HaLL. Let me give you the results of what I have done in
that area. But let me first point out why it is a complicated ques-
- tion.

We are proposing that individuals pay a tax only on the wage
and salary part of their income personally. The rest of the tax they
pay is already paid before they receive dividends, interest, and
other types of business income. The calculations that I have done
attempt to impute to individuals the income that they have already
paid the tax on as well as the tax that they pay on wages and sala-
ries. Otherwise, the comparison is really meaningless because we
are changing the logic of the tax system so you must compare all
the taxes that people pay today with all the taxes——

Senator BRADLEY. You mean all the income tax?

Mr. HaLL. All the income tax.

Senator BRADLEY. Federal income tax.

Mr. HaLL. Federal income tax, personal and corporate under the
current system has to be compared to the individual compensation
tax plus the business tax that they would pay under the reform.

Senator BRADLEY. Well, since you don’t know how much more a
family earning $30,000 would pay under your plan——

Mr. HaLL. I do. I have done these calculations.

Senator BRADLEY. How much more would they pay?

Mr. HaLL. The answer is that their taxes would increase by an
amount equal to about 5 percent of their current income; $30,000 is
the worst case. That'’s the case where the——

Senator BRADLEY. Say that again. Their taxes would increase by
how much?

Mr. HaLL. Their taxes would increase by about 5 percent.

Senator BRaDLEY. But what percent increase in Federal income
taxes is that?

Mr. HaLL. I didn’t bring those numbers with me.

Senator BRADLEY. Does any other panelist have it?

Mr. PEcHMAN. Very simply, if a person receives $30,000 and gets
a 310,000 exemption for a family of four, his tax base would be
$20,000. If he paid at a 19-percent rate, his tax would be $3,800.
Under present law, the average person at that level pays 10 per-
cent of his income, which is $3,000. So his taxes would be increased
by $800 or little less than 30 percent.

Senator BRADLEY. A 30 percent tax increase.

Mr. PEcHMAN. Yes.

Mr. HaLL. I want to make two points on that. First of all, it
seems to me that the relevant way to compute a tax increase is rel-
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ative to income; not relative to tax. Suppose you change from a tax
system that charged somebody zero to one that charged them $1 a
year. That would be an infinite percent increase, and yet we
wouldn’t be concerned about that increase. That's the first point.

The second point is that the U.S. economy today is operating at
about 10 percent below its potential. There is really a serious prob-
lem in the economy today. I'm convinced that an important part of
that shortfall in performance has to do with the tax system. And I
don’t advocate a system that would have a long-range effect on peo-
ple’s income of reducing their aftertax income by 5 percent. I think
that would be a disaster. It's only because I believe that revitaliza-
tion of the economy requires a change in the way we treat success-
ful taxpayers to improve incentives.

Senator BranLEY. I think all of us would agree with that. The
question is whether we are going to evolve into a system that has
some consistency with present law or whether we are going to
strike out in a totally new direction.

Let me just point out for the record, because I see out of the
corner of my eye the amber light, that in this list of various income
categories that Dr. Pechman submitted with various amounts of
tax, that under current law we are talking about the person with a
million dollars or more, and granted that that person probably gets
the bulk of that income from a capital gains transaction, under
current law, that person still pays 23 percent of his or her income
in taxes. Under the Bradley-Gephardt that person would pay 25
percent of his or her income in taxes. Under a 17-percent flat rate,
that person would pay 16 percent of his income in taxes. So what
you have is an enormous tax reduction for individuals with more
than a million dollars worth of income.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. Hall, I-was curious about a comment you made earlier that
if there were no mortgage interest deductions that, in fact, housing
would increase due, presumably, to lower interest rates because—
whatever reason. And I'm not quite sure. And that's my question.
Could you please explain to me why you think that if there were
no mortgage interest deduction that the rates would, therefore,
fall, and housing would increase? And could you document that,
too, in some way?

Mr. HaLL. The starting point in the explanation is to observe
that the tax reform would put all interest on a different basis from
where it is today. This is not a specific treatment of mortgage in-
terest. I would strongly oppose the elimination of the deduction of
mortgage interest by itself. It's the reform and the entire treat-
ment of interest throughout the economy that brings about the re-
duction in interest rates.

Senator Baucus. Let me just ask the question a little differently
if T could. Let’s assume two different situations. Under one, we
have a flat tax. Say 19 percent or whatever it might be with no
deductions. In the second case we have the same flat tax with the
home mortgage interest deduction like we have today. My question
is q)nder which of those two alternatives would there be more hous-
ing? .
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Mr. HaLL. Under the second proposal you would be introducing a
special break for housing so that that would stimulate housing rel-
ative to the flat taxes, as I am proposing it, in a quite inappropri-
ate way.

Senator Baucus. How?

Mr. HarL. It would be a substantlal stimulus relative to the cur-
rent situation assuming that all other interest was being treated in
the way that we proposed. Then to give a special break for. mort-
gages would be to pour Federal tax money into housing, which I
think would be quite inappropriate.

Senator Baucus. I'm just trying to clarify this.

Mr. HaLL. I think your first question was a more appropriate
one. That is, how would the housing industry look if we had the
flat tax today;eompared to the current tax system.

Now my answer is that because of the change in the treatment
of all interest throughout the economy, interest rates would fall.
We have ‘nuted that they would fall by about 3 percentage
points. So in mo: tgage rates today, a 16-percent rate would become a
mortgage rate of 13 percent. And the same thing would be true of
Government bonds, corporate bonds and so forth.

The reason for that is very simply because we propose that the
taxation of interest be on a different basis. It’s not that interest is
being untaxed. It’s that it’s being taxed on a different basis. It's
being taxed at the source. So, for example, a corporation that bor-
rowed would no longer have deductibility of the interest under the
tax system. They would be willing to pay less interest. On the
other hand, the holder of the bond would no longer have to pay
income tax on the interest income. And, therefore, he would be sat-
isfied with a lower interest rate. So it is a simple, logical matter.
And I don’t think it is one that is argued by any economist I know
of that that change in the basis of taxation would dramatically
lower interest rates.

Now on the other hand, of course, the homeowner would no
longer enjoy deductibility of interest. In our computations, those
two influences almost exactly offset. So from the perspective of
somebody thinking about buying a house, the economics of home-
owning is unchanged. They would see on the one hand a less favor-
able tax treatment. But on the other hand, they would see lower
ir}}:erest rates. And to a reasonable approximation these exactly
offset.

Therefore, the attraction of a house, which is what determines
the price of a house, would remain the same. And the profitability
of building new houses, which is determined by the prices of exist-
ing houses, would also remain the same.

So our answer is that there is no threat to the housing industry.

Senator Baucus. Let’s take the proposal introduced by Senator
Bradley. Let’s take it as it is. An alternative proposal would be as
is without the home mortgage interest deduction. The question is,
again, under which of the two alternatives would there be more
housing?

Mr. HaLL. Again, you are asking quite a different question be-
(ciausg you are asking a qucstion that deals only with mortgage de-

uctions.
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Senator Baucus. That’s right. Answer my question. What's your
answer to my question?

Mr. HaLL. The answer to that question is very straightforward.
Namely, that the housing industry would be in better shape in a
system such as Senator Bradley is proposing where the deductibil-
ity of interest is retained as opposed to one where it is eliminated
just for mortgages.

Senator Baucus. If I might, Mr. Chairman, just one more quick
question.

The CHAIRMAN. Sure. ,

Senator Baucus. Mr. Pechman, on your table 8, did you assume
a 6-month or a 1-year holding period for capital gains?

Mr. PecuMAN. Well, the present law calculation assumes a 1-
year holding period.

Senator Baucus. Right. So how would the 6-month holding
period change that table?

Mr. PEcuMaAN. It would reduce the average effective rates in the
top brackets somewhat. Not a great deal.

Senator Baucus. Thank you very much.

The CHAIRMAN. Thank you very much. I want to thank the mem-
bers of the panel for being here. I am sorry that I missed the testi-
mony.

Mr. Pechman, how long has the idea of flat rate been around?
Did it just spring up this year?

Mr. PEcHiMAN. Well, the first article I wrote on the comprehen-
sive income tax was published in 1955.

The CHAIRMAN. 19557

Mr. PecuMAN. Yes, sir. In that article, I concluded that you could
reduce tax rates by something like a third. I later raised it to 40
percent assuming the tax base were broadened by eliminating un-
necessary exclusions and deductions. And that’s exactly what my
calculations show today: that we could reduce the top bracket rate
from 50 to 30 or 28 percent and still get the same revenue.

-The CHAIRMAN. Mr. Hall, how long have you been working on
your plan?

Mr. HarLL. Well, I would say since 1965 when I first began to
think about it. The catalyst to my interest in this was the article I
wrote in the Wall Street Journal that appeared last December
which received a much larger enthusiastic reception than I ever
anticipated, and drew me into this movement in a very serious
wa}ly. But it's a very longstanding interest of mine.

he CHAIRMAN. You don’t have a plan, do you, Rudy? [Laughter.]

Mr. PENNER. No, I don't.

The CHAIRMAN. Fine. Well, the only point I wanted to make is
that I hope anybody who might be reading about our hearings or
listening or whatever, they will not conclude that we will probably
do anything this year. Maybe even next year, or the next year.
[Laughter.]

Because I think as Mr. Pechman indicated, and was agreed in a
discussion Senator Bradley and I had at the press club, we haven't
originated this great idea. It has been around for 30 years. And I
guess it is about 27. And maybe over the years you have known a
time when there has been this much interest in at least broadening
the base. Maybe that interest has surfaced before we arrived on the
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scene. But it has surfaced again. I think there is a great deal of
interest in base broadening and lowering rates. And I think that’s
the real impetus that may push us along the right path.

But it’s not easy. We found that out this year. But in any event,
we are going to continue. And we will be asking you again, as Sen-
ator Long indicated, as we proceed if you have any additional
ideas. We would hope to have some ficld hearings some time next
year, as well as additional committee hearings. I'm not certain
what the House intends to do. But we know there are a lot of prob-
lems when you start eliminating unnecessary deductions and ex-
emptions and credits. And I need somebody to give me a nice pat
list of which ones are unnecessary. And Senator Bradley has
picked out some that certainly have strong appeal.

When I read Mr. Hall's statement, the mortgage interest deduc-
tion is not necessary—medical or charitable. You suggest offsetting
benefits in support of that. And I don’t know if Mr. Penner touched
on specifics. Did you get into specifics, Mr. Penner?

Mr. PENNER. Well, I guess the one deduction, and the only deduc-
tion, that I see a great merit in keeping is the charitable deduction.
Most efforts to subsidize this or that by the tax system could be
handled on the spending side of the budget. But, frankly, I don’t
see any satisfactory way of handling that particular one.

The CHAIRMAN. Did you list, Mr. Pechman, the necessery or un-
necessary? I haven'’t had a chance to go through these charts.

Mr. PEcHMAN. Yes. Plan one in my statement is the most com-
prehensive plan. I limit the deductions there to what I regard as
the most essential and necessary. If you were a purist like I am,
and had a moderately progressive income tax on a broad base, 1
think the only deductions you would allow would be deductions for
unusual medical expenses and casualty losses because people with
those kinds of expenses and losses really have less ability to pay
out of a given income than other people with the same income.

I would also allow deductions for work related expenses. For ex-
ample, expenses that are associated with earning income.

The CHAIRMAN. Work related.

Mr. PecuMAN. But the basic personal deductions I would allow
would be deductions for medical expenses and casualty losses in
excess of 10 percent of income. I would allow an interest deduction
only ug to the amount of property income that a person reports on
his or her tax return on the ground that it shouldn’t matter wheth-
er you borrow money or invest out of your own funds. You ought to
net out your property accounts.

However, if your interest payments exceed your property income,
that amount of interest has not been counterbalanced by income,
and I would not allow that deduction, but would permit people to
carry it forward into future years against property income.

So I have a pretty broad base. My message is that you don’t have
to be a purist. Senator Bradley and Congressman éephardt have
shown that you can make your own judgments about which deduc-
tions are essential, and still come out with a top bracket rate of 28
percent. I think the American people would find that very attrac-
tive—a tax rate schedule that doesn’t exceed 28 percent. Tgat’s the
case under my plan, and under Senator Bradley’s plan. That would
be very attractive to a lot of people. It would capture most of the
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economic advantages that Bob Hall talked about without sacrific-
ing progressivity, which I think is terribly important in our society.

The CHAIRMAN. Thank you very much.

Senator L.oNG. Let me ask you this, Mr. Pechman. Under the
plan that you think is the best, the one that r;rou would recommend
most, what would be your beginning tax rate’

Mr. PeEcHMAN. Nine percent on the first $5,000 of taxable
income, above the zero bracket amount.

Senator LonG. And then your top rate would be what?

Mr. PEcHMmAN. Twenty-eight percent.

Senator LonG. Twenty-eight percent. Now let me gust share a
point with you. How would you feel about that if we simply
dropped the rate across the board? Instead of a 9-percent rate, for
example, start them out with a 5-percent rate, and instead of a 28-
percent rate, start them out with a 24-percent rate. And then pick
up the difference with something that would clearly be a consump-
tion tax. I don’t care whether you wanted to call it added tax. You
could have it a tax on all energy. There are all kinds of ways you
could get the money. But how would you feel about it if we simply
dropped the rate? Just said, all right, let’s just drop 4 points off on
the top and 4 points off on the bottom and 4 in between.

Mr. PecumaN. I think I would not like it as"much as the plan
that I proposed—plan one. I think it's less progressive than plan
one because your consumption tax would tax people with incomes
below the poverty line on their consumption. Under this plan,
there is no tax on such people.

I would argue that a plan that goes up to 28 percent is quite rea-
sonable. I mean the rates are not so large that we ought to use a
consumption tax to reduce the rates even further. I don’t think it's
necessary.’

Senator LonG. Well, I'm just thinking in these terms. It had a lot
of appeal to me. And I think that you find some appeal to the idea.
Starting every individual out with a tax credit of a given figure.
Suppose you said, all right now, we will start everybody out with a
tax credit of $1,000. And you just go ahead and compute whatever
your tax would be, and you reduce it by $1,000. So after you get
through your computation, you've got the credit of $1,000. In fact,
as far as I am concerned, it has a lot of appeal to it because if that
$1,000 exceeds what you would owe, we would just send you a
check because, obviously, at that point you need some help. A nega-
tive income tax to that extent. So you start out with a minus
$1,000. If you don’t owe us the $1,000, we will pay you. But on the
other hand, above that, you pay us.

But our intent of getting the money in—it seems to me that if
you put your tax where it all comes together, just like generating
power by striking the water up where it flows through a canyon.
You've got a good point at which to tax. You can raise a lot of
money. You can raise whatever you need to raise. And then I think
that you can see the equity you are looking for by just simply start-
ing with a tax credit so that the low income people get the best of
it on that end.

. Mr. Pecaman. Well, the tax credit, doubtlessly, takes the curse
off a good deal of the regressivity of a consumption tax. There’s no
question about it. 1 would say that, given the amount of revenue
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we are raising, we don’t need to go into the complications of rebat-
ing consumption taxes. You would have to set up special machin-
ery as Bob Hall pointed out to make those rebates. I'm not as con-
cerned as he seems to be about the administrative problems, but I
don’t think we ought to saddle the Internal Revenue Service with
such a burden if it’s not necessary.

-1 agree with you that I can marry my plan with a negative
income tax. If you are interested in working with me on that, I
would be glad to devise a plan that will satisfy both your objective
and my objective in the welfare area.

Senator LoNG. Thank you very much.

Senator BrADLEY. I'd just like to thank the panel. Their testimo-
ny is extremely important. And I found it personally very helpful.
Thank you.

Senator LonG. Thank you very much gentlemen.

Now let me call the next panel of witnesses. Mr. Robert Mcln-
tyre, director of Federal tax policy, Citizens for Tax Justice; Mr.
Fred Wertheimer, president, Common Cause.

[Pause.]

Senator LoNG. We start out in the order in which you were
called. Mr. McIntrye will go first.

STATEMENT OF ROBERT McINTYRE, DIRECTOR OF FEDERAL TAX
POLICY, CITIZENS FOR TAX JUSTICE, WASHINGTON, D.C.

Mr. McINTYRE. Thank you, Mr. Chairman. I appreciate the op-
portunity to appear before the committee today on behalf of Citi-
zens for Tax Justice. As you probably know, CTJ is a coalition of
public interest organizations, unions, and citizens groups around
the country. We represent tens of millions of American taxpayers.

This spring when Senator Flat and Representative Rate, as Sena-
tor Dole calls them, got together, the buzz word was simplicity.
But, as I think these hearings have made very clear, the operative
principle was trickle-down economics. These hearings have let the
cat out of the bag. And I think this will probably mean the political
death of talk about flat-rate taxes.

We now all understand that abandoning progressive tax rates in
favor of a single rate is almost necessarily going to mean very
much higher taxes on middle-income people, and very much lower
taxes on the very wealthy. In addition, Senator Bradley, with his
proposal, has made very clear that we can have-a dramatically sim-
plified, economically superior kind of tax code without making
things even worse for working people. Neither of these ideas is par-
ticularly new, but their public airing is extremely useful. And I
think these hearings, just as an exposé of what the flat-tax people
are really after, already have served a tremendously useful pur-
pose.

The remaining question I think we have to ask is whether we
can get anything more out of this week besides this kind of exposé.
A number of witnesses have said it would be a wonderful thing to
come out of these hearings with a consensus on the future direction
in which tax reform should be headed. Others have suggested that
might not be possible.®
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But when we look at congressional action over the last many
years in taxes, I think at least trying to get some idea of where we -
are going would probably be worth the attempt, because I think, on
balance, most people would agree that the Tax Code has been get-
ting more complex, more baffling, more economically destructive,
and probably less fair over the last decade. Yet, obviously, Congress
didn’t intend, when it started out, that those kinds of things would
happen. And I think some of the blame has to be put on the way
the process works—on just an ad hoc basis. Where, if we see a
problem we immediately search for a tax-based solution: Unem-
ployment is too high? Let’s have a job credit. We think we need
more business investment? Let’s have faster depreciation or an in-
vestment credit. We think we need more personal savings? How
about an all-savers certificate? And then the public gets angry
about tax unfairness, so we impose a minimum tax. And the proc-
ess goes on and on, the Tax Code becomes more and more complex,
and there are more and more problems for ordinary people.

The results of all this, I think, fairly clearly have not been very
good for the middle class. If you look at what happened to Govern-
ment revenues from 1969 to 1980, they didn’t go up as a share of
the GNP. But taxes on individuals went up, even as wages and sal-
aries are going down as a share of the GNP. Now where was the
shift? Well, part of it was the dramatic lowering in the corporate
tax burden, as we all know. Part of it was also that we, by adding
so many new loopholes to do this and that, ended up lowering the
share of the tax burden paid by the wealthy. The official name for
these new loopholes is “tax expenditures.” We have seen them
growing very rapidly. And, of course, in 1981 we saw them essen-
tially going out of control. The figures that the Joint Tax Commit-
tee and the Treasury have put out suggest that under the 1981 bill
by 1987, we would have had $1.88 in tax corporate tax subsidies for
every dollar we collected in corporate taxes. In a sense, we would
have passed the break-even point.

Now, of course, the idea of all these things was to help the econo-
my. I think that's what everybody had in mind, and certainly it is
a goal that we all share. But as one commentator has put it, it may
be that we are suffering from a disease caused by the attempted
cure. Because I think if we look at the record, in spite of all the tax
breaks we've added for investment, for example, we haven’t in-
creased the share of the GNP going into investment. In spite of all
the tax breaks added for personal savings, we haven’t increased
personal savings. But we have caused, besides higher tax rates, be-
sides complexity, besides more unfairness, more economic distor-
tions. And I think people are starting to realize that the time has
come to try to move back to a system that is based on marketplace
economics.

And I think most of us would agree with that. I think there are
very few Members of Congress who would say “I hate the market.”
Just as there are very few Members of Congress who would say
they have a very great fondness for unfairness or that they favor
complexity.

So those three principles everyone has talked about this week
are ones that 1 think have to form the basis for where we start. We
want a Tax Code that’s fair, simple, and economically efficient. We
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have to define the terms, of course. With regard to efficiency, I
think we have to say we have to start relying more on the good old
free market, and less on us trying to figure out here in Washington
what makes sense out there in the country. We don’t know what
the right investments are here, I don’t think. I think if we started
relying more on the market we would have a system that would
make more sense. At the same time by doing it, we would lower
the tax rates, we would simplify the system, and we would make it
fairer. They all go together. I am hoping we get a consensus that’s
the direction we should head in.

Thank you.

[The prepared statement of Robert S. McIntyre follows:]
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STATEMENT OF ROBERT ©. McINTYRE,
Director, Federal Tax Policy,
CITIZENS FOR TAX JUSTICE
on

FLAT-RATE AND OTHER TAX REVISION PROPOSALS

Before the Senate Committee on Finance
September, 30, 1982

I apprecfate the opportunity to appear before this
Committee to offer the views of Citizens for Tax Justice
on the direction in which we believe tax policy should
be headed in the future.

Citizens for Tax Justice is a coalition of public
interest organizations, labor unions, and citizens groups
around the country. Through our members, we represent
tens of millions of middle-~ and lower-income Americans,
who have vital stake in a fair, understandable, and
economically efficient tax system.

When Senator Flat and Representative Rate got together
this Spring to talk taxes, "simplicity" was the buzzword.
But, as has been made abundantly clear by previous witnesses
at these hearings, "trickle-down" was the operative principle.

The cat has now been let ocut of the bag, and with

it is likely to go most political interest in the flat-rate
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tax. It is now agreed that abandoning progressive tax rates in

favor of a single rate on all taxable income would almost necessarily
mean sharply higher taxes on middle-income Americans and sharply
lower taxes on the very wealthy. 1In addition, Senator Bradley's
"Fair Tax" proposal has made it clear that a dramatically simplified,
economically sensible tax code can be designed without makina the

tax burden on working people even more onerous.

Neither of these ideas is new, but their public airing is
extremely useful. 1In fact, simply as an exposé of the true agenda
of the flat-rate tax advocates, these hearings have already served
sufficient purpose. The question is whether we can accomplish
even more this week if we try.

Several witnesses have suggested how beneficial it would be
to emerge from these hearings with a sense of direction as to
where future tax policy ought to be headed. Senator Dole, on
the other hand, has expressed a good-natured skepticism about
the possibility of establishing a consensus on such an agenda.

“We have a loophole session at two this afternocon,” the loophole-
closing éhampion of 1982 announced on Tuesday morning. And indeed
the Committee did spend the afternoon and evening preparing a
package of new tax breaks, special exceptions, and so forth to

be added to the tax laws.

Since we are opposed to the legislative ac.ions taken by the
Committee on Tuesday, it is not clear that we would be happy with
the results even if the Committee does try to establish some
general ground rules for future tax policy changes. Perhaps we
should be joining with those participants at these hearings who

have been fearful enough of the future to suggest that the
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Commit;ee simply declare a moratorium on tax legislation for the

next year or so. When we look at the lurching legislative record
in the tax area over the past decade, however, we are inclined

to believe that a consensus on basic principles coculd be helpful.

On balance, most people would agree that the tax code has
become more complex, more baffling, more economically destructive,
and less fair over the past decade. Yet Congress did not, of
course, set out to make such a mess of the tax laws. Some of
the blame, we believe, stems frcm the almost completely ad hoc
basis upon which tax policy has been made.

Unempioyment is too high? Let"s try a jobs tax credit. We'd
like more business investment? Let's install faster write-offs
and an investment tax credit. The personal savings rate seems
too low? How about an "All-Savers Certificate." The public is
grumbling about tax unfairness? Let's impose a minimum tax.

And on and on the process has gone.

This ad _hoc approach to tax and economic policy has made the
tax code an easy prey for special interests, especially those
who can back up their arguments with campaign assistance. Ways
and Means Committee member Andrew Jacobs (D-Ind.) has described
the process this way:

"I1f you evade your taxes, you go to the penitentiary.

If you want to avoid taxes, you go to the U.S. Congress

~-- and see what they can do for you."

The results of this approach have not been happy for middle-
incomﬂ taxpayers. Although federal revenues as a share of the
GNP stayed constant from 1969 to 1980, the tax burden shifted
rather déamatically. The growth in real wages and salaries lagged

22 percent behind the growth in real GNP, but individual income
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TRENDS IN THE ECONOMY AND FEDERAL
GOVERNMENT RECEIPTS, 1969 TO 1980

\

% Increase In: < Current $ Constant §$
Gross National Product: ' +178% +36%
Government Receipts: . +177% +36%
Without Social Security: +144% +20%
Individual Income Taxes: +181% +38%
Social Security Taxes: +296% +94%
Corporate Income Taxes: + 77% -13%
Corporate Profits:
Pre-Tax: +183% +39%
After-Tax: +246% +70%
Compensation of Employees: +179% +37%
Wages and Salaries: +161% . +28%
ngulation: +12%
Over 65: +30%

NOTE: Constant dollar figures are derived using
the change in the GNP deflator 1969-80 (104%).
Figures for government receipts are for
fiscal years; all other figures are for
calendar years.

SOURCES: Most data are from the 1982 Economic
Report of the President (Feb, 1982).
Some 1969 data are from the Staff of
the Joint Committee on Taxation, Tax
Policy and Capital Formation (April 1976).

Citizens for Tax Justice
April 20, 1982
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taxes went up faster than GNP, and sccial security taxes went

up 2 times as fast. On the other hand, corporate pre-tax profits
grew faster than the GNP, but corporate income taxes actually

fell in constant dollars. By 1980, the corporate income tax's
share of federal revenues was down 36§ percent from 1969, while
individual income taxes and social security taxes had grown

to 78 percent of all federal revenues. The 1981 tax act capped
the process, and was expected to cut the corporate share of the
tax burden to only 7 percent by 1987, while raising the individual
income tax and social security tax share to over 85 percent. We
have also seen a large shift in the tax burden among individuals.
The effective individual tax rate on the highest income class

is now about 25 percent according to the Joint Committee on
Taxation staff -- down from over 35 percent in 1378. The
effective rate on the average middle income family, counting

the full social security tax, is just about the same 25 percent.

The culprit in this tax shift onto working people, of course, has
mainly been the continuing expansion of loopholes -~ or incentives,
tax expenditures, tax aids, or preferences, as some prefer to
call them. Under the 1981 act, the federal government was
scheduled to provide 76 cents in tax subsidies for every dollar
it collected in income taxes in fiscal year 1983 -- rising to
86 cents on the dollar by 1987. On the corporate side, the fiqures
are even more striking: $1.14 in tax breaks for every dollar
collected in FY1983, rising to $1.88 per dollar by 1987.

Of course, this redistribution of the tax burden was supposed
to pay off in an improved econcmy. Sad experience should have
taught us, however, that the added tax incentives have not only
failed to further their goals, they actually appear to have made
things worse. One commentator has suggested that "the economy

may well be suffering from what doctors call an iatrogenic illness:
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. THE SHIFTING TAX BURDEN

Share of Federal Revenues From:

Individual Income Taxes Corporate
& Social Security Taxes Income Tax Other

1948
1965
1969
1973
1980
1987p

SOURCES:

55.7% 23.2% 21.1%
60.9 21.8 17.3
67.8 19.5 12.7
72.1 15.7 12.2
77.8 12.4 9.8
85.2 7.1 7.7

Figures for 1948 though 1973 are from the
staff of the Joint Committee on Taxation,
Tax Polig% and Capital Formation, April 1877,
at . Figures tor 19 and 1987 are based
on data in the Budget of the U.S. Government,
Fiscal 1983, at 3.32,

Projection for 1987 assumes continuation of
1981 corporate tax law.
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THE DISINTEGRATING TAX BASE:
FBDERAL INCOME TAX COLLECTIONS COMFARED
TO PEDERAL TAX EXPENDITURES
FY1377-FY1987

Percent of Taxes Forgone Ratio of Tax Expenditures

Through Tax Expenditures To Taxes Collected
Piscal
Year Corporate Individual Total Corvorate Individual Total
1977 34% 3ss 35% .50 .53 .53
1978 368 36% 36% .55 .56 .56
1979 38% 358 368 .60 .55 .56
1980 40% kE:1 ] 394 .67 .62 .63
1981 443 398 40% .80 .63 .66
1982 54% 40% 423 1.18 .66 .73
1983 58% 41% 43% 1.14 .69 .76
1984 54% 41% 443 1.19 .70 .78
1985 57% 412 449 1.31 .69 .80
1986 62% 42% 46% 1.60 .71 .84
1987 65% 42% 46% 1.88 .71 .86

SOURCES: Data on actual and projected tax collecticns are
from the 1982 Economic Report of the President
(Feb. 1982) and the Budget of the U.S. Government,
Fiscal Year 1983 (Jan. 1382). Data on actual and
projected tax expenditures are from Budget of the
U.S. Government, Special Analyses, Fiscal Year 1979
and Fiscal Year 1380, and Joint Committee on Taxatlion.
Estimates of Federal Tax Expenditures for Fiscal Years
-1987 (March 8, 13827) and Estimates of Federal
Tax Expenditures for Fiscal Years I[381-1986 (March
17, 15515! All projections assume continuation of
1981 tax policies.

Citizens for Tax Justice
April 29, 1982
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a disease caused by an attempted cure."l/ There 1s much evidence
to support such a diagnosis. For example:

-- During the 1970s, some $36 billion in annual investment
tax breaks were added to the tax laws. Did investment
goc up? No. The share of the GNP going toward investment
was exactly the same in 1981 as 1t was in 1969 -- 16.3
percent. Or looking at longer periods, investment as a
share of the GNP averaged 16 percent from 1948 thr-ugh
1965, 16 percent from 1966 through 1973, and 16 percent
from 1974 through 1981.

-- Congress has also added or expanded tax preferences for
personal savings over the years. The result: personal
savings as a share of disposable personal income has shown
no trend, averaging 6.4 percent from 1948 through 1965,
7.5 percent from 1966 through 1973, and 6.8 percent from
1974 through 1981.

-- The downside effect of these tax preferences, besides added
complexity, higher tax rates, and increased unfairness,
was economic distortion., By tilting the eccnomic playing
field away from the most productive investments and toward
the most tax sheltered ones, bad investments were made
good, and good ones, bad. One study has estimated that
tax distortions lowered the marginal productivity of new
corporate capital investment in 1979 to almost 50 percent
below its optimal level.2/ And this study looked only at the

effects of two of the major tax preferences.

1/ Kinsley, "Reagan's Industrial Tonic,” Harper's, June 1982.

2/ Jorgenson and 3ullivan, “Inflation and Capital Recovery in
the United States," Harvard Tnstitute of Economic Research.
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The 1981 tax act carried the approach of throwing tax subsidies
at economic problems to perhaps its ultimate extreme. New credits
and deductions for various and sundry activities were provided.
Sharply negative tax rates were installed for investments in
equipment -- ranging as low as minus 194 percent by 1987 according
to figures from the Council of Economic Advisers.

The 1982 Tax Equity and Fiscal Responsibility Act was born
of the need to stem the revenue shortfall created in 1981, but
its designers alsc recognized that the '81 tax act had made the
tax code's economic distortions even worse. And there can be
little doubt that the '82 bill will improve economic efficiency
and fairness. But we still have far to go before we will have
a tax system we can comfortably live with. The question is:

How can we sustain the process pegun in 19822

We believe that, without a guiding set of principles, continued
progress will be difficult. Without some intellectual basis to
resist special interest pleading and without some consensus
around the need to rationalize our tax laws, we could easily return
to the same kind of tax pclicy chaos that we have witnessed for
at least the last decade.

A colloguy between Senator Long and Senator Hart at these
hearings on Tuesday helps illustrate this pcint. Senator Hart
had suggested that the Committee investigate a "progressive
expenditure tax" -- in essence a graduated-rate version of the
Hoover Institute flat-rate consumption tax plan put forward by
Senator DeConcini. The tax base under this approach would be

income minus savings and investment (and plus dissaving). Senator
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Long delicately baited and sprung a trap for the senior Senator

from Colorado:3/

SENATOR LONG:

SENATCR HART:

SENATOR LONG:

SENATOR HART:

SENATOR LONG:

So, Senator Hart, as I understand your program,
we would allow people a tax deduction for the
money they saved or invested?

Yes.

Now, would you allow this deduction for all

kinds of savings and investments? Would you

give people these big write-offs for unproductive
things like real estate speculation that just

bid up the price of land, or Krugerands, or

other things that don't add to our productive
capacity?

Well, Senator Long, I think that's a legitimate
point, and, of course, one of the areas we'd

have to analyze is which kinds of investment
would qualify for the savings/investment deduction
under the approach I'm suggesting, and we'd
probably want to limit it to what we conclude

is productive investment,

But, Senator, that's the current system.

Senator long is, of course, exactly on the mark. The current

tax laws reflect a series of congressional decisions as to which

economic activities ought to be favored. This complex web of

tax subsidies forms no coherent economic pattern, and to a stranger

3/ The quotations here are not word-for word, but reflect
my recollection of the colloquy.
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unfamiliar with the legislative process would seem to reflect
only a deep distrust of the marketplace as an efficient allocator
of resources. Yet there is little doubt that most members of
Congress would dissvow such an anti-market economic philosophy,
just as they would gquickly deny a commitment to complexity or

a fondness for unfairness.

Almost every witness before the Committee this week has
described fairness, simplicity, and efficiency as the basic
principles upon which the Committee's future tax policy efforts
ought to be based. We agree, but the fact that these concepts
are so often cited yet so frequently ignored in the legislative
decisionmaking process suggests two things: The first, which
we think is obvious, is that public financing of congressional
campaigns would have a salutory effect on tax legislation. The
second is that, if fairness, simplicity, and efficiency are to
form the basis for a consensus on the future direction of tax
policy, then clearly more flesh needs to be put on them. Let
me therefore offer the Committee our views
on what these tax policy principles should mean:

Fairnesg. Everyone seems to agree that one element of
fairness must be the approximately equal treatment of equally
situated taxpayers. We would sharpen this definition to mean
taxpayers with equal abilities to pay -- that is, in general,
equal incomes. Here, we differ sharply from the consumption tax
advocates, who would establish instead a "standard-of-living"
test, by exempting savings from the tax base. This, we believe,

is a false route to reform, not only because we find income to te
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a more appropriate measure of taxpaying capacity, but because

the consumption tax approach flies in the face of the popular
understanding of fairness. The income tax, you will remember,

was originally established as a- levy on the "surplus wealth”

of the rich. To exempt that wealth is neither fair nor politically
acceptable.

The second prong cf the fairness test involves progressivity.
As representatives of middle and lower income income working people,
we believe that their share of the tax burden is already too large.
Rather than destroying progressivity, as the flat-raters argue,
we believe it should be improved.

Simplicity. This concept is much easier to find definitional
consensus on. In a nutshell, it means that most taxpayers should
have an easy time filling out their tax returns. Every government
program administered through the tax system tends to be destructive
of simplicity, and such tax subsidies should be avoided whenever
possible.

Efficiency. We accept the view of most American economists
that ecconomic efficiency is maximized when marketplace forces
dominate economic decisionmaking. Of course, this rule has no
application where market forces are not at work. Pollution control
is obviously a proper subject of requlation, as are health,
worker safety, and many other areas. Moreover, the government
can play an extremely useful role in macro-economic stabilizaticn
policy.- But the tax code should avoid affecting economic choices
in the private sector. Elimination of tax preferences coupled

with lower rates would have this effect.
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The combination of these principles leads us to only one
conclusion: The ideal tax system is a progressive income tax
with few deductions and credits and lower rates.

Of course, comprehensive tax reform will not -- and cannot --
be achieved overnight. But the closer the system comes to
acceptability, the easier 1t will become to move closer still. Just
as high statutory tax rates put a premium on obtaining special
tax breaks, so lower rates make the loss of a special write-off
less traumatic.

In conclusion, the tollowing should, we believe, always be
kept in mind in making future tax policy decisions: Tax changes
which reduce economic distortions will certainly be helpful to
the economy, but they will not solve all our economic problems,
any more than tax policy mistakes have caused all those problems.
Tax simplification is an important cause, and the people have
a right to a tax code they can generally understand and deal with.
But the overriding, most important factor in all tax policy-decisions
is who wins and who loses on the pocketbook question of who bears

the tax burden.

11-385 0 - 83 - 9
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The anti-loophole coalition is fighting back.

FLAT-RATE TALK

By RoBErT S.

RITICS WHO have called President Reagan ideo-

logically inflexible on economic matters got their
comeuppance the other day when David Stockman,
director of the Office of Maragement and Budget,
announced that he “would not be surprised” to see
repeal of most tax loopholes~-apparently including
the gaping new ones inciuded in last year's tax act—
proposed as part of Reagan’s next budget. Of course, _
there’s a catch: the Administration would preserve its
commitment to “trickle-down” principles by request-
ing elimination of progressive tax rates as well. Stock-
man’s remarks suggest that the Administration may be
caught up in what a front-page story in The Wall Street
journal called an “intellectual groundswell . .. for the
notion of a greatly simplified tax system with a single
rate and few deductions—if any.”

The Washington Post calls a flat-rate, no-deductions
income tax the “obvious’’ answer to the internal reve-
nue mess. Democrats: like Senator Dennis DeConcini
of Arizona and Representative Leon Panetta of Califor-
nia have introduced specific fat-rate legislation. So.
have Republi like S Mark Hatfield of Ore-
gon and Jesse Helms of North Carolina. And Presiden-
tial adviser Edwin Meese says anything but a flat tax is
“immoral.” Does all this mean that a flat-rate income
tax with few deductions and credits is the wave of the
future? Probably not, but the growing fascination with
it deserves some serious attention.

Flat-raters are divided into two camps, and each
camp makes two basic points. On the first point, they
agree, along with almost everyone else: the current
system of high tax rates, imposed on 2 ble i
base that has been heavily eroded by special tax breaks,
has given us outrageous complexity, gross inequities,
and terrible economic distortions. And it's getting
worse. By 1987 the federal government will forgo 86
cents in “tax expenditures” for every dollar it collects
in income taxes—up from 53 cents per dollar in 1977.
The corporate tax data are even more extreme, with
$1.88 in loopholes for every doilar that will be col-
lected in 1987, up from 50 cents on the dollar in 1977.

Robert S. McIntyre is director of federal tax policy for
Citizens for Tax Justice, a coalition of public interest,
labor, and citizens groups which represents middie-
and lower-income taxpayers.

MCINTYRE

The second point made by traditional flat-rate advo~
cates, like the National Taxpayers Union, former Re-
publican Treasury Secretary William Simon, and oth-
ers on the political right, is that taxes on the well-off
are too high and taxes on moderate-income people are’
too low-—a problem, they say, a fat-rate would solve.
The traditional flat-raters forthrightly admit that what
they are promoting is more “trickle-down” tax poii-
cies. “I don’t care what you call it,” said Jim Davidson
of the National Taxpayers Union in a recent interview.
“Trickle-down ec makes ble sense.”

A rather different second argument is made by some-
of the newcomers to flat-ratism, such as The Washington
Post. They claim that the current loophole-ridden sys-
tem is no longer progressive, and that a flat-rate tax.
would in fact be at least as tough on the rich, if not
more so, than the existing code—and would do away
with all the otsam and jetsam.

Both sides have a point. Until the 1981 tax act, it
would have been hard to argue that a flat-rate could
possibly be as progressive as the existing tax code. In
spite of the loopholes, the pre-1981 law did retain a
modest progressivity. Corporations and the top 5 per-
cent of individual taxpayers paid average effective
rates of 25 to 30 percent, compared to 15 to 20 percent
for the middle class and about 10 percent for taxpayers
at the bottom. Thanks to last year's bill, however, there
would now be little difference in progressivity be-
tween the current tndividual tax structure and a fat
rate of 20 to 25 percent—assuming that there would be
generous personal exemptions and standard deduc-
tions and that Social Security taxes would be part of the
package. From the perspective of corporati aflat2s
percent rate on real income would be a great improve-
ment in progresavity.

On the other hand, in practice if not in theory, a flat
rate would almost certainly mean far less progressivity
than even the current approach. First, most of the
traditional flat-raters would keep the separate Social
Security payroll tax—which would ensure that people
earning under $30,000 would pay taxes at a higher rate
than their richer neighbors. Second, the old-line flat-
raters understand that the pressures for tax loopholes
would not vanish with a change in the tax rates.

Does any serious person believe, for example, that
business taxpayers would cheerfully agree to the loss
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hensive income tax,” with few of the government
now included in the tax code, would be

of theirinv “i es’’? Or that charities will
be content to lose the benefits of tax-deductible con- bsidi
tributions? On the y. they would probably ask

for more: a double deduction, say, or a large tax credit
for charitable sms—pmpouh seriously put forward
by a national i on phil Py just a few
years ago. What about Social Security recipients? Will
they be willing to pay taxes-—~even a mere 20 percent

simpler, fairer in treating equally situated taxpayers
alike, and much sounder economica Uy. Liberal rform-
ers argue persuasively that most tax locopholes, when
seen as the government subsidies they are, are foolish,

‘mistargeted, or even perverse, and that aimost all the

tax prefemm:u either would function better as direct

or so—on half their stipends? Will h Ters grate-
fully give up their mortgage interest deductions if a
single tax rate prevails? Are the oil companies and the
banks standing ready with _their checkbooks? This is
not to say that elimination of many or most or all
loopholes would not be a good thing. But, and this is
basic point number one, a fat-rate does not necessarily
reduce the pressures for tax breaks. The fight against
loopholes is separate from the fight over rates.

Which leads us directly to basic point number two:
just as one can imagine a ﬂ.nt-rate hx with no deduc-

or would never be enacted at all if
they could no longer be hidden iri the tax system.

OMEHOW, IN SPITE of these cogent arguments,

loopholes remain—and they’re rapidly expand-
ing. Corporate tax breaks m the tnteu-gmwlng item
in the Reagan budget. g even def and
will double between 1981 and 1985. In constant dot-
lars, the only broad functions showing increases be-
tween 1981 and 1985 under the Administration’s 1983
budget are corporate tax subsidies (up 57 percent),

tions and credits, so one can i ive tax
system with none. The latter has lo lcng been t the goal of
traditional liberal tax reformers, whoee ideal is a sim-
ple tax code with much lower but still progressive tax
rates, ranging from, say, 10 percent to 35 percent.

W'HY SHOULD an executive earning $500,000 a
year contribute a higher share of his income
toward supporting the government than a working
mother earning $10,000? We can start with the basic
th usually ized in the “ability-to-pay”
principle. Assuming we want to spend a certain
amount of money on collective projects such as de-
fense, roads, and aid to the eiderty, it's fairer to ask the
well-off to contribute more than to burden those with
lower i And the redistributive effect adds
more to total social weifare. Most ists would
agree that a dollar's “marginal utility”” is higher in the
hands of a poor person than in the hands of a rich
person. The extra food that the lower-income worker
can buy for his or her children is worth more than the
rich person’s extra drink at the country club.

Another rationale for progressive rates is basically a
benefits argument. Capitalism is a great way to gener-
ate innovation, efficiency, and growth, but it is

“premised on the idea that there should be winners and
losers. Given such a system, it's important to smooth
out some of the rough edges—and we can do part of
that with a tax approach that tells the winners they
have to pay more to support the system under which
they have done so well.

Finally, real free-market liberals, in the tradition of
Supreme Court Justice Louis Brandeis, would argue
that progressive rates can help mitigate the concentra-
tion of wealth and pow.r which, unless kept in check,
undercuts the basic rationale for the capitalist system.

In terms of the tax base—that is, what income is
taxed—liberal reformers make the same kinds of
points now being made by the fat-raters. A “compre-

def (up 45 p ), i (up 15 percent),
heaith (up 13 percent), individual tax subsidies (up 11
percent), and income security (up 3 percent). (The
increases in health and income security, by the way,
are misleading. The former is due to growth in the age:
group eligible for Medicare and to projected inflation
in the health sector. The latter is also due to an increas-
ing number of elderly, and masks substantial real cuts
in other programs that help poor people.)

The 1981 additions to the tax expenditure list in-
clude some of the most foolish ever adopted. The new
corporate depreciation breaks will be death to pro-
ductivity growth unless amended. They lead to effec-
tive tax rates on profits from new investments ranging
from a 37 percent tax on income from industrial bwld-
ings to a subsidy—or “negative tax rate” ~—of 194 per-
cent on profits from short-lived machinery. The result
may be consistent with the President’s vision of Amer-
ica as one giant tax shelter, but it will also mean a
dramatic shift in investment toward tax-favored areas,
even when investment in longer-lived assets makes far
more economic sense.

Besides the depreciation changes—which will virtu-
ally wipe out the corporate tax—the 1981 =+t was
festooned with Christmas tree baubles ranging from
breaks for oil companies and utilities, to the misnamed
“’All Savers Certificates,” to preferential treatment for
trucking companies, mulitinational firms, and people
who adopt children. As Stockman has ruefully admit-
ted, the process “just got out of control.”

Last vear’s tax bill was so outrageous, however, that
the pendulum appears to be swinging back the other
way. The Harns poll shows that 78 percent of the
voters want last year’s decision to abolish the corporate
tax reversed. Fifty-eight percent now want the Presi-
dent to try something other than his current Robin
Hood-in-reverse economic policies. At the same time,
many in Congress who had talked themselves into
believing the economic promises of the special inter-

JULY 19 & 26.19%2 21



128

ests are now furious at the lobbyists, as the economy
fails to respond to the snake oil. Some Democrats are
particularly angry that even though they went out of
their way to prostitute themselves on last year's tax
bill, their opponents are still garnering the lion’s share
of the business PAC money.

ART OF THE renewed interest in a no-deductions

flat-rate tax comes from the anger over last year's
excesses. As another dose of “trickle down,” the flat
rate is exactly the wrong prescription. But the general
attack on tax breaks is a healthy development. Liberals
and conservatives aiike rieed to consider what a simpli-
fed, less- loophole-ridden tax code would mean to
them.

In the 1950 before loophole mania took hoid, Dem-
ocrats and Republ in Congress were g lly
united in their opp to tax breaks, other than
long-standing ones with entrenched constituendes,
like the oil depletion allowance, and very narrow
special-interest measures which had littte impact on
the overall system. For the Republicans, the main
reason was ideological: they believed in the fxwee mar-
ket, and were opposed to gov eco-
nomic distortions. For the Democrats, the major ratio-
nale was political: tax breal Ily benefited
Republican constituencies, not the poor and working
people who voted Democratic.

The anti-loophole coalition began to break up dur-
‘mg the K y Admini ion. Despite Republican

on ec grounds and labor antago-
msm for distributional reasons, the best and the
brightest successfully promoted the single biggest (un-

getting (rustrated with the tax system. Although gov-
ermnment revenues as a share of the gross national
product increased not at all from 1969 to 1980, the tax
burden on middle-class wage wentup sub
tially, due to the sharp decline in taxes on the well-off,
particularly corporations, in combination with “brack-
et creep” and much higher Sodal Security taxes. The
corporate share of the federal tax burden fell by one-
third from 1969 to 1980. In constant dollars, corporate
tax payments were 13 percent less ir 1980 than in
1969—~while constant-dollar after-tax profits were up
70 percent. The 1981 tax act capped the process, as
Demoxrats and Republicans stumbled over each other
to provide new tax breaks for every interest group and.
pet economic project that beckoned.

Yet few members of Congress are happy with their
handiwork. Liberal Democrats are discovering that
they can’t fund social programs without revenues, and
that middle<lass support for the government has
plummeted as the tax burden has shifted increasingly
onto wage earners. C vative Republi look at
the wreckage of the free market which tax preferences
have given us—and many are agnast.

OME STIRRINGS on both sides of the Congres-

sional aisle are aiready evident. Asa counter to the-
large crop of flat-rate plans which have sprung up,
Democratic Senator Bill Bradley of New Jersey and
Representative Dick Gephardt of Missouri have intro-
duced a comprehensive reform package with gradu-
ated rates and few loopholes, to which they have
attached the oxymoronic label, “progressive flat-rate '
tax.” Republican Senators Robert Dole of Kansas and

til last year) loophole in the tax code—the inv
tax credit, a tax subsidy which was supposed to encour-
age business purchases of equipment. After briefly
reuniting during the first year of the Nixon Adminis-

to enact reforms (including repeal of
the investment credit), the anti-loophole coalmon
completely fell apart in the 1970s.

Beginning with the 1971 Revenue Act, both parties
reversed their philosophies toward the tax system.
Republicans began playing constituency politics—
which meant more loopholes for corporations and the
wealthy—and Democrats began indulging their urge
to get the government tinkering with the economy.
There were plenty of opportunities for both, as infla-
tion-driven “bracket creep” necessitated frequent
amendments to the tax laws. As a result, scores of new
tax breaks, including rei of the inv t
tax credit, were enacted in the 1970s, interrupted only
briefly by a few reforms in 1975 and 1976. By the end
of the decade, effective corporate tax rates had been
slashed by at least one-third, capitat gains preferences
had been increased enormously, and “incentives” for
everything from energy conservation to exports had
been added to the tax code.

Small wonder that middle-income taxpayers were

22 THENEW REPUBLIC

Pete D ici of New Mexico, chairmen of the Fi-
nance and Budget Committees respectively, have tried
to make loophole-closing the centerpiece of their bud-
get strategies, both because they think it's right and
because they have nowheré€ else to go after last year.

If Democrats will start representing middle-income
wage earners as taxpayers again, the old 1950s coali-
tion may be ready to regroup. If liberals will forswear
economic tinkering through the tax code—no “Tax-
based Incomes Policies” (T1Ps), no energy tax credits,
no “targeted’” investment tax incentives—and if con-
servatives will forgo hidden subsidies for corporate
and high-income constituents, there may be a way out
of our income tax mess.

The idea of throwing out the whole tax code and
starting over with a simpie system may be impractical.
And for many politicans it may even turn out to be an
excuse to do nothing. “I'll believe these guys are
serious about eliminating all loopholes when I see
them vote to close one,” says a long-time Hill tax
expert. But if the flat-raters succeed in promoting a
public debate about the benefits of a loophole-less tax
code, they will~in spite of their “trickle-down"”
bias—have performed a useful service for the economy
and for tax fairness.
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STATEMENT OF FRED WERTHEIMER, PRESIDENT, COMMON
CAUSE, WASHINGTON, D.C.

Mr. WERTHEIMER. Thank you, Mr. Chairman. I would like to
start off by thanking you for the leadership you just provided on
the 1982 tax bill that passed. We feel that legislation was impor-
tant. And the passage of it was a remarkable accomplishment,
given the opposition that existed. I want to thank you for that.

We would also like to congratulate Senator Bradley for his fair
tax proposal, which I know Senator Baucus is a cosponsor of.

We have talked a little bit here, I guess, about the newness of
ideas. I guess I remember, although I wasn’t there, in 1907 when
President Theodore Roosevelt first proposed the idea of public fi-
nancing of elections so that when Senator Long in the mid-1960’s
came up with a dollar checkoff, it wasn’t a new idea per se.

Senator LoNG. I didn't say it was.

Mr. WERTHEIMER. But it represented a historic political break-
through at least from our perspective, and I guess from anyone’s
perspective, no matter what you feel about it. And I think that’s
what we see in the work that Senator Bradley and Representative
Gephardt have done. It is a political breakthrough. And it does set
the stage for maybe making some dramatic change in the tax
system in this country. -

These hearings are taking place because—in large part—because
there is massive citizen dissatisfaction with the way the system
works. The same words keep coming up. But if you came down to it
from a citizen’s standpoint, I think it would come down to the
issues of complexity and fairness. A major cause of both of those
problems was just alluded to. It’s the issue of tax expenditures and
their growth; particularly, in recent years. But that becomes a
problem not just for the tax system and its fairness, it goes to the
whole question of this institution’s ability to deal with the budget
It's a leak in the whole budget process in the sense that it’s an
easier way, that it is the back door to the budget process. It’s an
easier way to grant Federal aid. And it is a major contributor to
the problems that the country has had in terms of lacking budg-
etary discipline. That’s why we have supported sunset in the past
for tax expenditures. We've supported, and still support, a better
integration into the process. And why the proposals that are here
address not just the issue of the fairness of the tax system or the
appropriateness of the tax system, but whether we will ever get a
handle on the budget, the national budget of this country.

All these tax proposals, obviously, are fundamental approaches
to the tax system. We believe that the key issue that this commit-
tee must consider in any of these matters is the fairness question.
It is the fairness question that has created a national interest and
focus on this issue. And if this committee and the Congress were to
do anything that wound up without really dealing with that prob-
lem, we would not be moving. We would not be moving forward, we
wouldn’t be moving at all.

For this reason, we find all the straight flat-rate tax proposals as
fundamentally flawed. And it’s our view, and I think it’s the point
that Senator Long was making earlier, that as the American public
finds out that che bottom line of the flat tax approach is to shift
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financial burdens from the higher income to the middle class, I
think you will find that most Americans will find that approach
fundamentally flawed.

On the other hand, the Bradley-Gephardt proposal, 1 thmk
shows that we can broaden the base, reduce rates, and still build
progressivity into the system, which we believe is essential.

So in summary I would simply say that to the extent this com-
mittee is bringing to the public’s attention the fundamental flaw of
the flat tax, which it is, that's a very healthy sign. And I hope this
committee goes ahead and struggles with the very difficult battle
that any tax fight is in the context of the Bradley-Gephardt propos-
al. It could make an enormous change in this country for the good.
And there’s a national constituency waiting for that kind of action.

Thank you.

[The prepared statement of Fred Wertheimer follows:]
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TESTIMONY OF FRED WERTHEIMER, PRESIDENT OF COMMON CAUSE,
BEFORE THE COMMITTEE ON FINANCE OF THE UNITED STATES SENATE
Mr, Chairman and members of the Committee:

I appreciate the opportunity to appear before you today on
behalf of Common Cause to speak about the need for reform of the
federal income tax and, in particular, to stress the need for
focusing on the issue of fairness as you consider proposed
reforms of the tax system,

At the outset I would like to congratulate Chairman Dole for
the exceptional leadership he provided the nation on the Tax
Equity and Fiscal Responsibility Act enacted last month. The
passage of this important legislation was a remarkable
accomplishment achieved over powerful opposition. With it the
Congress--spurred by the initiative of this Committee--took a
positive step towards reducing the unfairness of the present tax
system. We hope this represents a sign of future things to come.

I also want to congratulate Senator Bradley for the
legislative proposal he has developed along with Representative
Gephardt and that is now pending before the Committee. I believe
that the Senator's proposal represents a historic breakthrough.
It provides the nation with the framework for fundamentally
restructuring our tax system to create a fairer, simpler, and
more efficient basis for distributing the financial burdens that
our society must impose on its citizens.

wWhile my testimony today focuses on the individual income

tax, I do not mean to minimize the importance of corporate
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taxation or to ignore the need for meshing the corporate and
individual tax systems. Corporate taxation has important
consequences bcth for economic efficiency and for the equity with
which tax liabilities are distributed. It is worth noting that
some of the most glaring tax loopholes relate to the tax
treatment of business income and expenses, We are pleased that
Senator Bradley and Representative Gephardt are currently
developing a corporate tax proposal as a companion to their

income tax system for individuals.

Need for Tax Reform

A_recent Business Week/Harris poll underscores the public's
disenchantment with our present -income tax system.*/ By
majorities of roughly two to one, the respondents indicated that
they favored replacing the present tax system either with a
flat-rate tax that eliminated nearly all deductions or with a
simplified progressive tax that retained some of the most widely
used deductions and exclusions, 'While the poll's other findings
suggest that the public may not fully understand these
alternative tax systems, the deep unhappiness with the present
system is unmistakable.

Raising revenue is the principal purpose of any tax system.
Beyond that, however, the public has a right to expect that
needed revenue will be raised in ways that are fair, that ensure

compliance by all taxpayers, and that do not interfere with the

*/ The poll was conducted in mid-August. A summary of the
results appeared in the September 6, 1982 issue of Business Week.
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efficient functioning of the economy. These latter criteria
provide a useful basis for categorizing the problems of the
present tax system, as follows:

1. Problems of fairness. Most people believe that some

taxpayers are not paying their fair share. In the
Business Week/Harris poll, for example, 86 percent of
the respondents agreed with the statement that

". . . most higher income pqpple get out of paying much
of their taxes by hiring clever tax accountants and
lawyers. . . ."*/

2. Problems of compliance. Estimates of the "underground

economy” of unreported income range from $100 billion up to

several hundred billion, with lost tax revenues coming
to roughly one-fifth to one~third of that amount.
Although hard data are scarce, many tax experts seem to
feel that tax evasion has increased in recent years,
threatening the voluntary compliance on which our tax
system is largely based. The increase in evasion

appears related in part to the public's

*/ This finding is hardly surprising. In recent months, the
American public has learned, among other things, that Attorney
General William French Smith had invested in tax shelters that
promised four dollars in tax write-offs for each dollar invested;
that former U.S. attorney Roxanne Conlin, a candidate Tor
governor of Iowa, and her husband, whose joint net worth is
estimated at over $2 million, paid no Iowa state income taxes and
less than $3,000 in federal income taxes in 1981 because of tax
losses on their real estate holdings; and that Mayor Pete Wilson
of San Diego, a candidate for the U.S. Senate, paid no federal
income taxes in 1980 on a salary of $75,000 because of losses on
a business investment.
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perception that the tax system is unfair, with more
people thinking that if everyone else is cheating, they
should do the same.

3. Problems of economic efficiency. Certain economists

‘and businessmen maintain that the present tax system,
especially its high marginal rates, has: hindered
economic growth and productivity. Among other things,
they claim the present cystem discourages saving and
channels too much investment*into non-productive uQes.
These prcblems have many sources, but each stems in part
from the complexity of the present tax system. That complexity
permits unfair tax avoidance, undermines individuals' compliance
with the tax laws, and distorts economic decisionmakihq. The
movement for tax simplification has thus been able to attract

support from all parts of the political spectrum,

Comprehensive reform propcsals

Various proposals for comprehensive tax reform and
simplification have been advanced in recent months. While
dissimilar in -some respects, most have one feature in common:
broadening the tax base. That is, they are designed to enlarge
the base of taxable income by eliminating many of the deductions,
exclusions, exemptions and credits in the present system. This
allows the proposed systems to raise similar amounts of revenue
as the present system, but with lower marginal tax rates for most
or all taxpayers.

The proposed tax systems differ from each other in two

significant respects, First, they differ in the number and kind
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of tax preferences that would be eliminated to broaden the tax

base.

Sonie would eliminate all such preferences, while others

would retain a selected number. Second, the proposed systens

differ in the rate structure they apply to taxable income. For

example, some systems would apply a single ("flat") rate to all

taxable income, while others propose a set of rates that varies

according to the level of taxable income. -

There are three major points that we believe should be -

considered in evaluating these reform proposals:

o

First, base-~broadening, the common feature of these
proposals, should help to simplify the tax system,
increase fairness by reducing the opportunities for tax
avoidance, improve taxpayer compliance, and lessen
economic distortions. In general, it is a constructive
reform that will increase fairness in the tax system,
Second, the reduction in marginal tax rates offered by
these proposals would lessen the value of tax shelters,
thereby reducing inequities that exist under the
present system. Lower rates should also reduce
disincentives to economic growth and prodﬁctivity.
However, claims that lower tax rates will stimulate
economic growth have been greatly exaggerated; they
should be viewed skeptically.

Third, the rate structures of the proposed tax systems
will substantially affect the distribution of tax
liabilities among individuals in different income

classes. Progressivity, that is, the concept that
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higher income taxpayers should pay a higher percentage
of their income in taxes, is an essential ingredient of
tax fairness., Fairness issues, including progres-
sivity, should be given primary consideration in

evaluating prop:zsed tax reforms.

Broadening the tax base

Broadening the Mase of taxable income involves elimirating
most or all of the deductions, exemptions, exclusions and credits
that have been inserted in the pfesent system to promote non-tax
purposes.*/ We believe that base-broadening is desirable
principally for two reasons. First, base-broadening will make
the tax system substantially more fair by eliminating many of the
opportunities for tax avoidance that exist at present. This will
lead to greater equity among taxpayers whose financial
circumstances are essentially similar (so~called "horizontal
equity”). Second, base-broadening will make the tax system
simpler for the average citizen to understand. Although the
present system is relatively simple for those taxpayers--some 70
percent of the total--who do not itemize their deductions, most
people view the tax laws as full of hidden loopholes for those
few taxpayers who can afford high-priced accountants and tax

attorneys. Simplification should help to restore public

*/ We recognize, however, that some deductions, exemptions,
exclusions and credits (e.g., the exemption for dependents and
the exclusion for moving expenses) help to determine a taxpayer's
net income and "ability to pay." They serve to create a more
equitable tax system, not to promote non-tax purposes.
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confidence in the tax system's fairness, and therefore stem the
growing problem of non-compliance.

In broadening the tax base, the government will give up much
of its ability to use tax preferences (sometimes termed "tax
exepnditures”) to further policy purposes unrelated to the tax
system. Among the non-tax purposes that currently benefit from
pteferentiaI“fif:freatment are encouraging ownership of stock
(helped by the exclusion of up to $100 in dividend income),
providing funds for political campaigns (helped by the 50 percent
credit for political contributions totalling $100 or less),
supporting historic preservation (helped by the credit for
rehabilitation of buildings), assisting state and local
governments (helped by the deductions for interest paid on state
and local bonds and for certain state and local taxes),
supporting charitable organizations (helped by the deduction for
charitable contributions), and promoting energy conservation
(helped by residential energy credits).

Some compréhensive reform proposals would retain selected
tax preferences, but most preferencgs must be eliminated if the
tax base is to be substantially enlarged. While many tax
preferences provide support for worthy purposes, their
elimination is not too high a price for a fairer and simpler tax
system. Continued support can be provided in more direct forms,
if warranted, such as through grants or loans. Direct support
has the advantage of being subjected to more rigorous oversight

than support provided indirectly through the tax system.
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Reduction of marginal tax rates

The reform proposals that provide for base-broadening
typically provide for a substantial reduction in marginal tax
rates as well. Rate reduction Qccompanies base-broadening in
part for the obvious reason that these proposals' main purpose is
to improve the tax system, not to raise more revenue for the
government. Unless tax rates are cut, a larger tax base will
result in more taxes being collected.

A second reason for reducing tax rates is that it may be a
prerequisite for eliminating certain tax preferences. In
particular, most of the reform proposals would eliminate the
current exclusion for 60 percent of long-term capital gains. As
a result of that exclusion, the maximum effective rate on capital
gains currently stands at 20 percent. Clearly, opposition to
taxing capital gains as ordinary income will be stronger to the
extent that the top marginal rate in the proposed system exceeds
20 percent.

A third reason for reducing tax rates, often given by
certain businessmen and "supply-side" economists, is that reduced
rates would spur economic growth. This arxrgument has been
oversold. While it is true that extremely high (or extremely
low) tax rates can distort an individual's decisions to work,
save and invest, it is generally true that such decisions are
more affected by other factors unrelated to the tax system. For
example, decisions about how much to work appear to be influenced
more by established working hours and lifestyles, union rules,

and the availability of jobs than by tax rates. Similarly, the
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existence of federal programs that displace personal savings,
such as Social Security, pension guarantees and student financial
aid, seems to have a far greater impact on the national savings
rate than does the federal income tax. And in the last ten
years, external economic developments, including a surge in
foreign oil prices and a worldwide recession, have affected the
health of the economy and the level of investment more than have
tax rates.

History supports this conclusion. For example, this nation
experienced a relatively high rate of economic growth during the
1950's and early 1960's, even though the top rates on personal"
income were above 90 percent during most of that period.
Conversely, since the 1981 Economic Recovery Tax Act lowered the
top marginal rate to 50 percent, we have experienced a decline in
capital outlays of 4.4 percent. While high tax rates are often
cast as villains, the case has not been made that they are a

primary cause of our nation's economic ills.

Progressivity of the rate structure

The proposed comprehensive tax systems differ most
significantly in terms of their rate structures, which determine
how tax liabilities will be distributed among individuals at
different income levels. This may be seen by estimating the

"effective™ tax rate imposed on the taxpayers in each income
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class, that is, the average percentage of total income*/ paid as
taxes by individuals in that class. Under the present system,
for example, the tax rates on taxable income (the "nominal" tax
rates) range from zero to 50 percent, but the effective tax rates
on total income range from zero for those taxpayers with total
incomes below $3,000 to around 25 percent for those in the
$200,000 teo $500,000 income bracket.**/ The system is thus
progressive, although less sc than thé nominal rates would
suggest.

The most important fact to recognize about the flat-rate tax
proposals, which typically have a single rate between 14 and 20
per;ent, is that they would redistribute the tax burden away from
high-income taxpayers and onto the middle class. This is readily
apparent when we remember that the average taxpayer in the
$200,000 to $500,000 bracket would pay around 25 percent of his
total income in taxes under the present system, but only 20
percent or less under a flat-rate system. Lost revenues would be

made up by middle-income taxpayers who would pay higher taxes.

*/ Since the definition of "taxable income" varies among
tax systems, "total income"” is often used to provi“a2 a fixed
standard of comparison. Under the definitions esta: Lished in the
present tax system, total income equals the sum of taxable
income, personal exemptions for the taxpayer and his or her
dependents, the standard deduction, other deductions in excess of
the standard deductions, excludable sick pay, excludable
dividends, excludable moving expenses, and tax preference items
as defined in the Tax Reform Act of 1969, including excluded net
long-term capital gains.

**/ Source: Unpublished estimates based on projections
from the Brookings Institution's 1977 Tax File.
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The unfairness of shifting more of the tax burden onto
middle-income taxpayers is even more evident when we recognize
that the federal income tax is already less progressive than it
was only a few years ago. In particular, the 1981 tax act caused
a substantial reduction in the effective tax rates paid by
high-income taxpayers. This is shown by the attached table,
which compares the effective tax rates on total income for
high-income taxpayers in 1976 with the projected effective raées
in 1984 under the 1981 tax act.*/ The table indicates, for
example, that the effective rate for individuals with incomes
between $100,000 and $150,000 has dropped from 30 percent to 20
percent, and the rate for individuals in the $200,000 to $500,000
bracket fell from 33 percent to 25 percent. These are dramatic
reductions indeed for the most well-off members of our society.

The unfairness of a flat-rate tax is inherent in its rate
structure. The only way to eliminate the unfairness is to
combine the broader tax base that is characteristic of most
flat-rate proposals with a graduated rate structure. That is the
approach Senator Bradley and Representative Gephardt have adopted
in their "Fair Tax" proposal. They have found that even a
greatly simplified rate structure--one with only four or five
brackets instead of the dozen or so in the present system--is
sufficient to keep the same degree of effective progressivity

that exists under the present tax law. As a further innovation,

*/ The effects of the 1982 tax act have not yet been
projected, but they are not expected to be much different from
the results showa here for the 1981 act.

11-385 0 - 83 - 10
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they have developed a two-tiered systeq that taxes both gross
income and taxable income. This further adds to their system's
fairness by ensuring that a dollar of deductible expenses has the
same value for all taxpayers, regardless of income level. .

As Senator Bradley and Representative Gephardt have
convincingly demonstrated, the advantages that can be obtained by
broadening the tax base and reducing marginal tax rates need not
be linked to the inherent unfairness of a flat-rate structure.
They can be combined with a graduated rate structure, thus
maintaining the concept of progressivity that we believe is
.essential to a fair system for taxing Americans.

The Bradley-Gephardt proposal is designed to carry forward
the progressivity that exists in practice under the present tax
system. Many Americans rightly perceive, however, that the
massive 1981 tax cut gave disproportionate benefits to upper=
income taxpayers. As such it cannot and should not serve as our
"standard for fairness in the tax system.

We believe the distribution of tax liabilities that existed
prior to the 1981 tax cut provides a better basis for judging
whether a particular reform proposal will distribute the tax
burden fairly among taxpayers in different income classes. We
urge Senator Bradley and Representative Gephardt to reexamine

this key element of their proposal.

Conclusion
Adoption of a flat-rate tax would benefit high income
taxpayers at the expense of the middle class. We urge this

Committee to reject such proposals as grossly unfair.

{
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In contrast, the approach developed by Senator Bradley and
Representative Gephardt provides the opportunity for base-
broadening and reduced tax rates without unfairly shifting an
additional tax burden onto the middle class. Their simplified
progressive tax can provide the basis for solving one of this
nation's most pressing and fundamental problems--the growing lack
of confidence in the nation's tax system,

The Bradley-Gephardt approach will undoubtedly._need further
refinement. We urge this Committee to give it the serious and
careful consideration it deserves. We further urge the Committee
to meet head-on the tremendous challenge and opportunity it faces
to provide the country with a fairer tax system,

No one likes paying taxes, but we dislike it less if we are
confident that others are paying their fair share to support the
government. On behalf of Common Cause, I ask that you keep the
issue of fairness uppermost in your minds as you continue your
deliberations. No issue is more central to continued public

support for, and compliance with, the federal tax system.
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ATTACHMENT

Effective Rates of Federal Income Tax for High
Income Taxpayers, 1976 and 1984, Estimated by Joseph Pechman
of the Brookings Institution

Total Income Class*/ Effective Tax Rate
{(dollars) ) {percent)
1976**/ 1984 %*%/

75,000~100,000 27.9 19.2
100,000-150,000 30.5 20.8
150,000-200,000 32.2 22.8
200,000-500,000 . 32.7 25.2
500,000-1,000,000 31.2 23.7
1,000,000 and over 27.9 17.7

*/ Total income is the sum of adjusted gross income,
excludable sick pay, excludable dividends, excludable moving
expenses, and tax preference items as defined in the Tax Reform
Act of 1969, including excluded net long-term capital gains.

**/ Source: Brookings 1972 tax file projected to 1976.
Effective tax rate equals nominal tax rate (for married couples
filing separate returns applied to total incomes) reduced by
personal exemptions, deductions, tax preference items, capital
gains, maximum tax, income splitting, the earned income credit,
and retirement and foreign tax credits.

***/ Source: Brookings 1977 tax file projected to 1984.
Figures are rounded, and do not reflect adjustments in the tax
laws from the 1982 Tax Equity and Fiscal Responsibility Act.
Effective rates calculated as 1976 rates (see note 2) plus
reduction due to tax deferrals for IRAs and Keogh plans.
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The CHAIRMAN. Senator Long.

Senator LonG. Do I take it that both of you two gentlemen favor
the idea of a flatter tax? You would favor eliminating a lot of de-
dl}llctigns and going for a top rate of 28 percent; bottom rate of
what?

Mr. WErRTHEIMER. Well, without getting on the specifics of what-
ever the rate is, yes, we certainly favor an approach that would
dramatically reduce the number of preferences.

Senator Long. But both of you do, if I understand it, favor the
principle of progressivity? That is, that those who are making a
great deal of money ought to pay a higher percentage of their
income in taxes than those who are making a modest amount of
money. i

Mr. McInTYRE. That’s right. In fact, I think that we could easily
improve the progressivity of the Tax Code without any economic
problems. We certainly had a much more progressive system when
we had a high growth rate in the 1950’s and 1960's.

Mr. WERTHEIMER. I would like to add that we not only favor it,
but if you left it out, you would have far greater national dissatis-
faction on your hands than you have now.

Senator LonG. Now Mr. Harris testified yesterday, I believe, or
the day before that the public is inclined to favor a flat tax. My
impression about these polls is that it all depends on how you ask a
question. How do you think the average person in the middle-
income bracket would respond if you asked that question? If a flat
tax means that you pay a 30 percent increase in your income tax,
and the wealthy get a substantial tax cut, how do you think they
would answer it?

Mr. WERTHEIMER. Don’t do me any favors. {[Laughter.]

That’s the problem right now. And that’s part of what these
hearings are accomplishing. They are educating people on what is
involved in these proposals. What appeals to the public on the flat
tax, as they understand those two words, is the view that it is
going to be simple and it is going to be fair. And it may well be
simple, but the fairness isn’t there. And as soon as anyone finds
out about it, they will move away from that.

Senator LoNG. But you do favor, I take it, it and you think there
is a great deal of appeal and you would support a proposal that
would drastically reduce deductions grovide that the rates did
maintain the principle of progressivity?

Mr. WERTHEIMER. Yes. And if I could add, as I mentioned in m
prepared testimony, it’s our view that the distribution of tax liabil-
ities prior to the 1981 tax cut is a better framework for looking at
the J)rogressivity than the system as it exists today. Because the
Bradley-Gephardt proposal is designed to carry forward the
progressivity that exists in practice under the present tax system,
we recommend both Senator Bradley and Congressman Gephardt
take another look at that question in terms of what should be the
starting point of progressivity in a new system.

Senator LoNnGg. Well, I am pleased to see that the sentiment on
this committee so far seems to be moving toward the type thing
that you favor. More and more, I think, those who consider it and
have a chance to study it and focus on it and hear it are going to
see that we should not just drop the idea of progressivity because
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those who make a great deal of money should, and they are in a
position, make a larger relative contribution than those who make
a very modest amount of money. I believe and hope that that will
be a part of it, if we do anything.

The CHAIRMAN. Before yielding to Senator Bradley, I wonder if I
might just ask a question. And then if you could conclude the hear-
ing. Don't pass any bill out. [Laughter]

Senator BRADLEY. I don't have a quorum.

The CHAIRMAN. Oh, that’s right. But I just want to express my
appreciation to both Mr. McIntyre and Mr. Wertheimer for appear-
ing here. And I do believe that we have got a big educational job
ahead of us. I'm not certain how soon it might be accomplished, but
there is certainly a great deal of merit in trying to streamline the
system. :

But I think it was Mr. Harris yesterday who said it was 81 to 7
on not eliminating the mortgage interest deduction. Now that’s
fairly substantial odds. And I'm not certain whether we could per-
suade that group. I think most people perceive the flat-rate tax as
keeping all the deductions they have now, but with a flat rate. And
if that’s the way it has to be, then we are never going to be able to
accomplish it unless we do it maybe on an incremental basis, as we
have started this year. Each year, take another look at the Tax
Code and figure out where we can modify some tax expenditures.
And that becomes more and more difficult. A little less difficult
under the reconciliation process under the budget constraints. But
certainly we intend to continue not only the hearings but other ef-
forts to inform the American taxpayers. I am certain that both of
you have done that through your newsletters and other communi-
cations. So I assume we will have you back again next year.

Mr. WERTHEIMER. If I could just say one thing. Everyone in this
room knows the degree of difficulty increases when you start to try
to take away preferences as opposed to adding them. And this kind
of struggle is an enormous struggle. And I would have been far
more skeptical about the capacity for being able to do this until I
saw the miracle you just pulled off on the recent tax bill. That has
given me hope that this committee can, in fact, head in the other
direction and take on what starts off as a battle that is unwinna-
ble, and yet the pieces are there to win it.

The CHAIRMAN. Well, if we agree to vote on all these things we
are going to eliminate in one package, it would be easier than
trying it one at a time. I think that's where you would have some
fall off rather rapidly. But I think Senator Bradley’s bill certainly
will be helpful. There are other measures that are purely flat. But
I think our primary responsibility now, as I see it, for the commit-
tee is to make sure the American people, at least those who have a
real interest, may learn a little more about the flat-rate tax and
what some of the different ideas are. And then we will see what
happens as far as public opinion is in another 6 months or a year.

nator BRADLEY. Thank you, Mr. Chairman. Let me thank both
of you for your testimony. I think that it is very helpful. And as I
read it, both of you have strongly endorsed the concept of lowering
tax rab‘(;s and eliminating tax expenditures simultaneously. Is that
correct?
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Mr. McINTYRE. That'’s right, Senator. We might want to do it si-
multaneously rather than lowering rates one year and plugging
loopholes the next, as we did last time. It probably would be better
for the economy.

Senator BRADLEY. You mean if we close loopholes and cut rates
in the same year as opposed to a lag of one year?

Mr. McCINTYRE. Yes.

Senator BRADLEY. One of the things that some people have said
in response tc your testimony is that it is odd to see you coming in
and arguing for letting the marketplace work. There are some who.
say Government doesn’t have any role. There are others who say
Government does have a role. Are you saying that you would like
to get Government out of the loophole business because of an atti-
tude toward Government, or is it more a question of economic effi-
ciency?

Mr. McINTYRE. Well, its completely an issue of efficiency, Sena-
tor. There are so many important things that the Government can
do better than the private sector. Running the schools, building the
roads, manning the national defense—the list is almost endless.
But there are certain things that the private sector can=do-far-
better than the Government. These include building factories,
hiring workers, and making the decisions about where investments
ought to go. And when the Government gets into those fields, we
get in trouble.

Mr. WERTHEIMER. Well I would just add another factor. In the
world of preferences, there’s a power game. And the powerful do
very well with preferences, and the average person who is not in
this arena except through the representation that you folks provide
doesn’t do that well in this kind of system. And that's part of why
we have seen this growth occur.

As someone mentioned earlier, you take every one of these items
on its own and on its own merits, it works or it doesn’t work. You
add them altogether and you have got a monster on your hands.
And that's where we are now. And if you could make the kind of
widespread change that is being talked about, you have a shot at
restoring some of the balance that has gone out of the system.

Senator BRADLEY. So you are saying that even though we started
out with low rates, as we financed wars and depressions, the rates
went up. Then people came to Congress and obtained selective
relief. And the fundamental question is, then, whether the general
good is best served by granting selective relief or by dropping the
ra?s? for all Americans and eliminating the loopholes? Is that
right?

Mr. WERTHEIMER. Yes. It has been very hard for Congress to
resist that kind of specified interest. It's very, very difficult just
from a strategical—the way the system functions, it has been very
hard to resist. And it remains hard. And it will always be hard to
resist.

Senator BRADLEY. As you are out dealing with people like we do,
what do you find is the most compelling argument when someone
comes up to you and says, well, yeah, but there’s my little provi-
sion in the law and I don’t want to lose it.

Mr. WErRTHEIMER. That’s not where people start.
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Sena?tor Braprey. What do you find is the most appropriate re-
sponse?

Mr. WERTHEIMER. 1 think people start with the question of is
there something wrong with the system. It’s not fair. Many people
say, “I believe I am paying my fair share, and there are a lot of
folks, whether or not they are Senator Long’s million-dollar cases,
who are not.” I think it starts with a basic fairness question.

Mr. McINTYRE. Well, the first question people always ask when
you talk tax reform around the country is whether they are going
to pay more or less, as Senator Long said. Then they get to the de-

_tails. But that’s the first question. And then people are, of course,
interested in simplicity. Everybody is.

Senator BRADLEY. The next response in my town meetings, after
am | going to pay more or less, is that the idea, as Senator Quayle
said, I think, when he was describing a conversation he had with
some worker in Indiana—the response is that the idea makes too
much sense.

Now what do you say to the fear out there that somehow or an-
other if we go in this direction it might work for a couple of years
that then the kind of problems we had in the past would reassert
themselves and we would end up with a lower rate tax, but gradu-
ally ghe law would again be cluttered by more and more exemp-
tions?

Mr. McINTYRE. Well, there is one significant advantage in this
process if we do undertake it. And that is as time goes by and rates
come down, let’s suppose, the pressures for loopholes go down.
Your program keeps mortgage interest deductions, for example.
Some people would say that’s a terrible defect. But your tax rate
from those people is 14 percent. So the mortgage interest writeoff
is just not going to be that significant for them. And at some point,
you might even eliminate it. They won’t care.

That’s the point, I think. If we do lower the tax rates, while the
pressures for special interest breaks are still going to be there—you
are going to feel them; we are going to see them—they will be less.

Senator BRapLEY. Thank you very mueh.

Senator LoNGg. Mr. Baucus.

Senator Baucus. I am trying to determine how far you would go
in letting the marketplace make some of these decisions. Wovid
you keep some of the deductions that we have or eliminate them
all? How far would %)u go?

Mr. McINnTYRE. Well, if i)"ou are talking about the personal
income tax, Senator, I think the kind of political decisions that
Senator Bradley has made in his proposal are eminently sensible.
Since this process is, obviously, going to be incremental, it would be
silly to go after deductions that are broad based as a starting point.

Now somewhere down the road we may say, gee, we could fur-
ther simplify the system. And we will ask people: How do you feel
about the mortgage interest deduction at a l4-percent tax rate?
And maybe at that point people would rather have a simple
sl).:stem. But that’s not a deduction that is destroying the fairness of
the American tax system. It's not like some of these tax breaks

that go predominantly to the wealthy or to corporations. And cer-
tainly the last place to start would be on a broad-based kind of de-
duction like that.
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Senator Baucus. As I understand it, you keep deductions that
are broad based because more Americans utilize them. But you
would look more closely at those that are less broad based.

Mr. McINTYRE. That's certainly where I would start. In the ideal
tax reform world we wouldn't have any of these deductions. But
that isn’t what we are talking about. We are talking about the real
world where politics matter, and where we have to deal with real
people. And the bottom line question is: Are we protecting the
middle class from too heavy a tax burden. And to start by propos-
ing to eliminate the mortgage interest deduction isn’t going to help
in that process—as Jimmy Carter found out in 1976.

Senator BAucus. Let me ask a second question. What about busi-
ness taxes? Should we attempt some reform there or should we
stay only with the individual income?

Mr. McINTYRE. Well, I think the business tax side is clearly the
most important side. Senator Bradley’'s plan deals only with unin-
corporated businesses, as of now.

Senator Baucus. I'm talking about the corporate tax.

Mr. McINTYRE. I'm hopeful Senator Bradley is ready to come up
with a proposal on the corporate side because that is where our
biggest tax shift has been in the last 10 years.

Senator Baucus. What do you think we should do for corporate
tax? That is, how should the corporate tax, in your view, be melted
in with whatever we may do on the individual tax?

Mr. McINTYRE. Well, I think that the result we end up with, Sen-
ator, under the current Bradley-Gephardt program, where we only
allow loopholes if you are incorporated, is an unsatisfactory one.
What we ought to be doing is saying let’s get the corporate tax
base up to something that resembles corporate income. Let’s get
the rate down. And then let’s deal with the problem of dividends.

Mr. WERTHEIMER. Let me say that we also strongly believe that
it's essential to take a comprehensive look on the corporate side.

Senator Baucus. And what would you do, Fred?

Mr. WERTHEIMER. [ don’t have an answer to that question.

Senator Baucus. What'’s your response to the point that because
business taxes, corporated or unincorporated, tend to be aggres-
sive—that is, they are passed onto the consumers in higher
prig’es—that we should probably eliminate the corporate income
tax’

Mr. McINTYRE. Senator, as you know, there are legions of lobby-
ists working for large corporations. They are constantly petitioning
you to lower their taxes. Do you think they are doing that out of
some kind of public spiritedness?

Senator Baucus. I'm asking you the questions.

Mr. McINTYRE. They know that they and their shareholders are
bearing those taxes, or most of them. They are not the real con-
sumer groups, Senator. What we are talking about with the corpo-
rate tax is the only effective tax we have ever had on the high-
income owners of corporations. And if you think by eliminating
that you are going to benefit consumers, you probably think that
the windfall profit tax cuts in the 1981 tax bill lowered oil prices.

Senator BaAucus. What I am trying to determine, though, is what
you think we should do with the corporate income tax. What direc-
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tion do we go? Fred is not quite ready to give his proposals. I am
curious as to whether you have any.

Mr. McINTYRE. As I meant to say a minute ago, the exact thing
you want to do is try to return to a measure of economic income,
which means we put depreciation back on an economic basis, we
get rid of the various tax credits for this and that; we then lower
the corporate rate to some reasonable level—let’s say 25 percent;
and then we deal with the problem of dividends. In that order.

Senator Baucus. What would you do with dividends?

Mr. McINTYRE. Well, you will have to find a way, if you can
reform both sides of the Tax Code, to integrate the corporate and
perscnal taxes. In other words, if we really start taxing capital
income on the individual side, which we aren’t now, then you
would probably need to find some way to avoid taxing dividends
twice.

Senator Baucus. So you would broaden the base of individual in-
comes. You would also broaden the base of corporate income. And
then moving toward the direction of not taxing dividends twice.

Mr. McInTYRE. Right. That’s the last step.

- Senator Baucus. Thank you.

Senator LoNG. Let me just touch on one other subject while we
have you here. Now you mentioned, Mr. Wertheimer, the $1 check-
off for the election ofy the President. And I appreciate what you said
about that. Now you would favor retaining that, I would think,
even if we do go to a flat tax?

Mr. WERTHEIMER. I'm in favor of any system with public financ-
ing of elections. I would point out on the $1 tax checkoff that what-
ever decisions are made on that does not affect the amount of tax
that individual taxpayer pays so it’s not a differentiation in terms
of providing an advantage or disadvantage for the taxpayer.

nator LonG. Well, it is a burden on the Treasury though.

Mr. WEeRTHEIMER. Well, it is, as are any number of expenditure
programs. I do favor retaining your $1 checkoff, Senator.

Senator LoNG. Well, my thought is that like you, whatever the
decision is about the manner, I think we ought to retain the $1
checkoff because it seeks to bring about a situation where whoever
is elected President is not overwhelminglg beholden to some partic-
ular group for money. You believe like I do—I see you nodding, just
so the record will show it—that the President ought to do what is
best for 230 million people. And his decisions should not be colored
by the effect of the campaign contributions. It ought to be based on
what is good for the country and not what is good for those who
pag for the campaign. And we agree on that.

ut that's something that you and I are thoroughly familiar
with. So much so that we think that ought to be retained. And I
just think that those who are involved in something like the
nited Givers or the Red Cross or the church would be the first to
insist that if we have a so-called flat tax or a flatter tax, whichever
way you want to do it, that that ought to be retained. And I think
that the deduction for a religious contribution—by the time we get
through I would just be willing to bet you my life on this—that if
we take it away, it won't be gone but for a year. They will come -
back in here and get it back. And I'd like to ask you what you
think about the charitable contribution when it is, in fact, a chari-
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table contribution—not something to ones own private foundation,
but a charitable contribution to a church or for a public charity
that has general acceptance.

Mr. WERTHEIMER. Well, you are, obviously, raising the bottom
line public struggle that this kind of effort faces. One, where will
you come down in terms of making your judgments about what, if
anything, stays, and what goes. And, second, and in some ways it is
the most worrisome thing, even if you were successful, how do you
sto;if?thls whole process from immediately begmmng to repeat
itse

Senator LoNG. Exactly.

Mr. WERTHEIMER. And that is extremely worrisome. But I think
that there are judgments that have to be made. Senator Bradley
has made a set of judgments in his initial proposal. Assuming this
goes forward, we will go through a series of battles. We did not spe-
cifically state in our statement, and aren’t prepared at this point to
say that those six or five items are the key items, and that’s where
the political judgment should come down.

As was pointed out, there are other ways to deal with a number
of programs. If you look at the direct expenditure side, and if you
treat them as Government expenditures rather than going through
the taxes.

Senator LoNG. Well, the day before we held the hearings on the
flat tax the committee met and an amendment was offered to pro-
vide a tax advantage for lawyers and for writers who donate their
works of art or their manuscripts to charity. There will be a lot of
cases where these people will make more money by donating one of
those paintings than they could make by selling it. In effect, Uncle
Sam is the unwilling purchaser of those donations.

Now the significance of that was that here I was vehemently pro-
testing, and I wasg voted down—only one person on the committee
to stand up against this new tax expenditure, which I think has
very, very dubious merit to it—at a time when everybody is getting
his mind all set thinking about the hearings that we are going to
hold the next day on the flat tax. In fact, right now that thing is
out there to be passed with only one Senator, to my knowledge, op-
posing it because it has been well lobbied by those who have an in-
terest in the matter. And I just find myself asking what do you
think our prospects are if we managed to eliminate a great deal of
tax expenditures, or drastically cut back on them and then be able
to keep it that way?

Mr. WERTHEIMER. Well, that’s a tough problem. That doesn’t lead
me to conclude that we shouldn’t get there. Even if we started all
over again, we would at least have a different framework, and we
would have a different situation. I guess I would be interested in
looking at the budget process, and the process itself, in the ways in
which tax expenditures are added to the system. And perhaps we
could devise a way of makmg it far more difficult to add tax ex-
penditures to a new system It’s pretty hard to deal with them now
one at a time. You don’t have to come up with the money to pay
for them. I mean you don’t have to take it from somewhere else,
you can just add it.
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And one of the things that might well be worth looking at is
whether the process for dealing with tax expenditures should be
different in the future under a different system.

Senator LonG. Well, thank you very much, gentlemen. You have
made a very good contribution. And if you want to make an addi-
tional rejoinder, submit it to us, and we will include it in the
record. :

Thank you very much.

[Whereupon, at 11:47 a.m., the hearing was concluded.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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THE FLAT-RATE TAX: AN OVERVIEW AND COMPARISON

OF PROPOSALS AND REFLECTICNS ON TRANSITIONAL ISSUES

The magnitude and frequency of changes In our income tax system have
led a number of policymakers to ask the question, "Isn't there a
better way?" Much of the impetus for this reappraisal initially arose
during the consideration and subsequent passage of the Economic
Recovery Tax Act (ERTA) in 1981, Under ERTA, the top tax rates were
lowered substantially and attempts were made to eliminate perceived
abuses in tax sheltered investments. Yet many concluded that the
complex provisions devised to preclude tax avoidance--by "tax shelter
devices" as well as from the problem of lost revenue resulting from
unreported income generated in the underground economy--still needed
further refinement. In fact, the recent 1982 tax proposals that led
to a Senate-generated tax bill created additional fervor to meet the
challenge of abusive tax shelters and the underground economy revenue
drain. This highlighted the possibility that the solution could
better be accomplished through other approaches, Thus, support for a
radical change in our income tax s9system is focusing attention on the
need for a greatly simplified approach, particularly for individual
taxpayers., While the ideas are not new, some Congressmen and econo-
mists have proposed either a flat-rate tax system or one that has far
less complexity, with a simpler tax rate schedule and fewer brackets.

The rush of various "flat-rate tax" proposals is reminiscent of the
excitement a few years ago when similar euphoria was exhibited abdout
VAT (value-added tax). In fact, one leading legislator,
Representative Barber Conable, has alluded to the flat-rate tax
momentum as having "fad" overtones. -
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While legislative action on these proposals {s not likely this year,
Senator Robert Dole has announced that the Finance Committee will
commence hearings in September. Increased interest from both liberals
and conservatives suggests that the pudlic should be better informed
about the alternatives under consideration. The remainder of this
letter discusses some of the issues involved in a simpler systeam, some
of the problem areas that are likely to emerge, a brief discussion of
the types of proposals that have so far been made and their impact on
different taxpayer groups. The text 1is followed by exhibits comparing
the tax under various proposals and the components of the tax base.

What is wrong with the present tax system?

Under present law, individual taxpayers wmust deal with confusing
definitions of gross income (and exclusions), complex limitations on

- certain deductions (e.g., charitable contridutions, casualty losses,
medical expenses, interest deductions) and a myriad of tax credits.
There are special calculations for capital gains (and disagreements
over qualification for this tax-favored status), special treatment of
so-called tax preference items and multiple methods (such as income
averaging) to calculate the tax. In spite of Congressional attempts
to simplify return preparation for individual taxpayers, over one-half
of all individual taxpayers still seek outside assistance in preparing
their returas.

Moreover, concern about "bracket creep" (inflation pushing taxpayers
into higher tax brackets) has been a bane of the U.S. middle class.
Provisions of the '81 Act (ERTA) were intended to mitigate these prob-
lems through rate reduction and indexation. Nevertheless, many con-
clude that these changes did not go far enough.

Business taxpayers also face many complexities, although most maintain
adequate accounting records and are accustomed to the requirements for
preparing tax returns. Even here, however, there is still a wide
range of choices that must be made among cost recovery proposals and
inventory accounting systems. Complications also arise from the cor-
porate reorganization, partnership and foreign income provisions.

While some of the recen£ proposals focus on both business and individ-
ual taxpayers, most show the greatest concern for the plight of the

individual tidxpayer. The discussion that follows concentrates on that
area.

What are the concepts underlying a flat-rate tax system?

The threshold question in the development of any flat-rate tax system
is, of course, the definition of income against which the tax rate
will be applied., The definition of income would form the tax base, so
it naturally follows that the broader the tax base, the lower the tax
rate can be. Using our present tax system as a model, a flat-rate tax
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could be imposed on taxable income or on adjusted gross 1incoae. A
broader tax base could be called comprehensive income, deemed by econ-
nomists to be more analogous to economic inconme. This type of base
might include such presently exempt income as additions to retirement
accounts, social security benefits, railroad retirement payments,
accretions 1in insurance policies, unemployment benefits, the full
amount of realized capital gains and municipal bond interest.

Taxable income, as presently defined, probably provides a poor base
against which to apply a flat-rate tax. Retaining the c¢oncept of
taxable income would retain most of the complexities of the present
system and would require the imposition of a rather high tax rate to
derive revenues comparable to present levels., Under a system based on
taxable income, iow and middle income taxpayers would probably experi-
ence a significant increase in their tax burden. Unless there were a
substantial increase in the "zero bracket™ amount, many flat-tax econ-
omic studies project a profound switch in total tax burden to these
groups, Only upper income taxpayers would realize significant
relief, However, an advantage of retaining taxable income as a tax
base is that there would be little impairment of- tax-favored activi-
ties such as charitable contridutions and home ownership deductions
for mortgage interest and real estate taxes.

Adjusted gross 1income (AGIl), as presently used in the tax system,
would provide a much broader tax base by eliminating itemized deduc-
tions. In a true economic sense, however, even AGI does not always
reflect an individual's total econcmic income. Under present law,
soccial security, federal transfer benefits and 60% of capital gains
are exempt from taxation, as are some dividends and interest {espe-~
cially on state and local government obligations). In addition, to
the extent an individual contributes either to an IRA or, through his
employer, to some other qualified pension or profit sharing plan, such
amounts and the related income are not taxable to the individual until
he actually beginn to receive retirement benefits. Also, many special
rules apply to determine AGI. Therefore, some favor taxing all eco-
nomic income currently.

Under a more comprehensive income tax system, there would be few or no
deductions available, and income that 1s presently exempt or excluded
--such as social security, the earnings on retirement accounts and
tax-exempt interest--could become taxable, This would be the simplest
system for taxpayers and would also allow the lowest tax rates. None-
theless, this system would also probably increase the tax burden for
low and middle {ncome taxpayers, and investment distortions would
occur because amounts devoted to previously deductible or excludable
items would become taxable.

General problems from a comprehensive tax base

The major criticism against using comprehensive income as a tax base
is the distortion that would follow the loss of special tax incen-
tives., Home builders and homeowners could be hurt by the loss of the
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ownership deductions, and the charitable sector would likely receive
fewer gifts becduse of the loss of the contribution deduction. 011
and gas exploration would be curtailed by the loss of depletion and
the current deduction for intangidble drilling costs.

The 1loss of other tax incentives potentially gives rise to a
reallocation of resources wherever there 1is presently favored treat-
ment. This is especially acute regarding gains from capital invest-
ments that are now subject to tax at 40% of the rate applied to other
income. Likewise, state and local governmental funding by borrowing
could be severely impacted because they would lose their ability to
borrow at 10ﬁer tax-exempt interest rates.

Finally, a comprehensive income system could put tremendous pressure
on major financial systems {f the definition of 1income 1included
several forms of savings, especially retirement savings. If social
security were to be taxed, there would be great pressure to iancrease
the benefits from a system already in serjous financial trouble.
Employers would experience similar problems if their contributions to
profit sharing or pension plans were taxable to employees or the
growth in retirement or insurance reserves were similarly currently
taxable.

Business flat-rate tax. Much of the discussion about flat-rate tax
has centered on individual taxpayers. However, such a tax systex
could be applied to businesses as well. If a flat-rate tax applied tc
businesses, it should probabdbly apply to a modified taxable incoume
base. A gross receipts tax would mean an enormous tax i{ncrease for
capital intensive industries, extractive {industries that use percen-
tage depletion and development cost deductions, financial institu-
tions, marketing and distribution organizations, and sectors where
there is a high reliance on inventory. There would also be a severe
inerease for those thousands of low margin businesses (such as re-
tailers and wholesalers) who may generate gross profits but little (or
no) economic net income.

What tax rate is necessary?

The Congressional Research Service has developed a geries of wmodels
projecting the rates needed to maintain present levels of revenues,
depending on the tax base, For example, a rate of about 12% for indi-
viduals is needed if the AGI tax base is used. This would result in a
tax increase of over 1000% for taxpayers earning less than $5,000, but
about a 50% tax decrease for taxpayers earning over $200,300. For
taxpayers in the $20-$30,000 income group, the tax increase would bé
roughly 13%, while taxpayers in the $30-$50,000 brackets would experi-
ence about a 5% decrease,

By contrast, using the 1984 tax tables and projected 1984 income and
using a taxable income tax base, a rate of 18.5% is required to raise
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the same revenues the Treasury received in 1980. Under this system
taxpayers earning less than $50,000 would experfence a tax increase,
with the greatest burden falling on income levels below $20,000.

What proposals have been suggested?

Legislation has been introduced embodying the flat-rate tax systenm for
individuals only or for 1individuals and corporations, Three basic
approaches prevail. The first repeals all present tax laws relating
to deductions, exclusions and credits that apply to {individuals and
imposes a flat-rate tax on all income. A second group of proposals
would replace the entire system for both individuals and corporations
with a flat-rate tax on all incoame. The third approcach is actually a
graduated tax for individuals on a significantly expanded base. Under
all of these proposals, some amounts of personal exemptions and/or
zero bracket :zmounts are retained. None of these proposals distin-
guishes between ordinary and capital income, so capital gains would be
taxable in full.

Broad, comprehensive definition of income

Individual flat-rate system. Undoubtedly the simplest flat-rate tax

proposal is made by Senator Helms (S, 2200) and provides a 10% tax
rate applicable to all individuals. Its simplicity, and its weak-
nesses, flow from its requirement that virtually all exclusions, de-
ductions and credits be eliminated. Only a $2,000 deduction for each
current personal exemption would remain. There would be no low income
exemption. This extreme simplicity {3 1likely to be the bill's
greatest impediment. Although other proposals made under the aegis of
a "flat-rate tax" sharply reduce, if not eliminate, many so-called tax
preferences (primarily deductions or specially treated items), none
goes so far as this in broadening the tax base.

The Helams proposal includes in income many items whose nontaxability
has been considered sacrosanct for years, such as insurance proceeds,
gifts and inheritances. Naturally the Helms approach would also tax
retirement nest eggs, social security and other federal and state
transfer payments (including unemployment compensation), tax-exeampt
interest income and 100% of capital gains. Interestingly, even though
bequests and gifts are subject to income tax in the Helms proposal, no
reference is made to revamping or eliminating gift and estate taxa-
tion. Thus, double taxation could occur unless the two tax systems
are coordinated.

Individual and corporate flat-rate system. H.R. 5070, introduced by

Representative Panetta, {llustrates the flat tax as it might apply to
individuals and corporations. All income would be taxed at 19%.
Under that legislation, a $1,000 exeamotion credit would be allowed for
the taxpayer, $1,000 for a spouse, $200 for each dependent and $200

11-385 ¢ ~ 83 - 11
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for each individual who 4is blind or at least age 65. Thus, very low
income individuals would, for the most part, remain exempt from taxa-
tion. «

Under the Panetta plan, wmunicipal bond 4interest and all 1income
transfer payments (e.g., social security) are included in income and
are taxable. Similarly, all employer-purchased group-term life in-
surance benefits would become taxable to employees. All present law
deductions would be repealed, except those for expenses for the pro-
duction of income, real economic losses and alimony payments. These
repealed deductions would specifically 4{include capital gains on all
assets, including the sale of a personal residence, Corporations
would also be subject to tax at the 19% rate, and many special deduc-
tions would be repealed. These include the deductions for depletion
of intangible drilling costs, accelerated cost recovery (and depreci-
ation), special deductlions fop dividends received and deductions for
contributions to qualified employee benefit plans and entertainment
expenses. Deductions for other trade or business expenses would be
retained. -

The "simple" progressive (flat) rate tax

The proposal receiving the most pudblicity is actually not a flat-rate
tax but a progressive-rate tax, with reduced rates applied to a signi-
ficantly broadened tax base. Senator Bradley and Representative
Gephardt have developed a proposal (S. 2817) for individual taxpayers
having some support among both conservatives and liberals. Their plan
has been called the "Comprehensive Income Tax™ and would impose a
basic tax of 14% on all taxable income. A progressive surtax would
then be imposed on total income above $40,000 for joint returns and
$25,000 for wunmarried {ndividuals. The highest surtax rate, 14%,
would apply to taxpayers filing single returns with adjusted gross
income over $37,500 and to taxpayers filing joint returns with ad-
Justed gross income over $65,000. Thus, for the taxpayers 1in the
highest adjusted gross income c¢lass, the maximum effective tax rate
would be 28%. Adjusted gross income would bde expanded, however, by
ineluding certain iteams not ocurrently taxed and repealing certain
other deductions.

Under this "comprehensive" tax plan, several provisions of presént law
would be retained. The 2ero bracket amount would be {ncreased to
34,600 on joint returns, and the exemption level would be increased to
$1,500 on a single return, $3,000 on a Joint return and $1,750 for
heads of households. The deduction for employee business expenses
would be retained, as would the exemption for interest on general

odbligation wmunicipal bonds. Several itemized deductions would be
retained, including home mortgage interest, charitable contributions,
state and 1local income taxes, and real property taxes, Social

security and veterans' benefits would remain tax-exempt,

Some current provisions would be modified, including the child care
credit, the exclusion for employer-provided health insurance, the
deduction for medical expenses (limited to expenses in excess of 10%
of AGI) and the $125,000 exclusion of gain on the sale of a resi-
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dence, A 14% tax would be applied to the investment income of pension
plans, IRAs and Xeogh plans. Many other special exemptions, deduc-
tions and credits presently available to 1individuals, such as for
percentage depletion, intangible drilling costs and the investment
credit, would be repealed, The entire amount cof capital gains (with-
out any excludidle portion) would be subjeet to tax.

A pragmatic proposal--an integrated business and individual flat rate

A fourth approach eliminates the present tax system for both indivi-
duals and corporations. S. 2147, introduced by Senator DeConcinti,
sets out a series of guidelines for business taxation covering all
entities, including partnerships, proprietorships and individual 1in-
vestment activities. Under DeConcini's proposal, a tax would be
imposed on gross revenues, with deductions allowable for Mcapital
expenses of the business" and for amounts the business pays during the
taxable year for m"goods and services." No consolidations would be
allowed, and each subsidiary would pay tarx on its own i{nconme. The
DeConcini proposal does not tax capital gains. No rate is mandated,
since the proposal only sets out guidelines, Apparently individuals
would essentially be taxed only on compenration income but not on
interest, dividends, capital gains or business incoame.

Evaluation of four approaches

In the purest sense, probably none of these four approaches truly
qualifies as a "flat-rate tax." The closest would be the Panetta
approach. The Helms version has the bdroadest definition of income.
The Bradley approach is not a flat-rate tax at all, but merely a sim-
plification of our present progressive tax rate structure. The
DeConcini bill is based on a report that has received a great deal of
notorliety, prepared by Alvin Rabushka and Robert E. _Hall, senior
fellows at Stanford's Hoover Institution. Very simply, this version
presents guidelines for taxing all business activities, regardless of
whether 1incorporated, at a flat-rate tax of 19%. The individual
segment of the tax system would then be a flat-rate tax based solely
on compensation.

What bothers proponents of maintaining the current progressive
system? Some of the problems inherent in adopting any of these propo-
sals are:

[ Regressivity.

o Fringe benefits and deferred and retirement benefits may bde
taxed currently at fair market value.
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[} Transitional problems in going from the current system to a
completely new one, wWhereby current investment tax basis
(i.e., buildings, plant and equipment) may no longer provide
tax bernefits, resulting in an economic loss therefrom.

o The impact on special industries or their investors, such as
real estate, home ownership and construction, and oil and gas
exploration.

o Probable reduction in charitable contributions.

<] Fair market value of collectibles {1i1.e., antiques, art and
Jewelry) may be drastically affected.

o Municipal bond funding and ownership may be adversely
affected.

° The 4impact on state income tax linkage to a federal tax
system.

o The concern that once the definition of income i{s broadened

to include items of income not currently taxable, Congress
will be greatly tempted to increase the basic tax rate.

<] Distortion to investment incentives and return on investment.

In other words, once the door 1is open to a much broader definition of
incone, there 1is nothing to assure that a low rate or even a few
brackets will continue forever. Seemingly, nothing can deter Congress
from the temptation to impose higher tax rates on more substantial
incozmes in order to obtain revenues for government expenditures.

Special transitional problems

To the extent that any change in the system would disallow deductions
on investments made before enactment of a new tax system, it is evi-
dent that serjious economic displacement could take place unless there
is a substantial transitional period. As one commentator stated, many
citizens would probably be put in a negative net worth position, par-
ticularly if there were long-term commitments based on the current
ayatem of taxation in computing investment risk, rate of return and
profitability. Loss of deductions for these amounts nut only results
in current lo3ss of tax benefits but also undoubtedly creates reduction
in portfolio asset values. Many econcmists and tax policy experts
have shrugged at this problem, asserting that it Is simply one of the
costs of making a significant change and that the loss is offset by
substantially lowered income taxes,. Whether this is true or not can
only be decided on a case-by-case determination.

Others more concerned about the substantial mischief or taxpayer
revolt that might result from such a significant diminution of wealth
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have suggested that a lengthy phase-in period is imperative, such as
20 or 30 years for those who have homes as well as other investments

subject to long-term mortgages. Transactions entered into after
enactment of a new system should be subject to the newWw system at the
tize of the transaction. Undoubtedly the grandfathering would be

helpful to the extent of investment raintenance, but one can still
wonder about the diminution in wealth from the "resale market," where-
by purchasers will be willing to pay less because the net after-tax
cost of investment will be higher. A transitional rule creates addi-
tional complexities: two different systems of taxation may be running
contemporaneously.

Similar statements can be made if businesses or business activities
are considereas separate from individual income subject to taxation,
primarily compensation. In addition, under the Helms approach, there
would have to be a substantial transition period and cocordination
between the current gift and estate tax transfer system and taxation
of such transfers as income to the recipient,

Another area that would require complex transitional adjustment
provisions is qualified retirement benefits, including employer plahs
and Keogh or IRA plans, Two questions immediately come to mind: On
the effective date, should sums be frozen under the old (i.e., the
current) system, including earnings thereon; or should there be a
cutoff of the balance only as of the effective date? If so, should
taxation take place only at the date of distribution or over a phase-
in period? 1Is there any need to continue special tax provisions, such
as 10-year averaging? Or will the presumed lcwer rates under flat-
rate tax obviate the need for some of the complexities of maintaining
a plan under two vastly different tax systems? Inherent in all of
this, of course, i3 the problem of the details to be maintained, by
whom and for how long.

Because of the -vast differences in the four systems set forth above,
it is not possible to explain simply or point to all the transitional
problems. Suffice it to say that many proponents of the flat-rate tax
seemingly have been caught by the attractiveness of 1its superficial
simplicity. Enthusiasts ignore the fact that, although simplicity
will probadbly result once the system is fully operational, any change
as significant as a flat-rate tax is likely to require an orderly
transition period. FProviding "equitable transition"™ will create a
taxpayer's dilemma--increased complexity under a dual system for a
lengthy period of time,

Conclusion

In spite of the concerns and problems set forth above, the movement
toward serious consideration of a flat-rate tax must be recognized.
In recent days, there has been editorial support in The New York Times
and Washington Post, as well as guest editorials in The Wall Street
Journal criticizing the complex individual incowme tax system currently
in operation. Moreover, President Reagan, Senator Dole and the Office
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of Management and Budget (OMB) have recently noted the appeal of a
flat-rate tax system. Whether doubters of such a system will provide
a balance to the movement remains to be seen.

Under any circumstances, however, because of the likelihood of strong
reaction by groups who will de affected substantially by removal of
tax incentives provided to them for many decades, such as charitabdle
and educational institutions, the oil and gas 1industry, and the real
estate industry, among others, any substantial change in the philoso-
phy of individual taxation will evolve slowly. As this brief discus-
sion indicates, many variables can be injected into & flat-rate tax
system, even tlough the goals of the system are retention of a very
broad tax base and a low tax rate, and massive simplification of the
system for most taxpayers, Whichever apprcach gains favor, efforts to
accomplish fairness during a transition are likely, even though com-
plexity would inevitably result. Moreover, the strong bi-partisan
opposition of two respected tax experts in Congress--Senator Russell
Long and Representative Barber Conable--cannot be ignored.

Thus, even in today's chaotic legislative environment and with the
tremendous pressure oif the federal budget, we do not anticipate that
flat-tax legislation will be stampeded through Congress.
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Exhibit 1
Comparison of Taxes Under Fiat-Rate Proposals
Present Law Helms Panelta Bradley
Example | -
tncome defore capial gan and Kcooh contribution . L $100.000 $100.000 $100,000 $100.000
Capital gans ($30,000) . . . 12,000 30,000 30.000 30,000
Keogh contribution . - N . (15 000) - —_ —
Municipal bond interest . . . . P . 15,000 15,000 -
Gifts and inheritances R R — 125,000 — —
Adjusied gross income . L P 97,000 270.000 145,000 130,000
Deductions
Medical expense . . . . . .. . ..... P 900 - -~ 900
Taxespad .. . .. .. . .. ..... N 10,000 - - 10,000
intergst expense L. [ . 8,300 - —_ p
Home mortgage interest [N . . 4,200 — - 4,200
Charitable conlributions . . . . e 5.000 - — 5.000
28,400 - — 20,100
Zero brackel amount . . .. . .. B . . 3.400 - - 4,600
Net deductions . . . . . .. ... ...... . . 25.000 — - - 15,500
Personat exemptions (4) . . . . . .. .. .. . .. 4,000 8,000 —_ 5,000
Taxable income e A e $ 68.000 $§262,000 $145,000 $109,500
Tex thereon . C e . . $ 21625 $ 26,200 $ 27,550 $ 14,688
Personal uemptnon Cf.dll Ce L . _ -_— (2.400) _
Surtax L. S AN B - — — 11,100
Total taxes . . . . P P $ 21,625 $ 26,200 $ 25.150 $ 25788
Example I
income before capital gem and IRA contnbution . . . . . P $ 50,000 $ 50,000~ $ 50,000 $ 50.000
Employer-paid insurance benefits . e AN —_ 800 800 800
Capital gains {($300,000) . . . . . ... e e 120,000 300,000 300,000 300,000
1RA contribution . . . . . - e e {4.000}) — — -
Municipal bond interest L e — 5,000 5,000 -_
Gifls and inhertances P Ce —_ 75,000 - -
Adjusted gross incom® . . . . . ... ... ... 168,000 430,800 355,800 350,800
Deductions
Casualtyfoss . . . .. . .. ... .. P 600 - 600 —
Taxes paid S PR 15.000 - _ 15,000
Interest expense . . . . . . . .. e 1,000 — - —-—
tfome morigage int L e 3,200 - e 3,200
Charitable contribytions . e 1,800 — — 1.800
21,600 - 600 20,000
2ero bracket amount . . . . o 3,400 - — 4,800
Net deductions . . P e e A 18.200 — 600 15,400
Personal exemptions (4) . e o 4,000 8,000 —_ 5,000
Tanable ncome . . .. . P e $143.800 $422.800 $355.200 $330.400
Tax thereon . . PN - $ 59,349 § 42280 $ 67.488 $ 45612
Personal exemphion crodul S . . - - (2,400) -
Surtax - . . P —_ — —_ 42,012

Tolal taxes . . PR . . . B $ 59,349 $ 42280 $ 65,088 $ 87.624




Comparison of Individual Taxes under Flat-Rate Tax Proposals

Compensation
Salary . .. e e e s e e e
Employer contribution to pension plan ($30,000) . . . . . . . . . .. .. ...
Employer paid health and life insurance ($2,500) . . . . . . . . . . . . . . ... ... ...
Interest & dividends . . . . . . . . ... L e e e

Business income
Income from rental property (below) . . . . . . . . . ...
Income (loss) from oil & gas partnership #1 (below) . . . . . . .. . . ... ... ... ...
Income (loss) from oil & gas partnership #2 (below) . . . . . . . . . . . . ... ...

Adjusted Qross iNCOMEe . . . . . . . . . . .. e e e e e e e e e e
t

Deductions
State & local real property 8nd inCOMO 1AXO8 . . . . . . . . . . . . . ... .. e
SAlES LAX . . . . . . L e e e e e e e e
Home mortgage interest . . . . . . . L L L L e e e e e
Otherinterest . . . . . . . . . . e e e e e e e e

Zerobracket amount . . . . . . . . L L L L. L e e e e e

Netdeductions . . . . . . ., . . . . .. ... ... e o e e e e e e e
Personal exemptions (joint return, plus 2 dependents) . . . . . . . . . . ... ...y

Taxable income . . . . . . . . . L L e e e e e e e e e e

Tax thereon . . . . . . . . . . . e e e e e e
SURAX . . . L e e e e e e e e e e e

Present
Law

$ 350,000

20,000
160,000

(25,000)
(425,000)
200,000

280,000

40,000

4,000
18,000
25,000
30,000

117,000
(3,400)

113,600
(4,000)

$ 162,400
$ 68,649

Bradley

$ 350,000

2,500
20,000
400,000

(25,000)
45,000
290,000

1,082,500

40,000

18,000
20,000
30,000
108,000
(4,600)
103,400
(5,000)

$ 974,100

$ 135730
144,450

Exhibit 2

De Concini®

$ 350,000
2,500

$ 71,497
59,750°°

$ 131,247
| ———

12428



Business Income

Rental Property — ($1.2 million cost)
Gross rents

@perating expensesltaxes L : : o L. o
Depieciation/ACRS . . . . . ..

Interest expense
Netincome (loss) . . . . . . .. ... ... .. L.

Business tax (at 19% rate) . . .. . ...

Less' Carrytorward of prior year negallve tax on net losses (assumed) .
Net business tax . . . . . ... L

Oil & gas partnership (#1)

Income less expenses . . . . ... ... ... ... ... P

Depleton . . . . .. L .
Intangible drilhng costs (producmg wells) e

Net income (loss) . . . . .. .

Business tax (credit for carryover at 19% rate) . . .

Oil & gas partnership (#2)
Income less expenses .
Depletion

Net income (loss) e F
Business tax (at 19% rate) .
Total business tax

*The De Concim biil sets only The are based on a more

Present
Law

$ 250.000
(25,000)
(80.0C0)

(170,000

$ (25.000)

n/a

$ 100,000
(25,000)
(500,000)

$(425, 090)

n/a

$ 300.000
(100,000)

.~ $ 200,000

n/’a

A 1hat each b " y I ot could be

***Primanty due {0 expensing cos! of rental property when acquired

ying n a paper irom the Hoover Inatdution
. the 1an would be reduced (not less than zero) by $76,000. (Bill does not clanfy thig pont )

De Concini®

$ 250.000
(25,000)

$ 225,000
$ 42,750
(40,000)""*

$ 2750

$ 100,000

(soo—.ooo)
$(400,000)

$ 300,000

$ 300.000
$ 57.000

S 59, 750' ¢

g91



Exhibit 3

Comparison of Present Law Treatment of Individual Income, Deduction, Exclusion and Credit items With Various Flat-Rate Tax Proposals

Present Law

Tax Rate
Graduated from 12%-50%

Income — ‘‘From whatever
source” .
Includes:

0 Compensation

O Interest and dividends

3 Rents and royalties

O Alimony

O Pensions and annuities

0 Gross income from business
3 Gains from dealing v property

Exemptions and Exclusions

O 60% of long-term capital
Qains

O Unemployment

O Lite insurance proceeds

O Gifts and inheritances

O Interest on gov't. obligations
(including IDBs)

O Compensation tor
injuries / sickness

O Schoiarships

O Income of states,
municipalities, etc.

O Meals & lodging furnished by
employer

[0 One-time exclusion of gain
from sale of principal
residence

O Contributions by employer to
qualified pension or profit
sharing plans

ation

O Earnings of IRAs, Keogh plans,

qualitied plans

O Social Security and Veterans’
benefits

O Various other exclusions

Helms (S. 2200)

Flat-rate of 10%

0 Same treatment as present
law

All are eliminated

Panetta (HR 6070)

Flat-rate of 18%

) Same treatment as present
law

All 'eliminated except’

0O Gitts and inhentances
0O income of states,
munictpalities, etc.

Bradiey/Gephardt (S. 2817)

Basic tax rate of 14%
Progressive surtax 6-14%

0O Same treatment as present
law

Following are retained:

0 Lite insurance proceeds

[J Gitts and inheritances

0O Interest on gov't. obligations
(not 1DBs)

0O Compensation for
sickness/injuries

O Income of states,
municipalities, etc.

O Meals & lodging furnished by
employer

O Exclusion of gain on sale of
personal residence (retained
tor normal tax only)

O Contributions by employers to

qualified plans

0 Social Securily' and Veterans'

benefits

De Concini (S. 2147)°

“Not more than 20%""

Includes only:
0O Compensation

O Pensions paid directly by
employer

O /FMV of employer
cortributions to
penston/profit-sharing plans

Excludes only
O Capntal gains (100%)

O Interest
O Dividends

991



Deductions

O Personal exemption

0O Zero bracket amount

O Trade or business expenses
0 Employee business expense
0 Interest

O Taxes

O Losses

[J Bad debts

0 Depreciation {(ACRS)

0 Chartable contributions

O Medical expense

O Alimony payments

0O Moving expense

O Retirement savings (IRAs)
O Expenses for producing income
0O Intangible drilling costs

O Mining exploration

O Percentage/cost depletion
O Travel and entertainment

O Various other deductions

Credits

O Foreign taxes

O Investment tax credit

O Earned income credit

0O Child care

O Targeted jobs credit
- Residential energy credit
O Research

O Various other credits

Repeals all deductions except’

O Personal exemption

All credits repealed

Converts personal exemptions to Retains most deductions but

credit and repeals all other
deductions except’

O Trade or business expenses

O Losses

O Expenses for producing
income

O Anmony payments

Allows only:

O Personal exemption

* The De Concwn bill provides only guidetmes Detailed treatment i1s drawn from Haover Instilution paper on which the dilt 1s based )

Would provide only a deduction

modifies the following. for “'a hxed amount.”*

O Interest (home mortgage only)

O Taxes (state & local income
and real property only)

O Losses {not casualty & theft)

O Depletion (cost only)

O Intangibie driling costs
(repealed)

O Chid care (deduction allowed
rather than credit)

O Medical expense (excess over
10% of AGI allowed)

Repeals most credits except: Credits not mentioned
O Foreign taxes

O Work incentive program

O Earned income

91
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Statement of Gerald W. McEntee
International President, AFSCME
to the Senate Finance Committee
on Flat Tax and Major Tax Reform Proposals
Octcber 14, 1982

The American Federation of State, County, and Municipal
Employees (AFSCME) represents over one million public employees
throughout the country. Clearly, they have a direct interest in
the financial resources available for the public services America
needs. As citizens and wage earners, we have a direct interest in
how the tax burden is shared. Over the years AFSCME has been a
strong advocate for progressive tax reform at the state and local
level as well as the federal level.

Developments in federal tax policy are also of particular impor-
tance to AFSCME since most state and local governments conform in
whole or in part to the federal tax code - especially with regard
to personal income and corporate income taxes. For instance, in
taxing personal income many states adopt federal tax rules regarding
deductions and income exclusions, while a few states actually deter-
mine-their personal income tax as a percentage of federal income
tax. In addition, the federal government often influences the
direction of state and local tax policy. As a result, major
revisions in federal tax policy can spill-over to subnational
jurisdictions.

We welcome this opportunity to present our views on the appro-
priate course for reforming our nation's federal tax system. Of
great concern is the fact that working people have lost confidence

in the fairness and the efficiency of the federal tax system.
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Recent Advisory Commission on Intergovernmental Relations polls
show that in September, 1981 36 percent of the public felt that the
federal income tax was our nation's least fair tax up from 28 percent
in May, 1977. B
We must act to restore confidence in the federal tax system and
the process of tax policy making. Tax reform involves adherence to
the underlying principles of fairness, economic efficiency and
\
simplicity - and requires abandoning attempts to use the tax system
as the provider of subsidies and special allowances.
The lack of confidence in the federal tax system which we
face today can be traced to several developments:
o A trend towards less progressive taxation
o The growth of tax expenditures
o‘Shifts in the distribution of the tax burden from

businesses to individuals. -

Less Progressive Tax System

The notion that individuals with higher incomes should pay
proportionately more of their income$ in taxes than those with lower
incomes is a critical underpinning of our tax system. Even before
the passage of the Economic Recovery Tax Act {ERTA) of 1981, which
reduced the progressivity of the federal income tax, a clear trend
toward a less progressive income tax was evolving (see Table 1).

The passage of ERTA, meanwhile, was a major set-back for taxation
based on ability to pay. According to the Congressional Budget
office. the tax reductions embodied in ERTA will increase the after
tax income for rouseholds earning above $50,000 by 6.7% compared to

only 1.3% for households earning less than 510,000 in 1983! (See Table 2).
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Much of recent tax policy debate has centered on the merits of
substituting the current tax system with some form of a single
rate tax scheme. Advocates would have us sacrifice progressivity
for the sake of simplicity. According to the Joint Committee on
Taxation, an 18.5 pe;cent flat tax on the current tax base would
increase taxes by about 30 percent for taxpayers in the $15-20,000
income bracket, but decrease taxes by over 20 percent for taxpayers
in the $50-$100,000 income bracket (See Table 3). As Assistant
Secretary Chapoton stated in his testimony before this committee,
"Any single-rate tax would inevitably result in a major redistribu-
tion of the tax burden from high income to low and middle income
families." A single rate flat tax should be rejected if we are to
preserve any semblance of a fair and equitable tax system.

In the future, we must look to ensure that the progressivity
of the tax system is improved. We must resist simplistic solutions
to complex tax problems that would introduce greater inequities in

the tax structure and shift the tax burden to working people.

Growth of Tax Expenditures

The federal income tax base has been shot full of holes by the
growth in tax expenditures. By Fiscal Year 1987, the Joint Committee
Taxation estimates that the percent -f taxes forgone through tax
expenditures will reach 42% for personal income taxes and 65% for
corporate income taxes (See Table 4). This growth in tax expendi-
tures ccmpromises the economic efficiency of the tax system by re-
quiring higher tax rates to collect any given amount of revenues and

results in a complex and time consuming tax compliance process.
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One need only point to the Senate's recent approval of legisla-
tion that reduced the period an asset must be owned before it quali-
fies for preferential capital gain tax treatment to demonstrate that
the pressure to expand tax loopholes is still with us. Congress
must take a firm stand against new tax loopholes if we are ever to
get serious about restoring a reasonable base for taxation and restore

equity and public confidence in the federal tax system.

Shrinking Corporate Tax Burden

Over the years, corporate taxes have been drastically reduced.
In 1960 corporate income taxes accounted for 4.2% of GNP while by 1981
they composed only 2.2% of GNP. It is estimated by the Joint
Committee on Taxation that by 1987 ;nly 7.1% of all federal revenues
will come from corporate income taxes compared to 15.1% in 1981.

The shift of the federal tax burden away from corporations
was greatly accelerated by the passage in 1981 of the Accelerated
Cost Recovery System for determining business depreciation deduction.
The new depreciation system and the liberalized Investment Tax Credit
will dramatically reauce the effective corporate tax rate and,
additionally, will distort the economic returns to different classes
of assets. According to the Urban Institute, at an 8% annual
rate of inflation ACRS will reduce the effective corporate tax rate
on plant and equipment from 40% to 18% by 1986 (See Table S5).

Moreover, ACRS distorts the ecoaomic returns to different classes of

assets by favoring short lived assets more than long lived assets.
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The 1982 Tax Equity and Fiscal Responsibility Act was an
important step toward redressing the sharp decline in corporate
income taxation and the economic distorticons introduced by EZRTA.
Particularly, eliminating safe harbor leasing after 1984 and reducing
the basis for depreciation by half the value of the ITC were needed
reforms.

Much more remains to be done. As corporate tax receipts

decline, individuals will be forced to bear heavier burdens in order

to finance services. We must act to reverse this disturbing trend.

\ Future Course of Tax Reform

In approaching tax reform we must not act hastily or imprudently,
as there are no simple solutions to the complex problems facing our
tax system. A tax reform agenda should:

o Ensure that federal taxes be based on ability-to-pay

o Broaden the tax base by holding fast against new tax
expenditures and by eliminating unproductive and in-
efficient tax loopholes

o Reinstate effective corporate taxation

Improving the efficiency of the tax system or simplifying the
tax system need not conflict with ensuring that taxes are based
on ability to pay and tax burdens are shared equitably. We have
already pointed 5ut that a greater degree of economié efficiency and
a less complex tax system can be achieved bynéliminating tax
expenditures. -

The challenges we face in pursuing tax reform are significant.
The debaté will be a difficult one for our nation. In the course of
this debate we must resist simple, one-dimensional solutions that
ignore the full breadth of our tax problems such as a single rate
flat-tax proposal. AFSCME will continue to promote equity as the
major objective of federal tax reform and support progressive

proposals that do not unfairly burden working men and women. N
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Table 1

.Increase In Average Federal Tax Rates

for Four-Person Families
(Percent change from 1960-1980)

Change from 1960-1980

One-Half the Median Income +114%
Median Income +46.1%
Twice Median Income +50.4%

Source: Hutton and O'Neill,"Tax Policy”", in Urban Institute's
The Reagan Experiment, p. 105 -

11-385 0 - 83 - 12
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Table 2

Change In Federal Individual Income Taxes
Due to Economic Recovery Act of 1981

By Household Income for Calendar Year 1983
(in dollars)

All Less $10,000 $20,000 $40,000 $80,000
House- than to to to or
holds $10,000 $20,000 $40,000 $80,000 more
Dollars
per
Household 940 120 440 950 1,830 15,250
As a
Percentage

of Income 3.

Source:

"Effects of Tax and Benefit Reductions Encacted in
1981 For Households In Different Income Categories™,
Congressional Budget Office, (February, 1982)




175

Table 3

Charge in Distribution of Tax Liabilities Undex
an 18.5 percent flat tax compared
to 1984 Tax Law at 1981 Income Levels

Percent Dollar per Return

%%%2%%ousands of §) change Change
5 290.7 180.71
5-10 51.6 197.91
10-15 40.6 388.31
15-20 30.0 484.54
20-30 19.9 R 523.28
30-50 4.) 190.61
50-100 -21.2 -2,290.90

100-200 To-42.4 ~-16,540.20 i
200 -56.5 -56,438.05

Source: Joint Committee on Taxation

AFSCME Public Policy Department
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Taple 4
Percent of Taxes Foregone through Tax Expenditures

Fiscal Year Corporate Individual Total
1977 34% 35% 35%
1978 36% 36% 36%
1979 383 35% ?68
1980 408% 38% 39%
1981 44% 39% 40%
1982 54% 40% 42%
1383 58% 41% 43%
1984 54% 41% 443
1985 . 57% 413 443
1986 62% 42% 46%
1987 65% 42% 16%

Source: Joint Committee on Taxation, Estimates of Federal Tax
Expenditures for Fiscal Years 1982-1987
Budget of the U.S. Government, special analysis, Fiscal
Year 1979 and Fiscal Year 1980
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Table S

<
Effective Corporate Tax Rate

(percentage)

Industry Division £980 Tax Law ACRS
Agriculture 28.6 8.7
Mining 50.4 33.3
Construction ’ 28.2 8.2
Manufacturing 36.6 14.3
’Transportatioé, Com- 42.3 18.4

munication, and Utilities
Trade ) 37.3 17.5
Finance and Insurance 38.8 ) 20.7
Services 38.5 20.5
Total nonresiden- 39.6 17.8

tial business

Source: C.R. Hulten, J.W. Robertson, S.M. Davies, unpublished.

Rates refer to Accelerated Cost Recovery System (ACRS)
when fully phased in and assume an 8 percent expected rate
of inflatiorn.
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OFFICE OF THE GENERAL SECRETARY ® ABC
Volley Forge, Pennsylvania 19481
Written Statement for Inclusion in Printed Record

of Senate Finance Committee Hearings on Flat-Rate
Tax Proposals (September 27-22, 1982,)

October 14, 1982

Dear Senators:

As American Baptists we are called to "Participate actively in the
political, social and economic life in our society sceking to bring

to all of life the insights of our Christian faith while recognizing
that our wisdom is finite and that free and open discussion in church
and society can enable our understanding to grow and change and deepen."
(American Baptist Resolution on Citizen Responsibility in the Political
Process, Adopted by the General Board, June 1982,)

We wish to bring to the attention of the Sendate Finance Committee our
grave concerns about the proposed elimination of the charitable
contribution deduction if a flat-rate tax is enacted.

Such a proposal would remove all tax incentives to charitable giving
at the same time that Federal Government cut-backs are curtailing or
eliminating programs and services to the poor and the elderly thus
increasing the demand on religious organizations to provide care.

We will appreciate your careful consideration of this matter.

Robert C. Campbell, Eéneral Secretary

American Baptist Churches, USA

Willyprn &.Cban

Willliam K. Cober, Executive Director
Board of National Ministries

Ctifster J. Juhp{/Jr., Executive Director
Board of Internitional Ministries

§rgnf d. Hénson, Acting Executive Director

Board of Educational Ministries -
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STATEMENT BY DANIEL J. PILIERO II, PRESIDENT

AD HOC COMMITTEE
FOR A RESPONSIBLE TAX POLICY

The Flat-Rate Tax Idea Is a Bad One

The Ad Hoc Committ;e For a Responsible Tax Policy is an
organization representing the interests of investors and members
of the business community throughout the country. The Committee
opposes the Elat-ra{e tax idea in general, and is specifically
opposed to the flat-rate tax bills and modified progressive tax

bills now pending before Congress.

We support reggonsible tax reform but we strongly object to
the elimination of important deductions including those for
medical expenses, home mortgage interest and other investment
interest, real estate taxes, charitable contributions, energy

exploration incentives and other investment incentives.

We are also concerned that the flat-rate tax proposals may
simply be a device to r;ise the real tax burden on individuals
'and busine#ses by taxiné unemployment compensation, social
sécurity and other traqggef_paymengiiugmployet contributions to
empléyee benefit plans, such as pension and medical plans, gifts
and inheritances, even unrealized increases in'the value of
pensions, life insurance policies, and other assets. Taxing
currently untaxed receipts would also mean complicating the

already difficult tasks of computing and reporting gross income.

We doubt very much that the American people will support
"broadening the tax base” under a new system when they discover

that "base-broadening” is merely a euphemism for eliminating
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important deductions such as those for home mortgage interest,
real estate taxes and char;table contributions, and for making
social security and unemployment compensation subject to the
income tax. Rather than reducing taxes, a flat-rate tax will
actually increase the tax liability of individuals and businesses
by increasing an individual's taxable income. Even if a taxpayer
is subject to lower marginal rates under a flat-rate tax system,
he faces a greatly expanded tax base because of the elimination
of deductions and exclusions and the taxation of more items of
income. The result is that people will pay out more in taxes.
Senator Bob Dole, Chairman of the Senate Finance Committee,
recently came to this same conclusion, "the loss of major deductions

outweighs the promise of a lower rate. When such facts are

carefully considered, the flat rate itself may go flat."

In addition to "broadening the tax base,” a flat-rate
system would impose a single rate of taxation on all individuals
and, under some plans, all corporations. Economists, members of
Congress, and others have repeatealy concluded that such a
single rate tax would increase the overall tax burden on middle-
income taxpayers. A reform that produces this kind of result
is unfair and inequitable and completely contrary to views of
the American public., Furthermore, a single rate of taxation
could easily be manipulated to raise taxes in order to produce
greater revenues and ward off increasing budget deficits.
Consequently, the Ad Hoc Committee opposes the single rate

bracket which the flat-rate tax bills propose.
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We want to emphasize that the present income tax laws

are constantly being improved and are not as unfair as some would

suggest. Congress has already acted to increase the equity and
efficiency of the current tax system. One major reform recently

took place with passage of the Tax Equity and Fiscal Responsibility
Act of 1982, A revised minimum tax is now in effect which guarartees
that all individuals pay a certain level of taxes. Generally, 20%

of all income will be paid as taxes by middle income and wealthy
taxpayers after certain very limited exclusions. The wealthy are

not allowed to escape their fair share of tax liability. This
applies even to those who are risking their capital in areas such

as regl estate and energy exploration. Such responsible tax reform
was and is supported by the Ad Hoc Committee For a Responsible Tax
Policy. The flat-rate tax idea, however, is not a fair or responsible
proposal.

The Flat-Rate Tax Is an Effort To Elimiiate Important Deductions
Including Home Mortgage Interest, Medical Expenses, Real Estate

Taxes, Charitable Contributions and Energy Exploration Costs.
The Ad Hoc Committee Believes This Proposal For Reform Is Wrong.

The flat-rate tax bills propose eliminating deductions for
employee business expenses, home mortgage interest and other invest-
ment interest, charitable contributions, property taxes, losses, and
medical expenses. These deductions are not loopholes but rather
benefits that individuals depend upon for their financial stability.
These deductions are also incentives for persons to engage in economic
and social activity which is productive and helpful and essential

to the country's well-being.
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In the past, Congress has considered it important to
encourage such things as energy exploration, home-building and
home-buying, business investment, co;tributlons by employers to
employee benefit plans and charitable giving. There is no reason
why Congress should not continue to utilize the tax laws to
benefit these a9§1v1tiesi There is a dire need for bolstering
investment, real estate, and energy exploration, especially at
the present time. Broadening the tax base by eliminating deductions
related to these industries and by taxing additional items of
income such as employee fringe benefits would be far more harmful
than helpful to the nation's economy and to the financial situation

of many individual taxpayers.

Senator Dole recently explained the prob%emg of shifting
to a flat-rate tax: "On top of everything else, we must weigh
the impact of so major a policy shift on certain sectors of the
economy. For example, the housing industry and charitable institutions
have a significant intgregt at stake in the form of tax deductions
for mortgage interest and éharitable giving. similarly, any .
proposal that ended deductions for rapid capital cost recovery
could mean far-reaching changes in the composition and level of
capital investment. We accelerated those write-offs last year
in order to spur growth. And we ought to think long and hard
before switching signals again on investment policy. For example,

the energy industry, both 1n terms of exploration and development



183

and use of new conservation methods and alternative sources,
could be greatly affected if we jettisoned every tax incentive

in present law."

Furthermore, many of the currently available deductions
are included in the Code to help people who are faced with
the financial burdens of heavy medical and other expenses and
losses., To eliminate or reduce the medical expense deductién,
casualty loss deduction or interest deduction would do nothing
to improve the tax system and instead would work a hardship on
many persons, especially low-and middle-income taxpayers. Deductions
of these types do not permit tax avoidance, but rather they reflect
sound social policy. Senator Dole recently reaffirmed the objectives
of the present tax system:

*It upholds the principle of progressivity. It
effectively accommodates both the need to raise revenue and the
desire to use tax incentives as tools of social and economic
policy, from en;cutaging home ownership with mortgage interest
deductions to using tax credits to stimulate industrial research
and development.”
The Flat-Rate Tax Is an Effort To Tax Previously Untaxed Receipts
uch As Unemployment Compensation, Employer Contributions To Employee

enefit Plans and Social Security. The Ad Hoc Committee Opposes
'hese "Base-Broadening” Measures.

Broadening the tax base would mean taxing such items
as employer contributions to employee pension plans, health and

life insurance, subsidized parking and meals and educational
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expenses, reimbursement of certain items now treated as business
expenses. Furthermore, social security, unemployment compensation,
and pensions would be fully subject to the income tax. It is

not difficult to perceive that by eliminating deductions and
exclusions, and taxing more items of income, the tax base for

a particular individual would often significantly exceed his
current tax base. The result, once again, is higher taxes..’
Moreover, many of these items of income are now exempt as a

matter of social policy. The American people are opposed to
taxing unemployment compensation and social security. A flat-
rate tax, however, would tax these items and many others including
employee fringe benefits. We believe this is economically and

socially unsound.

In addition, broadening the tax base would add complexity to
the already complicated tax system. The intricacy of the present
internal revenue laws derives not from deduction and exclusion
provisions, but from the difficult task of determining what
constitutes income. Any "base-broadening"” efforts, any attempt
to include presently untaxed receipts such as social security or
certain employee benefits would further complicate the already
difficult job of computing and reporting individual or corporate
income. Hence, a simplified tax system would not be attained by

by moving to a flat-rate tax structure.
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The Flat-Rate Tax Would Impose a Single Rate of Taxation on All
Taxpayers and Thereby Increase the Middle Income Taxpayers' Share
of the Overall Tax Burden.

The Ad Hoc Committee For a Responsible Tax Polfcy also
objects to the imposition of a single rate of tax on all taxpayers.
Economic studies have consistently concluded that a flat-rate tax
would increase the overall tax bufden on middle income taxpayers.

A single rate of taxation would inevitably lower the marginal tax
rate for current upper income brackets and raise the marginal

rate for middle income taxpayers. In reducing the tax rate for the
upper tax brackets a greater portion of the tax burden is shifted

to lower income taxpayers. Joseph M. Minarik, Deputy Assistant
Director of the'Tax Analysis Division of the Congressional

Budget Office, stated in clear terms: "A flat-rate tax would
inevitably shift more of the tax burden to middle~income families ---
and possibly, depending on how it was constructed, to low-income

families as well.”

Admittedly, many of the proposed bills provide for personal
exemptions or specifically exempt very low wage earnings from
the income tax. But this does nothing more than create the need
to impose a higher tax rate on the remaining taxpayers in order
to generate sufficient revenues. The result, once more, is to

raise taxes on already-burdened middle income taxpayers.

Moreover, our present progressive income tax structure

is based on the "ability to pay" principle. Those having substantially
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more income than others pay a higher percentage of their income

in taxes. Under a pure flat-rate tax, an individual who is the

sole wage~earner .for a family and earns $15,000 annuslly would

pay the same percentage of his income in taxes as would an individual
with $150,000 annual income. This situation is inconsistent

with our notions of fairness and justice, especially when one
considers that those earnings presently taxed in higher marginal
brackets, 40‘ to 50%, are not needed for the basics of food,
clothing and housing. Most economists agree that a dollar's
*marginal utility” is higher in the hands of a lower-or middle-class
family than in the hands of the wealthy. Second, those who pay

the higher marginal tax rates under the present system are, by
definition, dériving substantial incomes from the capitalist

system. Given that they are prospering under that system, it is

gertainly fair to require that they }ay more to support the system.

Senator Russell B. Long recently stated the following:’

*In my view, simplification of the tax system and flat
rates are completely separate issues. If it is desirable to
close loopholes in order to reduce tax rates that can be done
without the massive shift in tax burden involved in a flat-rate
tax. I am concerned that some proponents of a flat-rate system
are using simplification as a convenient slogan to justify big
tax cuts for the'rich at the expense of middle- and lower~-income

taxpayers.”
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A Single Rate of Tax Could Easily Become a Desvice For
Raising Large Amounts of Revenue By a Simple

Manipulation of the Tax Rate.
A

The Ad Hoc Committee is further concerned that a single

tax bracket could easily become a tool for Congress to raise

revenues by a simple adjustment of the tax rate. This would

subject all taxpayers to potentially large increases in their

rate of taxatié; over a relatively short period of time in order

to compensate for budget deficits. A progressive tax structure

does not threaten t§xpayers in this manner. We recognize the

need to generate sufficient revenue, but we believe that a progressive
system more equitably distributes the tax burden. Moreover, we

are concerned that a single tax bracket could be easily manipulated

to excessively raise the tax burden on individuals and businesses.

This is yet another reason that the Ad Hoc Committee opposes the

flat-rate tax.

Conclusion

Attempting to broaden the tax base and to impose a single
rate 9f taxation on all taxpayers are the two primary hallmarks
of the flat-rate tax proposals. For the reasons noted above, for
reasons of fairness and economic stability, the Ad Hoc Committee
For a Responsible Tax Policy is opposed to the flat-rate tax idea,
We object to the concept as a general framework for reforming
the tax laws and we specifically oppose the various flat-rate tax
and modified progressive rate tax bills that have been introduced
to Congress. Our position represents the views of the investment
and business communities throught the Country, and the American
people overall. We, therefore, urge members of Congress and
private groups and individuals to join us in npposing the

flat-rate tax.
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L’LI}UIVT
444 North Capitol Street N.W. .
Suwite $00 R
Washington D.C. 20001

Telephone 202.638.1100
Cable Address: Amerhosp

S
5 STATEMENT OF THE AMERICAN HOSPITAL ASSOCIATION
TO THE SENATE COMMITTEE ON FINANCE
ON

FLAT-TAX RATE PROPOSALS

Ocl9ber 14, 1982

- The American Hospital Association, which represents over 6,300 hospitals and
other health care f{nstitutions, as well as more than 35,000 personal members,
is pleased to have the opportunity to comment on the concept of a flat-tax

rate system.

Although the flat-tax rate concept has immediate and strong political appeal
to some because of its simplicity, we have very serious concerns tegarhing its
potential impact on the ability of hospitals to continue providing high
quality health care services.

We have two principal concerns: first, the impact that these proposals would
have on the treatment of tax deductable charitable contributions, which are a
major source of support, and second, how these proposals would affect the
treatment of tax—exempt bonds which are used by non-profit hospitals as a

major tool in financing capital projects and major equipment purchases.
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Need and Use of Charitable Contributions

During the early history of health and hospital care in this country, private
contributions comprised a substantial proportion of funds for building and
operating hospitals. While other sources, including government, now provide a
greater share of funds for these activities, non-profit hospitals and health
care institutions, which represent the largest portion of our health care
resources, continue to rely on charitable cm\Tﬁ]:GuT\:for a variety of

purposes.

These funds are used for replacement of obsolete facilities and equipment;

‘
support for health research and education programs; assistance in maintaining
and improving community health care tl;rough assuming such responsibilities as
subsidization of care for indigent patients; and helping to finance
experimental and inpovative approaches to the delivery of health care.
In 1980, the hospital and health care field received a total of $6.49 billion
in charitable contributions. The American Association of Fundraising Counsel
estimates that this represents 13.6 percent of all philanthropy during that
year provided by individuals in the United States. For many years, the health
and hospitals category of philanthropy ranked as the second largest recipient
of charitable dollars behind religious organizations. However, betveen‘.l978

and 1980 the field of education overtook health and hospitals ia the number

two spot.

11-385 0 - 83 - 13
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Clearly, the activities supported by charitable contributions are merited and
in the public interest. Moreover, during times of reductions in govermmental
support, these funds diminigsh the financial burden ;n all levels of
govermuent. In addition, private philanthropy reflects and fcosters a highly
desirable attitude by individuals toward the needs of their communities. The
encouragement of private giving is also conaistent with the policy of the
Reagan Adainistraticn to rely on increased charitable giving by individuals
and corporations to help finance social, educational and health prograas,

particularly those that have suffered substantial reductions in federal

support.

Tax Policy Implications

Perhaps the most inportant federal policy affecting charitable giving is the
deduction allowed for charitable contributions in the individual income tax.
This policy has provided an incentive for voluntary giving and has served
gociety well. It has also been an effective mechanism for promoting other
social goals vh;:het they be in the area of improved health and hospital care
or support for education, the arts or the humanities. According to Martin
Feldstein, a former Harvard University econemist who now serves as Chairman of
the President's Council on Economic Advisors, tax subsidies for charitable
giving 18 generally a more efficient method of achieving a desired purpose

v

than a direct government expenditure.
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However, charitable giving has not kept pace with our economic growth, in part
because of other federal tax policfes. In fact, according to a study
published by the Urban Institute, private contributiocas to cfurches,
universities, hospitals, service organizations and other non-profit charitable
iostitutions will decline over the next four years by 318?3 billion {m current
dollar terms, and $9.9 billion in constant dollar terms, below what they would
have been under prior law as a result of the recently enacted Economic
ch;very Act of 198]. These reductions in private contributions will
exacerbate the revenue losses non—profit organizations are already expected to
experience as a result of declining govermmeat uupport.Z/ As a result of

the Tax Equity and Fiscal Responsibility Act of 1982 which was enacted this

past simmer, hospitale will be forced to absorb cuts in Medicare and Medicaid

of $13 billion over the next three years.

. While the Econoaic Recovery Act of 1981 contains seversl key features that
will diecourage charitable giving in large amounts this same law also {ncluded
two other provisions that are ltikely to encourage giving. However, these
pryvil(onn such as making charitable deductions available to von-{temizers,
and iccreasing the miniaum allowable corporate contribution aren't likely to
make up the losses resulting from the other major changes enacted in the 1981

measure.
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Flat—-Tax Rate Proposals

. 0

There have been several bills fatroduced during the Second Session of the 97ch
Congress that would implement a Flat-tax rate system. Some of these proposals
would eliminate deductions for charitable giving while others would not.

The American Hospital Association is strongly opposed to any flat-tax rate
proposal that would either eliminate the deductioa for charitable
contributions or substantially discourage charitable giving.

Charitable contributions are a very important and much needed source of income
for the health and hospitals field as vell as other important areas that are
in the public iaterest. The charitable deduction that currently exists 1is in

the public interest and is an important element of national social policy.

Impact on Tax—Exempt Bonds

The other major concern to AHA regarding the flat-tax rate concept is the
fmpact that such a system would have on the ability of private, non-profit
hospitals to continue their use of tax—exempt bonds.

.Tax exenggfflnancius is vitally important to minimizing -the cost of hospital
capital projects. Ia the recent pait, the lnterest‘rute for tax-exempt bouds
i3 about 3 percentage points lower than comparable taxable obl%gations.
During part of 1981, there was as much as a 30 percent differential between

interest rates for tax—exempt and taxable bonds.
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There has been a great deal of misinformation regarding the growing use of
tax-exempt financing by hospitals with many arguing that this has contributed 2
to a growth in capital expenditures. However, this simply is not true and
hospitals have only turned to tax—exempt bonds to replace other sources of

] financing which have beeg reduced, such as govermment programs and

phi lanthropy. e

In a recent study entitled the "Puture Capital Needs of Community Hospitals,"
by Harold Ting and John Valiante, they stated that "the ability of community
hospitals to meet their plant and equipment investment needs \durins the 1980's
--an amount estimated to total more than $160 billion or about three times the
iavestments made dux"izg the 1970's--is emerging as a issue of central concern
to the industry and ‘so"n&govarment officials. At the same time that capital
needs of community hospitals are growing, these institutions are facing a
potentially sharp relative decline in the necessary funds to finance these
investments, creating the .pouibility,of a capital shortage.” The study also
"gtates that "community hoapl‘:sll with large Medicare and Medicaid populations
) will be unable to generate the operating cash flow required to uintain plant

and equipﬂent."y K

As a matter of social policy, here again, the use of tax-exempt bonds for )
hospital construction plays an importaant role. If this source of fimancing
were not available then Medicare, Medicaid and other payers would be forced to
absorb these capital costs because of the crucial need of allocating resources
to capital projects in ovder to maintain our nation's hospital infrastructure
in a rapidly changing technological and medical enviromment.

§
In summary, the AHA has gerious concerns in regard to the concapt of a

flat-tax rate system and appreciates the opportunity to share them with you.
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AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS
FEDERAL TAX DIVISION

COMMENTS ON THE FLAT-RATE INCOME TAX SYSTEM

The Federal Tax Division of the American Institute of Certified Public -
Acoountants is the senior technical body of ‘the Institute authorized to speak
for the AICPA on matters involving federal incame taxation. There are aver

180,000 CPAs who are members of the AICPA and many of them devote a high

percentage of their efforts to the federal taxation area.

General

The Chairman is to be commended for holding hearings to consider
oroposals to move to a flat-rate or other simplified system of taxation. The
terms E"flat raté." and "flat tax," and "simplified tax" connote elements of
simplicity and perceived fairness, which have encouraged numerous individuals
and groups to provide vigorous support for such a change in our form c;f incame
taxation.

Although we support the desirability of hearings to consider these proposals,
we are not, at this time, prepared to either support or oppose one or more of
such proposals. Rather, we believe that the matter deserves éubscantially more
research and analysis to determune whether such a basic change in our system of
taxation will serve our fiscal needs, while at the same tume improving the
essential elements of any desirable tax system. In other words, an overhaul
of the exasting system must proceed cautiously to ensure that it may provide
sumplicity, fai and efficiency in operation. Also relevant is the fact that
the tax syst:enl-:g.s used effectively in the past to oramwote specific econamic
or social goals: pr\e\gi:g‘ly, this function would continue in any modified system.
Maior croposed c.hanqeé from the present system should be analyzed as to their

impact on these goals, particularly on saving and investment.
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For these reasons, we urge that you proceed slowly and carefully in this
effort. As a responsible {:rofessional organization, we plan to participate
actively and objectively in that research and analysis. "To do so, we have
appointed a task force to study this area and anticipate that it will provide
a well-reasoned analysis and recamemiations. which will be provided to you and
your staff within the next six months.

Comments below relate to some of the more specific preliminary thoughts
thé Federal Tax Division has had on this matter.

.

Sumplification

There can be no question of the need for simplification in our tax laws.
Tales of professional tax advisers having difficulty campleting their own indi-
vidual 1ncame tax returns are cammonplace. The thickness of the Internal Revenue
Code and requlations volumes expands at what seems to be an exponential rate of

growth,

. A flat-tax system could create a very substantial si:rpﬁ.ification of the tax
laws after the necessary transition period. However, we do nct believe that the
only way to achieve smpl;:ficacion is to adopt a new tax system. Simplification
ocould also be gained through a concerted effeort to identify and reduce camplexities
in the current tax system. Although sumplification is a very desirable .qoal for
any tax system, before embarking on a completely new systam to achieve that goal,
we should have concluded that altermative means are either not available or are
not politically feasible. Such a camprenhensive evaluation has thus far noc' been
attempted.

Change L1tself is corplicating. We have seen the effects of proliferating

change in all facets of life, and income taxation s certainly no exception.
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The consequences of changing the tax laws year after year - with compounding
resuits - mstbeconsxdered Continued change increases the uncertainty and
hence the riskiness of business investment at a time when increased saving and

investment is needed.

National Camuission on Tax Simplification

We have no doubt that improvement in the area of simplification i; an
achievable goal within the context of our present tax system. But it will take
the clear resolve of the Congress, the Administration and knowledgeable profes-
sxonal groups to do so. For this reason, we urge the foma‘t‘mn of a National
‘C:armission on Tax Simplification which should explore issues in addition to
the flat-rate tax, including:

O a new Internal Revenue Code

o the use of the tax system for social and economic incentive purposes

and the impact on sumplification
o - the procedures for drafting and adopting tax legislation and‘ their impact
on simplicity. )
The AICPA Federal Tax Division would be pleased to participate in such an effort.

Equity or Fairness of the System

The question of faimess of any tax system is essentially a political issue.
Same would argue that a single flat rate of taxation on a comprehensive base is
the fairest method of taxation. .Others would argue that ability to pay is
critical to fairmess, and that the rate system therefore must be progressive,
in a manner similar to Gur present system. If a single flat-rate sys}en were
adopted, the primary beneficiaries in terms of rate reduction would likely be those
who pay -at the currently high marginal rates of up to 50% of taxable income. To

achieve the sage level of funding of gcverx;mnc spending, presumably the maddle
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and lower level income individuals would have to pay at an increased percentage
rate under a flat-rate system as campared with the present system.
On the other hand, if multi-level rates were adopted urder a new system,
it might eliminate some of the perceived advantage of simplification. Moreover,
. simplification of the rate structure could be achieved by decreasing the number
of rate brackets without altering the overall revenue to be éerived under our -

present income tax system.

Transition Period Problems

If a flat-tax structure were adopted, we believe a lengthy transition period

would have to be provided to shift fram the old to the new system. Changing the
_tax rules abruptly by eliminating current tax benefits from investments held by
millions of taxpayers in reiiance upon existing tax laws, would be grossly inequi-
table. "

For écanple, dgduct.ims for hame mortgage interest and property taxes affect
a great number of taxpayers. Eliminating these tax deductions would lower the
value of hames significantly. A transition measure would be needed to protect
those currently owning hames. The length of the transition measure would have
to be very long, perhaps 10 to 15 years.

Bquity demands' that appropriate transition measures be inciuded for all tax-
payer groups with investments made in reliance on current law. In each case it
would be necessary to make the difficult decision concern-.\ng a proper cutoff
point in the future, beyond which the tax benefits provided by current law-would

not be available.

Ecoramic Readjustment

Related to the meed for a lengthy transition period is the severe econamic
readjust;xent we ocould expect 1f a flat-tax system were adopted. Market prices

that are based to a significant degree on tax treatment would vary widely depending
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on the changes relative to each item in question. This econamic readjustment might
or might not be beneficial in the long run, but it would certainly be unpredictable.

A flat-tax system, with a low top marginal rate, would go a long way toward
eliminating tax sf_\elter investments, particularly those based heavily on tax.
benefits. This would appear desirable from the standpoint of encouraging invest-
ment activities based more on economic rather than tax criteria. On the other
hand, same of the largest categories of tax shel'cer i.mesment now available -
e.g., real estate and 0il and gas, - were given special tax benefits to encourage
that very type of economic activity.. Most of the flat-té.x systams, as prooosed, .
would not allow for this targeting of tax benefits to achieve econom’ic goals. !

This cammittee, and its counterpart in the House, have often used’ the tax
laws -~ and we believe appropriately so ---to encourage or to discourage certain
eccnomic activity by businesses and individuals. While the tax laws are replete
with illustrations of such provisions, clear examples would include tax-favored |
treatment of employer sponsored medical reimbursement plans, retirement savings
(IRAs, Keoghs, corporate qualified plans, etc.), charitable deductions and targeted
job tax credits. Your consideration of a flat-tax system, therefore, should also
take into account the impact of such a system on the ability of the Congress to make
desirable tax changes in the future to encourage or discourage specific econamic

activity.

Industries and ‘Groups Affected

Econanic readjustment would likely be hardest for those industries and groups
now receiving significant tax benefits in one form or another. Same of the grouss
and industries included in this category are real estate; oil, gas and muning;
state and runicipal bonds (both general purvose and industrial develomrent); social

security recipients; and investors 1in securities.
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Theoretical economic arguments can be made that this type of readjustment
will be healthy and will cause less distortion from tax effects in making
econcmic decisions. While this may well be true, we must not overlook the
tangible and real cost, effort, and pain that the dislocated segrents of our
econamy will have to erdure in making such changes. Careful and thorough
attention to necessary transition mechanisms for each of these segments are
necessary before radical change should be attempted. .

Flat-Tax Benefits

If the extremely difficult transition problems could pe adequately dealt
with, a lcw rate system with a broadened tax base has a number of benefits. As
we nention:.ed before, the tax structure could be sumplified and its appearance
of fairmess improved. An increased level of taxpayer campliance might also be
achieved.

A low marginal tax rate on investment income s'houlZd cause considerable
expansion in saving axd Wt. The low marginal rate should also cause
increased productivity as it becames more profitable to earn additional

incame., -

Conclusion

We strongly urge that you »endorse the establishment of a natjional cammission
on tax simplification to address ways and means of improving our tax system on
a systematic basis. )

Changing to a flat-tax system would involve major, prolonged econamic
readjustments. A valuable fiscal tool of qover;-ment. the targeting of tax
benefits, would be weake_ned Before making such a change, the very difficult

‘transition problems must be dealt with in a way that protects irwestments
made by taxpayers relying on the current tax system.

We are not ready to endorse or oppose a flat-tax.system. However, we
believe that the transitional problems, econamic readjustments, ar:d other

)
question areas should be given long and careful study before such a fundamental
change is made.
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Flat-Rate Income Tsxation
C. Lowell Harriss, Executive Director, Kcademy of Politicel
Scisnce; Professor Bmeritus of Economics, Columbia University;
Economic Consultant, Tax Foundation, Inc.; Associate, Lincoln
Inititute of Land Policy. Presented to the Committee on Finance,
U. S. Senste, October 1982. Views expressed are the asuthor's and
not necessarily those of any organizstion with which he is

associated.

High marginal rates of taxation influence behavior and have
non-revenue effects, Some of the results masy be welcome (more
charitable donations), but many must create distortions and impose
costa ("excess burdens”) which by reasonsble standards sare
undesirasble, Differences in tax rates slso produce non-revenue
effects by providing incentives to alter behavior,

Propossls to reduce drastically the level of rates and even
to substitute a two-rate--zero snd one other--schedule for one
of many steps have received serioﬁs and informed attention.
"Faeilure" to date by no mesns indicates that such suggestions
are now futile. Or that on belence the defects outweigh the
merits.Yet, as your recent HEARINGS have shown, fundamentally
difficult problems of principle snd of implementation exlgt.
They are by no means insuperabla if the gosl is to improve on
the present system as distinguished from achieving some ideal.
Rate Uniformity or Simplification

Differences smong individuals snd famillies in shering the
costs of government ere inevitable--in sny single year or over

lifetimes. Regressivity, proportionality, and progressivity
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{(relative to income, weaslth, or consumption) can lead to differences
(lsrge, medium, or smsll) whereby those with the larger amount pay
more toward the common, collective o;pehses of govermment. Most o?
us, I expect, have been dbrought up‘wich the notion that progressivity
is bet;er then proportionslity or regressivity. The bases for such

s conclusion are "more uneasy" than often assumed. Intuitively,

my own preference is for some progressivity; but I submit that the
bases for such a conclusion do sesm less solid than unsophisticatod,'
populsr statements suggest,

A flate-rate, more correctly a duasl-rate (zero and one other),
tex can providepppreciable progressivity for very‘}arge numbdrs ’
of taxpayers., In fact, with a rather large exemption and 2zero-rate
bracket most Americans can experience considersble progressivity,.

The minority, tiny or small, in the higher ranges would in fact
besr proportionsl rather than progressive burdens. Their total tax
would be reduced under any conceivable shift to a flat-rate system,
Such a change, even if put into effect over a period of, say, five
years would make me unessy. )

Yot the prosent system elso makes me uneasy, Federal plus
state rates of over 50 percent at the margin deserve criticism,
Significdnt reduction, however, does not require a shift to a single
rate,

Any consideration of progressivity snd related matters should
take explicit note of recent changes which seem to receive littls
attention, Federal estate and gift texation has been sltered so that
most families once potentially subject will in the future bear no
such tex. Many states are raducing, even eliminating, such taxes
on the transfer of weslth. Expensive govofnment--snd all must agree
that American government is indeed expensive--may "need™ more

financing from the prosperous than would eventuate. Cogaox
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will srise. Should we not do our best to consider them thoroughly
and early and as reglistically as posuible? For exampls, with s
modest rate of income tax there could be no smsll number of families
s few years hence living very well indeed on inherited wealth as
distinguished from their own industey and thrift. Desirsble?
Broadening the Tex Base )

) Helf 8 century ago, slmost, I began to study Federal tsxation.
Broadeniﬁg the base was even tyen proposed, Two distinguishable
benefits sre expected, (1)’ ’i;\‘larging tte base would facilitate
rate reduction and the advantages that would follow. (2) The
measure (base) for sharing the costs of government could be improved.
Note that I use the word "could,® not "would," because improvement
is not inherently & product of base=brosdening.

Some present omissions seem to me inappropriate--most Qr

Social Security benefits snd the imputable income from owner-

Chgggggg;;cggsgggiruble for obtaining
occupancy of housing, for example. Others(-_ ably/ in an

LN,

appropriate messure of the base for sharing the cost of national
government--interest assoclated with obtailning income and state-

local taxes, for example. And so on,
Each Jfserves attention on its own merits, Historical experience

includes more of narrowing than broadening the concept of texable
income. If new discussions were to include explicit)y broad rate
reduction as a;result of base-broadening, just conceivably some
general public suppqrt might develop.

Concluding Comment

Dozens of distinguishable and importsnt issues arise in the

_oxnmination of "flat~-rate" taxation, You and your successors will
have abailable an accumulation of evidence and enalysis, including

staff, Progress is possible.
fine work from your own
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EVERYBODY'S COLUMN
VAT Should Replace Other Taxes

The value-added tax should
replace all foderal
taxes:

ecooormny. Compll-
aace is 3 {allure. The eimplicity
of VAT will tacilitate Adminie-
-trution aad compllance.

VAT Is ecooomically neutrs)
— It is oeitber inflattomary nor
deflationary It permestes e
entire economy No one eecapes
the tax. [t s self<checking
Each uaxpayer coilects VAT on
his sales of servites tykes
credit for VAT payments to
suppliers and gives the net VAT
10 the putermment

In he field ol sternationai
trade, VAT will place us on an
equal fooing wAth our Lrading
partners Currenuy, our indus-
Uy is at a disadvantage De-
c-u'e‘::‘r i§ rebated on ex-

11-385 0 - 83 - 14

The News welcomes letters
Write to B ly's Column,
Buffelo Swlu’ News, One
, PO. Bor 100,
Buffslo, NY. 14240, Letters
must include cignature, ad-
dress and o phone number for
verificetion. Letters should be
dricf and are subject (o editing
and condensetion. ause of
space Lmutations, we cannot
publish all letiers received

BUFFALO EVENINE pgr)C
AVEUST 20, 1972,
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r,7Value Added Tax'
~ Only True Reform .

Editor: The value-added tax should
repiace all existing federal taxes: income,
estate and gift, and excise.

Let me dispel some myths about VAT. It

s said that it Is “regressive,” that it hurts
_the poor.-The present “progressive” in-
come tax system is hardly beneficial to

o ) the poor. All taxes are ultimately paid by
' the consumer. through the price struc-
’ - ture.
W - Some members of Congress and the
. tax-related professions would have us
believe that a VAT system would be too -
E difficult to administer. The present sys- v

tem — with its depreciation schedules, tax
shelters, deductions, etc. — is hardly a
model of simplicity. Another factor is the
) ever-growing ‘underground economy.
U é 2 l} / 9 Q’ Comrliance is a fatlure. The very simplici-
. ) A VAT will facilitate admlnlsmtion
_ and complisnce. -

It is economically neutral — neither
inmtionarynor del'lhnonary . ty

3. VAT perméates the entire‘econemy: No

~Oné escapes the tax. It is self<hecking. -

«Rach taxpnyercouects VAT on his salesor
_,services, takes & credit for VAT payments .
“tq suppliers and gives the net VAT to the -
'gdvernment.: ;.-

Yes, I would exempt food purchased In a

food store, medical services and prescrip-
4 tiondrugs.
" In the field of mternat:onal trade, VAT
" will place us on an equal footing with our
trading partners. Presegtly, our industry
is at a disadvantage because VAT is rebat-
ed on exports and assessed on imports.
Income taxes are not amenablé to such
treatment.

Congress is finally hstening to the
voices of real tax reform. Now is the time
to eliminate all present forms of federal
i taxes and to install the VAT in one stroke,
) | without complicated phase-ins.

- . » , Bodroo Odun :
| Amhem. ‘ -
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CALIFORNIA STATE UNIVERSITY., HAYWARD

HAYWARD, CALIFORNIA $4342

-ald

SCHOOL OF BUSINESS AND ECONOMICS
Departmant of Ac¢eounting
Telephone (18.3213318

Serteber 27, 1982

Senatop Robert Dole .
House Ways and Means -
1100 Longworth Building
washington, D.C. 20313

Dear Senator Dole:

I have erclosed copies of correspondence which I hope you
will find helpful 1rn cornect:ion with your hearirgs on tre £lat
tax.

T am an advocate ¢of the flat tax. we must Joat or lose
the war with the underground econory. A syster of exerptiors,
exclusions, adjustments, deductions, and credits does nothirg tut
foster special interest legislation to make ore excepticn after
arother. The climate 1s right. If we miss this opportuarity, we
will live to regret 1t. I have previously sent a copy of rore
extensive testiony presentad before House Ways and Mears which
deronstrates the 1rpossibly caplex and unworkable nature of the
system.

I would welcame the opportunity to tes+tify ~ore fully or
respond rore pointedly to 1ssues or questions you ray have.

Thark you very-ruch.
Sincerely.
p L -
sl i e o

Fhil1p P. Storrer ﬂ/‘
Professor

FPS gr
Fre.
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CALIFORNIA STATE UNIVERSITY, HAYWARD

HAYWARD. CALIFORMIA 94848

»

SCHOOL OF BUSINESS AND ECONOMICS

Depastment of Ascounting September 27, 1982
Telephone 4L5A1L9230¢

Mr. J.M. Farley
2935 Lane Drive -
Concord, CA 94518

Dear Hr._I-‘arley:

Thank you very much far your recent letter. I share your
deep concern regarding the effect of a flat tax on your financial
health. My persnal feeling 1s that the first $10,000 to $12,000 of
1ncome should be tax free and that the flat rate of 18% to 20% be
phasad 1n ratably as incorme rises fram $10,000 to $12,000.

Please take tune to share your concerrs with manbers of Comgress,
most rotably:

Representative Fortrey (Pete) Stark
Chairman Select Subcormittee

House Ways and Mears

1100 Longworth Ruilding

Washington. D.C. 20515

Serator Robert lole
House Ways and Means

1100 Longworth Building
Washington, D.C. 20515

Both men are holding hearings this month on the flat tax as an
alterrative. I have taken the liberty of sharing your letter with them.

Thark you very ruch for your concern and call me the next time
I'm on the Owen Spann Show. We will talk more then.

Sincerely,

fj/{/[,/' 7N tu'c/./('
Philip P. Storrer J
Professor

PPS/ar
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STATEMENT
on
FLAT-RATE TAXES
fSr submission to the
SENATE FINANCE COMMITTEE
for the )
CHAMBER OF COMMERCE OF THE UNITED STATES
by
Kenneth 0. Simonson*
October 14, 1982

The 250,000 members of the U.S. Chamber of Commerce are extremely
interested in impcoving the tax system. Taxes pose a severe and growing
financial and paperwork burden for both our corporate and our individusl
members. Any proposai which would significantly lessen either of these
burdens deserves careful consideration. Most proposals for “flat-zate® taxes
or other tax alternatives promise to do both. But no dbill introduced so far
is likely to deliver as much relief as its sponsors suggest. In addition,
there are drawbacks as well as advantages to each proposal.

The Chamber, while endor;ﬂnq simplification and redugtion in marginal
rates, does not have a position for or against flat tax pcoposals now before
this Committee. But we wish tu draw attention to several issues that Congress
should weigh carefully before revolutionizing the tax code. Moreover,
frequent and drastic cevisions of the tax law, such as have occurred (n the
last several years, chill investment by increasing uncertainty and adding to
the cost of doing business. Consequently, many taxpayers would prefer a
mocatorium on tax changes over any further restructuring.

Simplification

One of the most seductive arguments for a flat tax 1s that it would
vastly simplify the tax system. A true flat tax would tax all income once at
a single rate with no exclusions, deductions, or credits. But such a system
may not be as simple Oor as desirable as it sounds. 1Translating the principle
into legislative langquage leads immediately to considecable complexity.
Decisions must be made as to whether fringe benefits and other noncash

*Senior Tax Economist, Tax Policy Ceater, Chamber of Commerce of the United
States
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payments are income and {f 80 how to value them. Should capital gains be
treated as income? If so, what is the pcoper time to tax them—-as accrued o¢
upon realization? Should the cost of capital assets be deductible immediately
or over the useful life of the asset?

Dozens of equally troublesome questions arise in the construction of
any tax system, These problems cannot necessarily be simplified merely by
adopting a broad base and a single rate. FPurthermore, a flat tax that expands
the definition of income to include items not received in cash or eliminates
legitimate business deductions may introduce more distortions, unfairnu;, and
taxpayer resentment than it removes.

On the other hand, there are ways in which a flat tax can improve both
simplicity and some taxpayers' perceptions of the fairness of the tax system,
Income averaging tecomes unnecessary, becau receiving a large increment of
income in a pagticular ywar does not push;thc taxpayer into a higher bracket.
For the same reason, indexing, income splitting, separate schedules for
different household situations, and "marriage penalty” relief can be
eliminated. Taxpayers will no longer suffer "bracket cceep® from inflation
{although inflotion may still cause problems with the tax treataent of
capital). Wage withholding can be simplified and made more precise, since
taxpayers can more easily calculate taxable income and tax liability when
there are no deductions and only one bracket., However, these forms of
simplification are sacrificed as soon as one moves away from a pure,
single-rate tax without deductions or exemptions.

Incentives

Much of the complexity in the tax system arises from effocts to use the
tax systenm to achieve social or economic objectives, such as encouraging homé~
owner ship, energy conservation, charitable contributions, and, of course,
income redistribution. Before cevolutionizing the tax 3ystem, Congress should
consider carefully whether these goals are still apgxopriate for federal
policy and whether the tax system should be used to advance them. If the

answer to both questions is yes, then a switch to flat-rate taxation may not )
be desirable.

On the other hand, the combination of a broader base and lower rates
could lessen the penalty against saving and encourage other worthwiiile goals
that %he tax system now hinders. The tax system is currently heavily biased
against saving, and contains very unequal treatment of different forms of
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saving. Corporate shareowners pay éorporatt income tax plus tax at the
individual level on dividends. They are taxed again if they roceive capital
gain when they sell the stock. Investors in municipal bonds and ®all-savers
certificates" acre at the other extreme: they pay no federal income tax. In
between are savinqi bonds and individual retirement accounts, which accumulate
tax-free but are taxed upon distribution. Such differential treatrment not
only adds great complexity to the tax code, it creates major distortions in
the allocation of capitai.

Thus, a simplified income tax could do much to improve neutrality and
efficiency in the allocation of capital. A consumption tax, which exempts
either investments or the income from them, would do even moce. But a
"reform® which treats all capital gainsf interest and divicdends as income
while maintaining graduated rates would make the tax system still more
discriminatory against saving.

Corporate Taxation

The economy would benefit if businesses did not have to consider tax
reasons in deciding whether to incorpotate. Taxing income cone time, at either
the corporate or the individual 1e§e1 (as opposed to taxing individuals at one
rate), would greatly reduce existing distortions affecting investment. But
achieving integration of corporate and individual taxation 1s not a
strajghtforward task and may not make the tax system appceciably simpler.

Partial relief from double taxation can be granted by enlarging the
$100 dividend exclusion. Oongress should not adopt a flat tax plan which
eliminates this exclusion unless it provides other relief from double taxation
of corpoctate income.

Restructuring corporate taxes presents many of the same difficulties as
with personal taxes, How should income be defined and measured? Should
credits and other incentives which were enacted to serve social goals be
abandoned for the sake of simplicity? should graduated rates be replaced by a
single rate, given that a revenue-neutral rate would have to be set much
higher than the reduced rates now paid by the vast majority of small
companies? We look forward to helping the Committee work on these probdlenms,
but there will be losers and gainers from any change in corporate taxation as
well as individual.
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Tax rates and tax revenues

Most flat tax pcoposals are adv;:tised as being cevenue-neutral, that
is, they would initially raise the same amount of revenue as the [resent
income tax. But some proponents contend that most taxpayers would pay less
than at present, while some (sometimes the same speakers) say they would raise
additional tevenue and help reduce the deficit.

mes§ claims appear contradistory, yet there may be a grain of truth to
them. With a high enough exemption level, it is possible to reduce taxes for
a majority of taxpayers. But this implies that those people remaining in the
system will pay much more than before. At the same time, reducing the top
rates can lead to more investment, to a switch from less-productive,
tax-motivated investments to ones chosen on economic grounds, and to more
reporting of income. All of these changes can produce more revenues with a
lower rate.

However, we urge the Committee to be suspicious of these claims. In
general, the lower the single rate is, the more taxpayers and the broader the
income base that must be included. ft & high exemption level is chosen, a
relatively high flat rate must be imposed on :emaininq' taxpayers. That
reduces the incentive to earn enough (or report enough) to move from
nontaxable to taxable status, and it lessens the incentives for investing.

Finally, if a rate, base, and exemption level are chosen which do not
bring in as much revenue as under current law, many business people fear that
the difference will be made up through higher taxes on dusiness. Likewise,
there is fear that a flat rate would be too easy to raise any time Congress
feels the need for higher revenues.

Income distribution

Despite the claims of some flat-tax proponents that they would make the
cich pay more, the reality is that the federal income tax system is
progressive. Therefore, substituting a flat rate for the curcrent graduated
rates would lower taxes for high-income taxpayers on average and taise taxes
for lower- or middle-income taxpayers. Raising the basic exemption level
would help out taxpayers at the bot\ton, but necessarily increases the burden
on the middle still £t{rthe:.
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Broadening the bage significantly is likely to mean higher taxes on the
middle class, too, since many of the largest personal deductions or untaxed
income sources are used predominantly by middle-income individuals, including
deductions for peoperty taxes, mortgage and consuher interest, and tax-free
socfal security benefits. In 1981, taxpayers with fincome between $15,000 and
$50,000 filed 75 percent of the te\tuxns which claimed itemized deductions,
even though their income class accounted for only 43 percent of all returns.
Thus, eliminating these deductions would mean higher taxes for many people in
the middle.

The so-called "fair tax" introduced by Sen. Bill aradvley (D-N.J.) and
Rep. Richard Gephardt (D-Mo.) attempts to maintain the current income
distribution. But to do so, this bill abandons both the single rate (it has
four, ranging from 14 to 28 percent) and the nc~deduction concept (property
taxes, mortgage intecest, and charitable contributions remain deductible). In
addition, it penalizes saving by making capital gains taxable as income and
taxing pensions as they accumulate,

Taxpaying population

There {s a good case to be made for requiring all households to pay
some tax. Such an approach enables use of a lower tax rate than with a
smaller number of taxpayers, and it makes individuals more aware of the high
cost of government than {f someone elfe is paying the bill. Eliminating
pe:s;nal exenptions and the zero bracket amount also allows some
simplification of the tax return. Finally, when everyone owes tax, some
people may fn less inclined to cheat on the grounds that "Other people don't
have to pay, so why ihould I?2°

However, the combination of a zero exemption level, a broad base and a
single rate eliminate all progressivity from the income tax, Some bills
maintain progressivity by raising the exemption level. For instance, Sen. Dan
Qhayle's (R-1Ind.) bill ::ouig._sﬁmly_,lodividuuls with incomes over $17,500,
moce than five times the current cutoff. This approach leaves low-to-middle
income taxpayers with a low effective rate. But by dropping tens of millions
of taxpayers out Of the system, it may increase tesentme.nt on the part of
those who are left in, and it results 1n~a higher marginal rate for the firast
dollar of taxable income (18 percent in Sen., Quayle's bill).
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The current law uses a very bad approach to increasing the number of
taxpayers: the alternative minimum tax. This tax will be paid by orly a few
hundred thousand taxpayers, but it requires them and wmany others who will not
owe the tax to make an extremely complex calculation of their "alte native
minimum taxable income® in addition to their regular tax conpututlon._ Many of
those who wind up paying the alternative tax would pay some regular tax
anyway, so this tax will add 'much complexity at a gain of little revenue and
little base-broadening., It should be promptly repealed.

Txansition peoblems - :

Switching from the current system to a substantially different one is
likely to entail severe transition pxoblems. The one which has received the
most publicity is the effect on homeowners if their deductions for pcoperty
tax and mortgage intecrest are :nmtnat-ed. dany of them would no longer be
able to afford their homes. At the same time, the potential pool of buyers
would be sharply curtailed. Similar problems would affect all capital‘uut{
and all purchases and investments financed with borcowing.

\Many transition problems may not be apparent immediately. Therefore,
befoce iwplementing a wholesale change in the tax system, Congress should
allow adequate time for discussion and for familiarization by taxpayers.
Conclusion

The U.S. Chamber welcomes . ublic discussion of tax alternatives, and
hopes that Congress can achieve significant imgrovement-in simplicity,
fairness, and removal of blas against productive economic activity. But
Congress should recognize that no flat tax or other new system is a panacea.
There will be losers as well as winnecs from any tax change, and it is
important to decide whether the change is worth making in light of the costs
it would impose. In fact, many taxpayers would prefer a moratorium on new tax
laws to any change, minor or major.



216

WRITTEN STATEMENT OF GENERAL BOARD OF THE CHURCH OF THE NAZARENE FOR INCLUSION IN
PRINTED RECORD OF SENATE FINANCE COMMITTEE HEARINGS 0& FLAT-RATE TAX PROPOSALS

(SEPTEMBER 27-29, 1982)

The Church of the Nazarene is an ianternational denomination with approximately
550 missionaries and 10,498 ministers in the United States. The United States
constituency is represented ty 4,888 coagregations with a membership of 492,203
and Suaday Schocl enrollment totalling 819,941 in 74 Districts. The Church of the
Nazarene operates 8 liberal arts colleges, one Bible college, and one Seminary
in the United States (see attached list).

We have followed with great interest the recent discussion regarding a flat-
rate ‘tax. Although we recognize that there are several variations of a flat-rate
tax system being copsidercd. each w}(h varying degrees of impact, we would support
the coccept of a simplified system of taxation and would favor any move in this
directica. :

Of concern to us, however, are the provisioas of current tax law designed to
encourage charitadble giving. Although individuals make charitable gifts because
they are philanthropic and wish to benefit society, they oftentimes give more than
they would otherwise L: able due to the favorable tax treatment they receive. This
is an important benefit given to charitable organizations in a psychological as well
as 3 material sense. That the government supports and encourages charitable giving
in a tangible way is an impacting facror not to §i taken lightly. This would seem
to be of significant importance in v ew of reduced government spending and greater
reliance on charitable organiZations.

Therefore, we are opposed to any proposal that would no longer encourage
charitadble giving. This is not to say that the curreat charitable deduction could

not be simplified or replaced with another means of encouraging gifts to charity.

Any change in this area would need to be compatible to the new system. >

o
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Our suggestion would be a tax credit equal to 50% of the amount of charitable
gifts. The benefit of such a credit would be two-fold. It would be simple. It
would encourage charitable giving of all income levels equally. A cr{ticism of
the current charitable deduction is the added benefit derived by those in higher
tax brackets. These givers are the ones with the resources to make substantial
gifts, however, and should not be discouraged. Those in lower tax brackets
should receive the same encouragement. A 50% tax credit would not discourage
givers in high tax brackets and would also give equal benefits to those in lower
brackets.

Thaank you for the opportunity of expressing our views on this subject. We
are grateful for the representaiive government that God has given us and éor the

geligious freedoms so carefully protected by our Constitution and our goverament.
A
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BRONXVILLEC HEW YORK 10708 « 914 3379300

September 28, 1982

Mr. Robert E. Lighthizer, Chief Counsel
Committee on Finance, Fm. 2227

Dirksen Senate Office Building
washington, D.C. 20510

Dear Mr. Lighthizer:

Cn benalf of. the students and faculity of Joncordia CJoilege, Bronxville,
New York I offer the following:

"Written Statement for Inclusion in Printed Record of Senate Finance '
Committee Hearings on Flat-rate Tax Proposal (Sept. 27-29, 1982)"

I am not opposed to a flat-rate tax or simplified tax system. However,
1f a flat-rate tax or simplified tax system or a combination Of the two
13 enacted, a credit should be allowed for charitable gifts. The tax
Incentives then would not be dependent on a taxpaver's bracket. If
Congress would be unwilling to allow a 50% credit €or all taxpayers,

a progressive credit -- basedégn a taxpayer's adjusted gross - could

be allowed. A ceiling could Be placed on the credit to assure that
taxpayers do not entirely avoid paying taxes by making charitable gifts.
The presen: five-year carryover rate should continue to apply.

Concordia College, Bronxville, New York 18, like other small independent
liberal arts colleges, dependent upon gifts from donors to meet current
operating and capitol expenses. Tax incentives for denors to continue
this support should not be removed, espectally in lighft of President
Reagan's call for greater support from the private sector to take up
the work the federal government has undertaken in the past. We must

be able to assure students that money will be available from private
sources of support for financial aid which is no longer available from
public sources. Education 1s, after all, still America's investment

1n the future. We should not and cannot afford to discourage invest-
men$ i1n our future.

er}ceze

ans G.
Director ko

1hgdr
bevelopment

HGS/ray
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Request to Testify
United States Senate
Comm{ittee on Finance
September 27, 28, 29, 1982
Flat-Rate Tax And Major Tax Reform Proposals

Summary of Testimony:

A FISCAL SYSTEM FOR THE TWENTY-FIRST CENTURY
- by
Michael J. Daillak, CPA

Can the U.S. Hitch a Ride on the Velocity of Money
,And Suddenly Turn Into a §uperhero Among World Economies?

Imagine a federal government with a tax base broad enocugh to fund all reason-
able expenditures without levying unreasonable taxes, Imagine a world {a which you
are taxed only on what you spend ~-- not on what you save or {nvest legitimately,
The millenium? No, & "flat-rate' tax system which emdbodiesa before-the-fact coa-
sumption tax., A broad base transaction tax that would eliminate the filing of tax
returns for almost all taxpayers. Involving a tax rate in the range of 1 percent
to 2.5 percent, it would reorient the sources of tax revenues (yet, exceptions are
easily provided for) to encompass every economlc entity within our nation's borders,
and represent 8 substantial tax reduction to the majority of those taxpayers pre-
sently paying taxes. Its administration would require no more of most taxpayers
than that which they already do. As for the banking-savings-investment industries
which would be the fiscal intermediaries and the IRS, it requires far less of them
than the interest-dividend withholding provisions of the Tax Equity and Fiscal Re<
sponsibility Act of 1982,

The required econocmic base at these low rates is in the range of 2% to 75
trillion dollars. The only base in our economic system which approaches this range
i{s the total of all deposits to checking accounts from any type of transactioan --
(i.e., the velocity of money). (See Table I.) Because the tax hase {s not net in-
come, the flat rate applied to it is not as implicitly vegressive as the flat-rate
systems presently g&lns coansidered by Congress. .

It will stimulate savings and {aovestments which will ultimately lower interest
rates.

I do-not propose to tax deposits to savings accounts or deposits to specific
types of {nvestment accounts such as the general accounts of brokerage houses.
Quite the coatrary, I propose the corollary: If checks ate drawn and deposited to
savings accounts or to qualified {nvestment accounts, there would be a restoration
of the "flat-rate" tax previously deducted.

This {s a before-the-fact consumption tax, because the assumption is made that
the purpose of holding money f{n a checking account is solely for the purpose of
consumption of one type or another. Since the tax has been taken out before the
actual fact of consumption {s accomplished, the party taxed has the opportunity to
reconsider and ‘transfer those after-tax fuids to a savings account or investmeat
situation and have the smount of the tax restored. The thrust of this propc~al is
conservatism in terms of economic decision-making in its ultimate form, as opposed
to the present situation, which induces lavish consumption by taxpaying entities.
{(The more wealthy the entity, the more lavish the consumption.} The curreat sys=-
tem spites the taxing authority and contributes to the characterization of ocur'a
being a "disposable society".

Some of the effects this system would have are as follows:
1. Major.cuts, or elimination, of all (not just the incowme tax) presently exist-

ing federal tax rates. For example, the 6,7 pcrcent individual and employer

social security tax is implicit in the rate range assumed.
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Summary of Testimony: Page 2
2. Since the tax is levied by a function of deposit to checking accounts, there
{s no self-{nforming, after-the-fact reporting required -- with the attendant
opportunity and temptatfon to alter the facts. The national conscience would

become clearer.
3. There would probadly be one-time effects such as:

Creating a.surplus funds flow to the federal government, taking the gov-

a.
erament out of the demand side of the credit markets.

b. A diffuse reduction of disposable income of all presently non-taxpaying
sources by 1 to 2.5 percent, thereby adbating demand side inflationary
pressure on the one hand; while oa the other hand.....

c. Creating & st{mulative inflationary impetus from the net effective tax
reductions for most {adividual taxpayers. .

Finally, this flat-rate concept does not require the abandonment of our pre-
sent 'progressive” system of taxation; {t can be used {n coabination with the
present system as either the primary or a secondary fiscal systed. But, the so-
called "tax shelter” should disappesar. Theréfore, there should be more prudent
risk evaluation with regard to potential investments.

I offer for your consideration s "flat-rate” tax on the deposits made ocaly to
checking accounts., As Table I itndicates, there is & favorable downward trending

to any rate applied to this bdase.
TABLE I - . N

The relationship of the Federal Budget to Annual Bank Dedits to Demand Deposit
(Checking) Accounts of Individuals, Partnerships, Corporations, States and
Their Political Subdivisions, excluding Accounts of the Federal Government
(f{o billfons of dollars): ’

Fiscal Federasl Annual Debits to Budget as @
Year Budget Checking Accounts % of Debits
1955 § 68.5 $ 2,044 BRERET Y
1960 92.2 2,839 3.25%
1965 118.4 5,162 2.26%
1970 196.6 : 10,237 5 1.92%
1975 - 326.2 23,565 1.38%
1980 579.6 63,013 .92%
1981 662.0 86,430 772
1982 (est.) 722.3 84,000 .86%

(Assumptiocn: That bank debits (i.e., checks. clearing) equal bank’ deboslu.)

11-385 0 - 83 ~ 15
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Request to Testify
United States Senate
Committee on Finance
September 27, 28, 29, 1982
Flat-Rate Tax And Major Tax Reform Proposals

Approximation of Testimony
(a manuscript recently submitted to the
Journal of Accountancy
published by the
+ American Institute of Certified Public Accountants, Inc.):

A FISCAL SYSTEM FOR THE TWENTY-FIRST CENTURY
by
"Michael J. Daillak, CPA
Can the U.S. Hitch a Ride on the Velocity of Money
And Suddenly Turan Into 8 Superhero Among World Economies?

Imagine a federal government with a tlx'bale broad enough to fund all reason-
adble expendftures without levying unreasonable taxes. Imagine a Qorld in which
you are tax;d orly oa what you spend -- not on what you save or {Bvest legitimately.
Further, imagine that your tax {s oanly 1 to 2% percent of wha{ you designate for
consuamption through your bank deposits. And to top all of that, the government
would cease to reward unsuccessful v;nturea. Furthermore, it would have eanough
money in fts coffers to provide the governmental services we have come to expect.

The millenium? No, a "flat-rate tax" system that would be fair to Americans
oo all steps of the economic ladder, )

I believe there is a "flst-rate"” system that could service our country's
politlc.l-ecoéomic needs well {nto the Twenty-First Century. I further believe
the 1 to 2§ percent rate would be acceptable -- at least in concept -- by the

70¢ individuals and 60-plus corporations served by my two-office firm as & tax

preparer.
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The required economic base to meet government needs at these low rates is
in the range of 29 to 75 trillion dollars (one trillfon = 1,000 billion). The
oaly base in our economic system which approaches this range is the total of all
deposits to checking accounts from any type of transaction -- (i.e., the velocity
" of money). Because the tax base is not net facome, the flat rate applied to it
is not as {mplicitly regressive as the (llt-rlke systems presently belng consid-
ered by Congress, In addition, it {s a before-the-fact coasumption tax. It
therefore en?our es investment and savings, especially since the tax {s auto-
matically refu‘ ed {f consumption does not occué._

At least gOO million taxpayers yo-ld be relieved of the annual tax filing
responslbilis{. because reporting and collecting of the tax would becowme by-
products of the no;’ai banking transactions most Amer{cans carry out on a regular
basis. Emplo?!??/:ould be relfeved of withholding and social security tax respon-
sibilities. (Social security would become a part of this "s{ngle tax" and no
longer would be a mandatory deduction from each paycheck.)

But, how could a government which finds itself facing annual deficits in
exceas of $100 billion through Lts present taxing systems suddenly become self-
supporting using only & single tax at a oigntflcan:ly lower rate level? The
answer is & much broader tax base. If the 84 trillfon dollars expected to be de-
posited to checking -ccount;hXQ\i982 wvere taxed at only .86 percent (i.e., less
than nine-tenths of one percent), {t would raise the 722.3 bi{llion dollars the
federal budget would require. (See Table.1.) That, of course, is too oimpliitic
an answer. Later {n the article I will suggest adjustments which would be
required.

The next question is; Why would a Certified Public Accountant, a member of
an {ndustry which earns 35 to 50 percent of i{ts {ncome from tax preparation ser-

vices, propose a system that would eliminate these services?
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‘First of all, I believe there are llte}nntlve areas into which our prac-
tices can expand -- such as operational auditing, long-range planning, other
{anovative management services, and, perhaps, prescribed additional accounting
services in connection with federal banking legislation regarding borrower's
credit preseatations and accounting systems -- which would be cost effective
to our clieants.

Second, ia good conscience as a citizen, I must offer my best opinioa of
a solution to the problems that beset our present tax system.

This fllt-ratﬁ concept does not require the abandonment of our péesent
"progressive” system of taxation; it can be used in combination with the pres-
ent system as ‘either the primary or a secondary fi;cal system as follows:

8. As a primary "flat-rate" fi{scal system, ;he present progressive system
would be amended so that it was applicable only when either certain rates
of return were exceeded or wvhen certain very high levels of net lnéome
were attained, thus preserving the oversll progressive nature of our tax
system. .

b. As a secondary "flat-rate" fiscal system, the "flat-rate' would range from
as little as two-tenths of one percen; up to one-half of one percent with

the objective of providing sufficient supplementary revenues to offset un-

’-;anted projected budget deficits, in a masnner that v;; optimally diffuse

as far as the overall {mpact on the economy.
Taxpayers would not have the temptation to subvert the flat-rate system {f
{t vere the primary system. Instead, they would have a vested interest in making
‘it work, because for probably 98 percent of the 126 million-plus taxpayers today,
this system represents a potential substantial reduction in thefr effective tax
rate, For exsople, all individuals and employers subject to our present 6.7 per-

cent social security tax would realize & savings/reduction equal to the eatire
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tax, since it is implici{t in the flat-tax range assumed in this article.
Most {mportaatly, with the adoption of a flat-rate tax, the so-called '"tax
shelter”" would disappear. With regard to economic decisf{on msking, there would

be no benef{t to be derived from losses. - There would be no subsidization by the

federal goverament for losses. Therefore, there would be more prudent risk
evaluation with regard to potential investmeats.

th(l revised tax system would reduce the insidious subversion implicit ia
the present systeam's seductive treataent of losses so that our etonomic systea,
which {s the dollar vote allocating scarce resources, could return to optimum
operation. There should be no decrease in the entrepreneurial spirit or the
tendency to take valid rilksbln search of real profits that has always existed
in our economy. Therefore, the eqabllng legislation which wust accanpany this
system, requiring most cash receipts to be deposited to either checking or sav-
fags/investment accounts, would be accepted, since {t requires no more of most
taxpayers then that which they already do.

One of the advantages of a revised tax system of this nature {s that it will
stimulate savings and {nvestments which will ultimately lower {nterest rates and
{mprove the productive capacity, which {8 the strength of the economy and the
nation.

I do not propose to tax deposits to savings accounts or deposits to specific
types of investment accounts such &s the general accounts of brokerage houses.
Quite the coatrary, I propose the corollary: 1If checks are drawn and deposited
to savings accounts or to qualified {avestment accounts, there would be a restor-
atfon of the "flat-rate' tax previously deducted. This restoration would be the
{mmed{ate responsibility of the party in receipt of the deposit. The federal
goverament would, of course, reimburse the »avings/banking institut{on or the

brokcrage firs for thts restoration of the tax.
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What we're talking about here is a before-the-fact codsumption tax. We
would tax potentisl consumption, because the assumption {s made that the purpose
of holding monev in 8 checking account, ususlly non-finterest bearing, {s solely
for the purpose of consumption of one type or another. Since the tax has been
taken out before the actual fact of consumption {s accomplished, the party taxed
has the opportunity to reconsider lna‘tranlfer those -Eter;tax funds to a savings
sccount or investment sftuation and have the amount of the tax restored. The
thrust of this proposal is conservatism in terws of economic decision-making in
{ts ultimate form, as opposed to the present situation, which {nduces lavish
consumption by taxpaying entities. (The more wealthy the entity, the more lavish
the consumption.) The current system apites the taxing authority -ndlcon:ributen
to the character{zation of our's being a 'disposable socfety".

This before-the-fact consumptioa tsx would fnduce alteratioans 1n-the com-
ponents of the velocity of money, the tax base -- but it should have no adverse
effect on real proéuctlon or the value added from productive efforts.

The velocity of money presently facludes checking accounts which are set up
purely for convenience and represent simply transfers of money for purposes of
allocations. Coumonli, ia households one member has & checking account Lnto which
he deposits his check and then immed{ately takes part of it out and gives it to
another member to put {nto that member's household account. There may be accounts
for the children, with lesser sums shifted to them to again be redeposited. Also,.
businesses quite frequently have multiple accounts; there wmay be a poollng.account
where noney from various sources is received and then redistributed into a payroll
account, a general account, 8 specific reserve account, or a trust account. This
is $imply a matter of convenience, and of course, {t is & major distortion favolved
in the base to which I have chosen to rel::; this "flat-rate" tax.

In order to approximate an adjustment to the proposed tex base for this dis-

tortion, we should bring into perspective the taxpaying entities of this country.
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There are, of co;rle. estates and trusts, but in terms of volume, they represent
the lowest. Next comes business tax reporting, either {n the form of individual
tax returns (Schedule C and F), partnership retutnl,lor corporate returns., As

of 1980, there were estinated‘to be 15 million businesses {o the United States,

of which 14,000 had revenues {n excess of $100 million annuslly -- that {s,

gross revenheu Sefcre deductioas. There vererléo;OOO that had gross revenues,
before deducting expenses, of between $1 million and $99 m{llion pét year. And
thea there were the 14 million-plus businesses 1n'th1u country that had gross
revenues, before deducting expenses, of less than $] million per year. Of course,
there were the 95 million {ndividual taxpayers. s {s & significant number of
people and vhen related to the electorate or to the addlt population of this coun-
try, it {nvolves just about everyone.

Admittedly, one of the most sigaificant consequences of this type of tax
systea would be a reorienting of the uu; of checking accounts away from those
that are purely for coavenience purposes. And this, of course, would affect the
revenue to be derived from such 2 tax system. Let's take a8 moment to consider
this potential shifting away from convenience and multiple checking accounts.
Assume that half the population, approximately 110 millioa people, have an extra
checking account, tnto which they deposit an estimated $10,000 annually. 1If those
accounts were eliminated, that would result {n a $1.1 trillion reduction in the
presently assumed base of $84 to $86 trillion {ndicated in Table I.. Also, {f we
assume that each of the 14 millfon businesses, with gross revenues of less than
$1 million sannually, had a convenfence checking account that could de eliminated,
and that these accounts had annual depcsits averaging $500,000, that would be an
add{tional $7 trillion reductfon i{n the velocity of money in the $84 trillion
base. If each of the 140,000 businesses with gross revenues of $1 million to

$99 million eliminated an extra accouni with annual deposits of $50 million,
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- .

tsat would be another $7 trillion reduction in the base, rinaily, {f each of the
16.006 bus(nes:;l with gross revenues in excess of $100 millioa eliminated an
extra account with annual deposits of $500 million, that would be an additionsl
$7 trillion reductfon., After these deductions, the base still would be approxi-
mately $63 trillion and a 1 percent flat-rate should yield $630 billiton, which

is an amount {n excess of the total amount collected from all federal taxes ({i.e.,

income, social security, excise, etc.) in fiscal 1981, Therefore, the viabilicy

-
.

of this proposal still remains.

However, it way be necessary to make a8 further reduction, for a possible
d{stortion caused by the trading accounts related to government securities,
Since the majority of these transactioans occur im the New York area, which is
the financial capital of this nation, I will, for conservat{sm, exclude all bank
deposits to all major New York City banks, approximately 835 trillton. Afthough
this reduces the tax base to $28 trillion, a "flat-rate" of 2% percent would
produce $700 billion of tax revenues,

The adjustment estimates above will, hopefully, cover any exemptions Congrgss
enacts. In such cases, the individusls or business entitites would simply deposit
receipts subject to exemption, or to special rates, in a separate deposit which
would indicate the special rate and the appropriate taxpayer I.D. number for fm~
mediate IRS followup. IRS ;udit efforts would now be contemporaneous with each
transaction, and therefore much more effective.

This system conceptually would have the fa*:ovins add{tional permanent
effects on the political-econocmic system: \

1. A flexible "flat-rate" would provide a suffic{ent (also horizontally equi-
table and politically acceptable) revenue source to sllow balanced, surplus
or deficit budgets on a discretionary basis.

2. It would provide the opportunity for major cuts, or elimination, of all
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(not just the incowe tax) preseatly existing federsl tax rates. (A means of
mitigating the potential {nflationery effects of the resultent refunds is
discussed below.)
It would successfully blunt\neat-axe approaches to.federal tax reform.
Since the cqg;ig_lggig§4hylg;function of deposit to checking accounts, there
i{s no :eif-iniorntna,\:!ter-the-flct reporting required -- with the attend-
ant opportuaity and tenétction to alter the fagts. The national conscience
wvould become clearer.

It might prove that taxes which are easier to tolerate ({.e., cheaper, more
eff{ciently administered and imbued with more perceptible equity) will
create an increased demand for, and appreciation or tolerance of, the goods

and services provided by government.

. In sdditon, there would prodably be the following short-term or one-time

’

—tffects of:

1.

Creating a surplus funds flow to the federal govermment (sfnce normal with-

~
“holding and tax estimate procedures would not be immediately abandoned, but

instead probably reduced by at least 50 percent), This would tuki the gov-
ernment out of the dena&h al:; of the credit marketp while it could remain
cctivé on the supply side; thereby substantially reduciog interest rates and
their "cost-push” {nflationary impetus.

A diffuse reduction of disposadle income of all presently non-taxpaying
sources by 1 to 2,5 percent, thereby abating demand side lnflntlocar; pres-
sure on the one hand; while on the other hand,....

Creating a stimulative {aflationary impetus in 1984 from 1983 refunds (due
{n 1984) which would be approximately 4 to 5 times normal., This situation

could be mitigated by providing a check-off on the 1983 tax returns which
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-
d

sllow the individual taxpayer to elect to have the government retain the po-
tential refund for s minimum of four years, up to & maximum of ten years, in
return for the governmeat providiag an {nflation-adjusted, real rate of re-
turn of between & percent and }O percent, depending upon the length of time

of deferment elected.

‘ of eodrie.”t.tci\revilton of this type has further implicatioas, both {nside

and outside the tax code and there would be & requiremeant for mdch enadbling legia-

lation, includlng the following:

1.

As previously stated, to require almost all cash teczlpts.to be deposited in
either checking or savings/investment accounts (f° be enforced on a dlocre-'
tionary basis), {f not used to purchase money orders, cashier's checks, etc,
(see below). '

To require the "flat-vate'" oan checks deposited to checking accounts to be in-
creased by s multiple of the number of endorsements on 8 check or by the num-
ber of days from date of issue in excess of seven, whichever {s the greater
multiplg., Also, to levy ;n equivalent "saiel tax" on money ordgrl, cashier's
checks, etc., purchssed with cash.

To provide for reportiang to the IRS those persons consummating & transaction
in cash 1o excess of & certain smount -- say $100.

To provide for a confiscatory penalty tax on all cash amounts that could not
be traced to a direct withdrawal from & bank checking account by the party

fa custody of the cash,

To provide financial {nstitutions with a remittance lag ti{me -- to be policed
by the existing IRS audit forces -- in order to compensate the financgll fnst{~
tutfons for their cost to administer and report this new withholding system,
and to replace any "float" loss due to the abandonment of convenieace typ;

checking accounts,
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-There's also the possibility that this revised system of taxation would en-
courage covert barter arrangements which would further subvert the assumed tax
base, However, barter arrangements discovered could be subject to a confiscatory
tax, simflar to that for cash hoards which cannot be traced to a bank vith&uwl
by those in custody of the hoard. And the value of the dbarter arrangements could
also be made subject to the income tax, which, as indicated, would still be in ’
effect, but would normally have a beginning point at a significantly higher level
of taxable income, )

There is the optimal flat-rate tax system in basic outline, along with sug-
gested means of operations and consideration of some of the problems which could
appear in the system. 3

Would Lt work? This Certified Public Accountant/tax preparer believes it
would, However, it must be sold. It can never work until {t becomes law, and
it can only become law {f the majority of the members of Congress can be pursuaded

that 1t is THE tax for the 2lst Century and that it will be a reliable source of

funds for all their projrm.



The relationship of the Federsl Budget to Annual Bank Debits to Demand -
Deposit (Cnecking) Accounts of Individuals, Partnerships, Corporations, States
and Their Political Subdivisions, ex:luding Accounts of the FPederal Government

(in billioas of dollars):

Fiscal Federal Annual Debits to Budget as &

Year Budget Checking Accounts % of Debits
1955 $ 68.5 § 2,044 3.35%
1960 92.2 2,839 3.25%
1965 118.4 5,162 2,26%
1970 ~ 196.6 10,237 1.92%
1975 326.2 23,565 1.38%
1980 579.6 63,013 .92%
1981 662.0 86,430 ‘ L7
1982 (est.) 722.3 84,000 ‘ .86%

(Assumption: That bank debits (i.e., checks clearing) equal bank deposits.)
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Thom&s J. Donohue
. President
Citizen's Choice, Inc.
I am Thomas J. Donohue, president of Citizen's Choice, a
national grass-roots taxpayers' organization founded in 1976.
.Citizen's Choice currently has over 75,000 taxpaying members

nationwide, representing all sectors of our society. ,

1 am pleased to have this opportunity to testify before this
Sommittee on the topic of tax alternatives. Citizen's Choice is
uniquely qualified to present testimony on this subject. Qur
National Commission on Taxes and.the IRS conducted a nationwide
‘investigation of taxpayers' attitudes toward the IRS. In response
to the Commission's finding that our tax syste; is in need of
massive reform, we commissioned a study that addressed the pros and
cons of a Qariety of alternative tax systems and which served as
discussion ﬁaterial for two Citizen's Choice-sponsored tax forums on
the topic. Today, I will outline the findings and conclusions of

our efforts,

The United States has a tax system under which some
millionaires can get away with paying no income tax at all, while
© people who earn §60,000 a year may pay nearly half their income in
taxes. It is not surprising, therefore, that the system is viewed
'by taxpayers as inequitable. We have a system in which each piece

of tax legislation passed by Conygress is added to the fourteen
volume and more than 7,000 pages of rules and fegulations comprising
the.present Internal Revenue Code, Consicering this, it is also not

surprising that the system is seen as complicated.
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Moreover, when revenue loss from “"underground™ econonmic
activity is estimated at more than $100 billion annually -- almost
enough to balance the federal budget -- it is not surprising that
the present system is viewed as inefficient. Tax avoidance and tax
evasion are becoming a nationzl pastime. And incidents of IRS
abuse, borne of .rustratidn in enforcing our tax laws, are becoming
commonplace. It is high time for meaningful tax reform,

For this reason, the proposal of a flat rate ot bfoad based
tax with low marginal rates has generated considerable legislative

" and popular interdst in the last half year. From tax experts to
taxpayers, the opinion is tng same -- our present system of
voluntary t;xation is headed for disaster. It has become extremely
complex and unwieldy. <It has drifted awa} from its original purpose
of raising revenue and has become a tool for promoting specific
social and economic goals. So, whether it is the charitable
deduction or the energy credit, the idea is no longer simply to
raise revenue, but to help elements of our society to succeed. And,
while there is nothing insidious about this policy, it becomes a
great problem when exclusions, deductions, exemptions and credits

become the norm rather than the exception in the tax code.

The medical expense deduction is a classic example. Congress
wished to relieve those taxpayers who incurred lacge ﬂi?ical

expenses. The result was a tax deduction for the amount of medicdl
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expenses that exceeds 3 pércen; of the taxpayer's adjusted gross
income. But the medical expense deduction d@id not cover the cost of
prescriﬁtion drugs. For those individuals whose drug expenses were
unduly large, Congress passed a tax deduction for the amount that
exceeds one percent of adjusted gross income. Finaily,,Cong:ess
wanted to include a deduction for those individuals who have medical
insurance and would normally not spend more éhan 3 percent of their
gross income on medical bills. The result was the recently repeaied

$150 medical deduction for those who pay for medical insurance.

Each of the above was well intended., But in practice they
cause more confusion than anything- else. Recent IRS statistics
reveal that more than 75 percent of taxpayers who claim any one of
these deductions make mistakes in ccmputing the amount of their

deduction.

As this example illustrates, there can be no arqument on
whether meaningful tax reform should be undertaken. There is
considable diversity of opinion, however, on what direction tax
reform should take. Should the rate structure be flat or
graduated? Should the tax be based on income or consumption? What

should the actual numbers be?

Setting aéide the technical questions that must be addressed

when considering alternative tax systems, I would like to address
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the larger issue of the theoretical advantages of adopting a
simplified t;x system. Since the present system is complicated,
unfair and inefficient, any substitute ought to substantially
improve on these flaws and at the same time be sensitive to
inflation. 1In the view of Citizen's Choice, a broad-based tax with
a flat or slightly progressive rate, with no deductions, represents
a substantial improvement over the present system. In regard to
inflation, the flat-rate tax is superior to a graduated rate
‘structure in that it simply eliminates bracket creep once and for
all, With a flat rate, there is no higher bracket to be pushed into
in the inflationary spiral, so there i{s no counter-incentive to

worker productivity.

Probably the most commonly heard criticism of the present
system is that its complexity causes administrative difficulties.
At present, the Internal Revenue Service is capable of auditing only
1.5 percent of the returns that are filed annually. The result is
that a large petcentaée of taxpayers overstate the amount of
deductions they are entitled to, knovind that they will probably
escape an audit. On the other hand, the complexity of the tax code
breeds a huge number of mistakes that may or may not be picked up by
computer scanning of returns. If an error is detected, it requfres
human involvement, which once again strains an already overburdened

agency.

|
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A simplified tax system in which a flat percentage is paid on
an easily documented amount of personal income could conc;ivably
reduce the IRS to a block full of computers and the technicians
necessary to run them. Horeover,~with credits and deductions
eliminated from the tax code, there wouldn't be any need for
taxpayers to employ a tax specialist, accountant or attorney. Since
52 percent of the people who itemize deductions seek professional
assistance in preparing their tax returns, a flat-rate system with
‘no deduc£§ons would Se 3 vast improvement from an administrative
standpoint. It would also result in a higher rate of compliance and

equal, {f not higher amounts of revenue.

The benefits to our economy under such a system would be even
greater, Under the current system, there are incentives to
artifically shelter income from taxation at high marginal rates.
These tax shelters distort the economy. Under a pure flat-rate tax,
investors would not need to consider the tax consejuences of their
inmeséments. Money would be invested in those areas that would

result in the highest pre-tax return, not 1n areas that have a

particular tax advantage.

The obvious advantages of a simplified tax system demand that
this 1dea be given serious consideration. Citizen's Choice has
taken the lead in bringing the issue to the forefront and promoting

the debate. We have sponsored two tax forums at which distinguished

11-385 0 - 83 -~ 16
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legislators, economists, tax specialists and business leaders worked
on developing a viable proposal for reforming the federal income tax
code. The first meeting of this "National Forum on Tax
Alternatives® resulted in a signed resolution calling on this
committee to hold hearings on the subject of tax simplificati;n.

The second forum focused primarily on the question of how to define
the tax base. Both meetings stressed the advantages of simplifying
the present system while recognizing the difficult transitional

‘problems to be confronted.

This week's hearings are the most significant step yet in the
tax simplification effort. We commend this Committee for
recognizing-the need for meaningful tax reform and for fosterin§
informed debate on the topic.

We are now at the stage where this d;bate must tucrn from the
theoretical to the practical aspects of tax reform. “This
necessitates deferring to the economists and tax experts who must
construct a new tax system that has revenue-raising as its primary
goal. We recognize that this cannot te done overnight. But we urge
you to take whatever action is necessary to see that tax reform is
accomplished., On behalf of the members and staff of Citizen's
Cnoice, 1 offer to this Committee and to any of its members in
particular our assistance 1n any way you might find it helpful in
reaching our common goal of a more efficient, equitable and simple

system of taxation. We look forward to working with you to this end.



HATTER - WILLIAMS, INC. Ynsurance

433 8080 008 CASSIOY STREET
QCEANSIOE CAUF R084

27 September, 1982

Mr. Robert E. Lighthizer

Chief Counsel,- Cormittee on Finance
Room No, 2227

Dirksen Senate Office Building
Washington. 0. C. 20510

RE: The Flat-Rate Tax 8ill
Dear Mr. Lighthizer

| am writing to ask that you consider in your hearings on the
Flat-Rate Tax Bill the alternative measure which was proposed

by Senator Wm, Bradley of New Jersey instead of the bil] being
proposed. The reason for this is that | feel we must provide
some sort of deduction for charitable contributions in order that
our charitable organizations throughout the country can maintain
themselves not only today but far into the future as they perform
their many good works.

I am a strong Republican but in this particular instance feel that
we must salvage what we can very definitely for our charitable
organizations throughout the United States.

Thank you.
Sincerely,
| i\*;", /f!lfflz‘
Larf{ h. Hatter \\\
LWH: dh - N~ .

—
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STATEMENT OF
FORTESCUE W. HOPKINS
BEFORE THE
SENATE COMMITTEE ON FINANCE
HEARINGS ON FLA? RATE TAXihND MAJOR TAX REFORM PROPOSALS
SEPTEMBER 1982
Mr. Chairman:

I am an attorney from Daleville, Virginia. I represent no
one but myself. fHE FLAT RATE TAX MOVEMENT reflects the conviction of
millions of Americans, based on what is now, clear and convincing
evidence (a towering babel of tax expenditures about to collapse under
its own weight), that a representative form of government which gives
its legislative branch {or an oligarchy, therein) the unlimited power
to enact discriminatory tax'leqislation is a failure, and that the
obvious abuse of this power has lockeé this country 1n£o an ever des-
ceqdinq economic spiral with no end vet in sight.

The principal features of my proposed flat rate income tax
Constitutional Amendment, attached hereto are summarized as follows:

1. The sole source of revenue of any kxind permitted to the

Federal government or to any State government will be a flat rate,

equal and non-discriminatory individual income tax. The only pre-

rogative of the Federal government with respect to the regulation, en-
forcement, collection and amount of this tax will be its sole power,

from time to time, to establish whatever the percentage rate of tax it

chooses. .
2. The taxable income base will include:
{a) All payments (in cash or value) received by any
individual regardless of source less a first return of capital. (All
Social Security, pension or insurance contributions, made by any ind-

ividual will be considered a capital investment.)
(b) All presently non-taxable income.
{c) All i1ncome presently excluded under 200 billion plus

of tax expenditures ({Appendix A} except for return of capital.

(d) All gifts, awards, i1nheritances and insurance paym.nts

of any kind less taxpayers basis will be included in income.

3. Exclusions from income: None, except for return of capital
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which has previously been subject to tax ir the hands of the individuaal
taxpayer.

4. Credits or exemptions: The allowance of any credit or

exemption of even $1.00 1s not premitted. A single exemption of any
amount is highly discriminatory and violates the total non-discrimina-
tion and equality principle beﬁind this amendment. The principle that
a three month old baby with an income of $10.00 would have a tax return
prepared for it is designed to insure (regardless of how diseconomic

it may be) that from the cradle to the grave, every American will main-
tain his self-respect, and the highest possible sense of individual
political responsibility knowing that he has always paid his fair, just
and equal share towards the support of his government. In the case of

Pollock v. Farmers' Loan & Trust Co. (1895), 157 U.S.429, the great

opinion of Associate Justice Field on the subject of the effect of a
# ye00,00
$400.00 exemption on a 2% flat rate income tax is attached hereto as
Appendix B.

S. Elimination of ail other Federal taxes including Social

Security taxes.

(a) A Social Security tax is a highly discriminatory and
regressive income tax. In the lower income brackets this tax often
amounts to more than the regular income tax. Consequently, any flat
rate income tax projection that fails to consider the elimination of
this tax presents a highly irrelev;nt and misleading picture. For

those politicians who tremble or rant and rave at the very mention of

the words "Social Security" be advised that it is not being suggested

here that the amount of Social Security benefits be tampered with in

any manner but that (1) the tax will be eliminated and (2) the benefits
will be taxable to the extent they first exceed the total amount paid
in by the employee. The effect of this amendment will be, for future
years, to eliminate any distinction between income and wages and there-
by to broaden the base of funds available to pay such future benefits
asACongress may decide. '

{b) All other taxes and user fees, etc:(1)If a government

service requires a fee, the service belongs in the hands of private

4

-
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industry and (2) Excise and import taxes are regressive and, in the

end, borne by individuals, mostly our lower income Americans. Whatever
Congress seeks to accomplish by excises, import taxes, or duties other
than by raising revenue, let them do it directly rather‘%han indirectly.
The pover has been abused, it should be terminated.

6. State taxes: States are not exempted from the principle
of an equal, just ;nd non-discriminatory tax. Under the terms of this
amendment, it is intended that States will tax interest on obligations
of the Federal government. The determination of taxable income for.
Federal as well as State purposes will be totally parallel and the
State will also be permitted to set whatever rate it chooses.

. 7. Tax returns: Forms of a combined Federal and State

individua) and business income tax returns are attached hereto.

Conclusions and observations:

{a) The proposal of a Constitutional Amendment is in
accordance with the advice of Alexander Hamilton (The Federalist,
No. 28) and Thomas Jefferson, who both said: that if the national
government exceeded the limits of its powers (and unrestrained by the
Supreme Court) the people should appeél to their State Legisiatures
to form committees of correspondences between the States with a view
to employing the amendment procedure of Article V of the Constitution.

{b) Even though, the Supreme Court has settled the
question of the constitutionality of a discriminatory income tax in

{1916) 240 U.s.1 .
Brushaber v. Union Pacific R.R.Co/ and in the 66 years since that dec-

ision has not chosen to reverse or review it, it is my opinion that:
"The cumulative effect of the discriminatory tax provisions of the
Internal Revenue Code makes the ent{:e title 26 of the U.S. Code un-
constitutional™. Support for this opinion can be féund in the fact of
the existence of 200 billion dollars plus of discriminatory tax e*-
penditures (Appendix A), and in the cogent reasoning of Frank Warren

Hacket in his article entitled "The Constitutionality of the Graduated

Income Tax Law" Yale Law Journal, Vol XXV, April 1916, No.6 (Attached
hereto as Appendfx Q).
- {c) For the most comprehensive analysis of the relative

merits of a flat tax vs a progressive rate tax your attention is
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invited to the article contained in the University of Chicago Law

Review, Vol 19, Spring 1952, Number 3, entitled "The Uneasy Case for

Progressive Taxation" by Walter J. Blum & Harry Kalven, Jr.

(d) I believe that ten years from now or less, the per-
spective of history will establish that thé FLAT RATE TAX MOVEMENT was
the most important and significant event or trend in American history
since Patrick Henry started the ball rolling against the Stamp Act of
England in 1765 with his famous speech "if this ﬁe treason, make the
most of ig“. Against a bleak economic and unemployment situation and
political turmoil, this non-partisan MOVEMENT holds out the truly
exciting and hopeful prospect of achjeving for America, in the not too
distant future, an unimaginable and undreamed of peace, prosperity,
productivity and individual happiness, all sustained by a degree of
individual political responsibility that only a totally equal, just,
fair and non-discriminatory tax can inspire.

(e) The provisions of the recently enacted Tax Equity and
Fiscal Responsibility Act of 1982 (TEFRA) will have a most extraordinary
impact on fueling the flames of this MOVEMENT. The ha:shness, oppress-
iveness and stupidity of the so-called "compliance measures” of this
act against the taxpayer and his return preparer are without parallel
in the history of this countf§ except for the turning of the British
screws on America between 1765 and 1773 (Navigation Acts, Tea Tax, etc)
which led, as we all remember, to the Famous Virginia Resolutions of
1773 inspired by Patrick-ﬂenry's immortal "Give me liberty or give me
death" speech. Patrick Henry opposed ratification of the constitution

because of his fear of the abuse of the power to tax. Appendix D.

Respectfully submitted,

Fortescue W. Hopkins

Box 218
Daleville, Virginia 24083
703-992-3932



PROPOSITION 1776

CONSTiTUTIONAL AMENDMENT o .

ARTICLE XXVI

IN CONNECTION FITH SECURING THE REVENUE OF THE UNITED STATES
OR OF ANY STATE, OR FOR ANY OTHER PURPOSE, NO DUTY, EXCISE, IMPOST,
TAX, LICENSE OR FEE OF ANY KIND MAY BE LEVIED OR IMPOSED EXCEPT A FLAT
RATE, PROPORTIONAL AND NON-DISCRIMINATORY INCOME TAX 0& ALL INDIVIDUAL
NET INCOME PAID OR AVAILABLE FOR PERSONAL USE. IN DETERMINING SUCH
INDIVIDUAL NET INCOME OR TAX, NONE OF THE FOLLOWING SHALL BE PERMITTED:
EXEMPTIONS, CREDITS, ANY DISTINCTION BETWEEN ORDINARY INCOME AND CAPITAL
GAIN OR ANY KIND OF INCOME OR ANY DEDUCTION OR OTHER PROVISION DESIGNED
TO ACHIEVE, IN THE SLIGHTEST DEGREE, A NON-REVENUE RELATED OBJECTIVE.
ALSO, IN DETERMINING NET INCOME, BUSINESS EXPENSES SHALL BE ALLOWED,
THE CASH BASIS METHOD OF ACCOUNTING SHALL BE USED AND THERE‘SHALL‘QE NO
ALLOWANCE FOR DCPRECIATION, DEPLETION OR ANY KIND OF AMORTIZATION.COSTS
OF ALL BUSINESS RELATED CAPITAL ASSETS SHALL BE ALLOWED AS AN EXPENSE TO
THE EXTENT THAT CAPITAL IS NOT ACCUMULATED BEYOND REASONABLE BUSINESS
NEEDS. IN CONNECTION WITH THE DETERMINATION OF THIS TAX, NO REGULATIONS,
RULES OR PRECEDENTS SHALL BE.PROMULGATED BY ANY AUTHORITY. THE NET
INCOME OF ALL ENTITIES OTHER THAN AN INDIVIDUAL SHALL BE DETERMINED ON
THE SAME BASIS AS INDIVIDUAL NET INCOME AND EACH INDIVIDUAL SHALL INCLUDE
IN HIS NET INCOME HIS PROPCRTIONATE SHARE OF SUCH ENTITIES INCOME OR
LOSS. ENTITIES, INCLUDING SOLE PROPRIETORSHIPS, SHALL, IN THE FORM
ATTACHED, FILE QUARTERLY INFORMATION TAX RETURNS WITH THE UNITED STATES
AND PROVIDE QUARTERLY INCOME INFORMATION TO ITS EQUITY HOLDERS. ANY
DISPUTES AS TO THE DETERMINATION OF NET INCOME PAID OF AVAILABLE FOR
PERSONAL USE SHALL BE RESOLVED BY ARBITRATION AND THE RESULTS SHALL BE
BILDING ON ALL PARTIES. FOR BOTH FEDERAL AND STATE PURPOSES, A SINGLE
INDIVIDUAL INCOME TAX RETURN (PERMITTING BUSINESS LOSSES TO BE CARRIED
FORWARD AND APFLIED INDEFINITELY) SHALL BE FILED WITH THE STATE OF
RESIDENCE ON A QUARTERLY BASIS IN THE FORM ATTACHED. THE TAX SHALL BE
ENFORCED AND COLLECTED BY THE STATE OF RESIDENCE WITH THE FEDERAL SHARE
REMITTED WITHIN 30 DAYS LESS COLLECTION COST BASED ON THE RATIO THAT THE
FEDERAL TAX BEARS TO THE STATE TAX. THE SUPREME COURT SHALL HAVE ORIGINAL
JUFISDICTICH WITH RESPECT TO ANY DISPUTE BETWEEN STATE AND THE UNITED

STATES INVOLVING TRE FOREGOING PROVISIONS.
Fortescue W. Hopkins
Daleville, Va. 24083
703-992-3932
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* .
FORM 1776
Quarterly for . .
period ended Individual Income Tax Retur.
Name and . Name (first, initial, last) Social Security Number

address

Present home address

City, town, or post office, state and ZIP code

Figure your
tax 1. Wages

2. Cost of benefits provided by
employer (no exceptions)

« 3. 1Income or (loss) from business
entities (attach list) -

4. Other income paid or available
{include gifts and inheritances
and all payments or assets received
from any source except distributions
from business entities and return of
capital)

5. Carry over loss from previous quarter

6. Add all lines 1,2,384 but subtract .
. lines 385 if applicable. This is .
- your taxable income (or carry over
: loss} - N

7. Federal income tax (% x line 6)

Amount you 8. State income tax (_% x line 6)
owe
9. Total tax (attach check or money
order payable to State of ) ===Zo==a===

Sign you return 10. :
(individual or parent your signature date

of minor taxpayer and

file with the State

of mr




Quarterly for
period ended

246

PORM 1776

Businesd Income Tax Information Return

Name "and
address

Sign return
and file with
the Internal

Name ’ Employer Identification Number

Type of business entity, individual, corporate, trust,
partnershlp, association, etc.

Address

City, town, or post office, State and ZIP code

1. Gross receipts from business
2. Subtract business expenses (
3. Subtract costs of capiéal assets (

4. Add amounts distributable from other
business entities (attach list) N

5. Other income paid or available (include all
payments or value of assets received from any
source, except capital investment by equity 3
holders

6. Add lines 1,4&5 and subtract lines 2&3. This
is your distributable net income or loss (attach
list showing distribution of income or loss to
each equity holder by States and distribute such
information to each equity holder on or before
the 15th of the month following the end of the
quarterly period)

7.

signature of responsible person Jdate

Revenue Service

rl

-
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artes of officers of the Unlled States. Mr,
Justice Nelson, in delivering judgwent, sald:
“The gepers] govercinent ard the states, al-
though botd axist withln tho same. territorial
limits, are separate and dlstinct sovercigntics,
acting eeparately snd independeotly of each
other, within thelr rempective spberns. The
former, in its appropriate splere, I supreine;
but the states, within the limits of tlelr pow-
ers not granted, or, in the language of the
tenth amendment,. ‘reserved,’ are a3 inde-
pendent of the general government as that
government withia its aphcre Is Indepcndent
of the states.”

‘This Is quoted In Van Brocklin v. Teoncs-
see, 117 U, 8 151, 178, 6 Sup. Ct. G70, and the
oplclon coutinces: “Applying tbe same prio-
ciples, this court in U. 8. v. Baltimore & O.
R. Co., 17 WalL 322, beld that a muplcipal
cocporation within & state could not bLe taxed
by the United States on tbe dividends or lo-
terest of stock or boods beld by It o & rail-
road or canal company, because the munlci-
pal corporatlon was a representative of the
state, created by the state to exercise s limit-
od portlon of Its powers of government, and
therefore its revenues, ilke those of the state
{tself, were not taxable by tbe United States.
The revenues thus adjudged to be exempt
from federal taxation were pot themscives
appropriated to any specific public use, nor
derived from property held by the state or by
the municipal corpocation for any specific
pubdblic use, but were part of the general in-
«<come of that corporation, held for the publie
use {n Do other sense thao al} property aod io-
<owe belonging to it 1a its wunicipal cbar-
acter must be so held. The rcasons for ex-
empting all the property and income of a
state, or of a municipal corporation, which 1s
A political division of the state, from federal
taxation, equally rcquire the' excioption of
all the property and income of tbe natlonal
Loycroment from state taxation.”

[n Mercantile Bank v? City of New York,
121 U. & 138, 162, 7 Sup. Ct. 820, this court
sald: “Bonds issued by tbe state of New
York, or under §ts autbority, by Its pubiic
municipal bodles, are means for carrying on
the work of the government, and are not
tazable, even by the United States, angd it is

. oot a part of the policy of the government

which {ssues them to subject them to taxa-
#tlop for its own purposes.” ¢

The question in Booaparte v. Tax Court,
104 U, 8 592, was whether the registered
pubile dedt of one state, exempt from taxa-
‘llon. py that state, or actually taxed there, was
taxgdle by snother state, when owned by a
<itisen of tbe latter, and It was beld that
there was 0o provision of the constitution of
the Inited States which prohlbited such taxa-
4ica. The states bad pot covepanted that this
<ould not be done, whereas, under the fun-
daments]l law, as to the power to borrow
.mouaey, neither the United States, oo the
une band, nor the states on the other, can in-
sterfere "¥ith that power a3 possessed by eich,

POLLOCK o. FARMENY LOAN & 'TRUNT €O, . 601

anl an eescntial eleruent of the sovereigutly
of vach.

The law under cobsideration provides *that
nathing Lcrein contaloed shall apply to states,
counties or municipalities.” It s contended

.that, althouxh the property or revenucs of the

states or their instruwentatitios casuot be
taxcd, nevertbeluss the incuiue derived from
state, county, acd mualcipal securitics can
be taxed. But we thiok the same want of
power to tax the prunerty or revenues of the
states or thelr lostrumentalities exists ln re-
Intioa to a tax on the {ocome from -thelr ee-
curitics, and for the same reason; and that
reasen is given by Chlef Justice Marsball, 1
Westor v. City Council, 2 Pel &9, 4GB,
where he sald: “Tble rigbt to tax the contract

to uny exteot, wheu uade, ruust vperdte Upop

the power to borrow before it Is exerclsed,
and Lare a sensible lofiuence on the coantrgct.
“Tha extent of this influence depends ou the witl
of a distinet goverument. To any extent
howerver Inconsideradle, it is & burthen an
the operations of goverpment It may be
carried to an extent which shall arrest them
entirely. ® ¢ ¢ - The tax on gorvernment
stock is thought by this court to be a tax on
the contract, a tax on the power to borrow
money on the credit of the Unlted States, and
consaquently to be repugnant to the coostl-
tution.” Applylog this language to these
munliclpal securitles, it s obvious that taxa-
tlon on the interest therefrom would operate
on the power to burrow before it ts exercised,
and would bave a sensible influence on the
contract, and that the tax in question is &
tax on the power of the states and thelr fno-
strumentalities to borrow money, and coa-
sequently repugnant to the coostitutioo.

Upon each of the other questions argued at
the bar, to wit: (1) Whether the vold pro-
vis'ons as to rents and {ncome from real es-
tate invalidated the whole act; (2) whether,
a3 to the Income from personal property, ss
such, the act Is unconstitutional, as laying 44-
rect taxes; (3) whe

1t not consideréd as a direct tax, is Innud

srca.‘da suggeaied,~the justices who_Deard |
lly divided there-

fore no oplnlon 1§ expr
The result the decree of the circuit
court is reversed and the cause remanded,
with directions to enter a decree !n favor of
tle complalnant In respect oaly of the volun-
tary payment of the tax on the rents and In-
come of the real estate of the defendant com-

pany. and of that wbich it holds in trust, and
on the income from the municipal bv:ndl»
owned or so held by It

Mr. Justice FIELD.

1 also Qeslire to place my oplnion on record:
upoo some of the lmportant questions dis
cussed in relatlon to the direct and lndirect
taxes proposed by the income tax law of
1894, -

Bereral suits bave been lustituted in state
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and federa! courts botb at law and In equits,
to test the validity of the provietena of the
faw, the deterwmination of which will neces-
sitate careful and extendad conshkloratiom
The subject of taxatlon la the nesw govern-
ment wiich was to be cstabliixhed crented
great 1oterost fa the convontien which frnmed
the coustitution. and was the cause cf much
@lffercoce of opinton awmcog Its mewndbers,
and earnest contention between the states.
The great source of »eakoess of the confed-
erntion was its !oability to levy taxes of any
kind for tbe support of its goverpwent ‘o
ritve revenue it was cdlizad to make requisi.
t4908 wpon the states, which were respocted
nr digregarded at thelr pleasure. Great em-

harrassments followed the ccosequent Inabif--

1ty to obtain the necessary funds to carry oo
the goveroment. Oane “wf tbe principal ob-
Jjects of the proposed bew goverument wis to

|
!

obviate this defect or the confederacy, by v -

rerring authority upon the new goverminent,
sy which taxve could be directly laid sThen-
ever desired. Great Jifficulty in sceumjilish-
(og this cbject was fouod toeatst. The states
bordering on the ocean were unwiiling to give
up thetr right to lay dutics npon froports,
which were theilr chlef source of revenue.
The otber states, on the otber band, were un.
willing to make any agreernent for the levy-
1og of taxes directly upon rgal and pcrsopal
roperty, the smaller states fearing that they
would be overborpe by upequal burdene
forced upon tbem by the action of the. larger
states. In this copdition of thiogs. great em-
tarrassment was felt by the niembers of the
conviption. It was feared at times that the
effort to form a ncw government would fall.
But happily a compromize was ¢Tected by nn
sgrevment that direct taxes sbould be lall
by ovngress by spportivplog them wmony the
stites according to thelr representation. In
refurg for this coocession by some of the
styteq, the other states borderlng on baviga-

ble waters consented to relinquish to the new

govérnment the control of duties, lImposts, and
excises, and the regulation of ccmmerce, with
the condition that the duties, Imposts, and ex-
cises should be uniform throughout tbe Unit-
#1 States. Bo that, on tbe one hand, anythiog
lige oppression or undae aifrantage of ANy cue
state over the others would be prevented by
the apportionment of the direct taxes among
the states accordiog to their representation,
atd, oo the otber hand, apything like oppres-
slon or hardship in the lerying of duties, im-
: and excises would be avolded by the
prorigion that they should be unliform
thpougbout the United States. This com-
prpmise was essential to the continved oulon
and barmony of the states. It protected
eypry state from being controiled ip fts taxa-
tion by the superior numbers of one or more
_other states. ° .
The constitution, accordingly, when com-
pleted, divided the taxes which might be lov-
. led under the authority of congress {nto those
Which were direct and those which were indi-
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rect. Direct taxes, fn a general snd large
acnee may be described as taxes derived Im-
mudiately frein the person. or from renl of
chul property, without apy reccurse theres
m to other mources for retmbursemcnt. Io
A mere resiricted acnae, they bave sonietimes
boen conttocd to taxes oa real property, to-
cluding tbe rents and fncome derived there
from. Such taxes are conceded o be direct
tixes. bowever taxes on other property are
desiznated, aod they are to be appotticced
2mong the states of the Unlon acvording to
thelr respective numbers. The second sec-
tioo cf artivle 1 of the constituticn declares
that representatives and direct tazes shail be
thus apportioned. [t Lad been a favorite doo
trive In Fngland and in the cologies, before
the adeption of the constitution, that taxa-
tion and represeniation should go together.
The cvustitution prescribes such apportion-
roent among the several states accordiag to
thelr respective numbders, to be detcrmined
by adding to the whale number of free per-
sone, Including tbowe bound to service for o
term of yers, and exchnding Indians oot
taxed, three-lifths of all other persons.
Some devistons of this court bave quallfied

" or thrown doubts upon the exact meaning of

tle words “dircct taxes.” Thus, In Sprioger
v. U. 8, 102 U. 8 580, it was held that a tax
upon gajas, profts, and Iocome was an eX-
clse or duty, aod cot & direct tax, witbla the
meaning of the coostitution, and that Its im-
position was pot, thercfore, uocoostitutional
And in Ioscrance Co. v. Soule, T Wall. 433,
it was held that an Iocome tax or duty upcon
the amounts iosurcd, renewed. or cootinucd
by tosuraoce companies, upou the gross
amonnts of premiumse received by them sad
upnn Assessmoeuts made by them, apd upo
dividends and vudl<tributed sus, wos oot &
dircet tax, but a Juty or excise.

Io the discussion< ou the subject of dlrect
taxcs in the British parllament, an ipcome
tax bas been gencrally des!ioated as a direct
tax, differing lo that respect from the dec!-
slon of this court io Springer v. U. 8. Bat,
whether the latter cnn be accepted as correct
or otherwise, it docs not affect the tax upon
real property aod its reots and Incowe as a
direct tax. Suchb a tax !s, by uvaiversal con-
scot, recognized to Le a direct tax.

As stated, tke rents and {ncome of resl
property are included in the deslgoatica of
direct taxes, as part of the real property.
Such bas Lecn the law in England for cen-
turtes, and {o tbls country (rom the early set-
tlement of the coioules; and it Is straoge that
any member of the legal professlon should
at this day questioo a doctrioe ssbich has al-
w.ays been thus acceptad by commoa-law
lawyers. It is so declared Io approved treat-
ises upon real property apd Io sccepted auw-
thorities on particular branches of renl estate
law, and has been so nonounced {o decisions
fo tbe Epglish courts acd our own courts
without opmber. Thus. o Washburn oo Real
Property, it is sald tLat “a devise of the rents
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and profits of land, oc the Income of tand, Is
oquivalent 1o & devise of the land lsclf, and
will de for i1fe or In fev, saccording to tbe
Hmitation oxpressad fu the devise” Vohinne
2.°p. GO39, § 30.

1o Jarman on Wiils {t Is laki dowa that “a
devize ¢f the rents acd profits or of the in-
come of land passes tbe land itself, both at
law and io equity; a rule, it is said. fouoded
on the feudel law, according to which the
whole beneficial fujerest 1o the land cvusisted
tn the right to take the rents and profits,
And slpce the act 1 Vict. ¢. 26, such a devise
carries the fee simple:
It earried no more tban an estate for life,

POLLOCK ¢. FARMERS' LOAN & TRUST CO.

but before that act .

unless words of iplicritance were addel.”

nuroerous authoritics
South v. Alleine,

Mr Jarmao cites
support of his statement.

In -

1 Salk. 228; Goldio v. Lakeman, 2 Barn. &

Adol 42: Johnson v. Arnold, 1 Ves. Sr. 1715
Baloeg v. Dixon, Id. 42; Manoox v. Greener,
L. R! 1¢ EqQ 4%0: Blaan v. Bell. 2 De Gex,
M. & Q 781:

Loke upen Littleton says-
of lagds 1o fee by Lis dod grauteth to an-

Plenty v. West, 6 C. I. 201, '
“10 a man =eised

other the prolits of thasc §:ds, 1o ve and |

10 hoild to bfm and Lls herres, and maketh
-llvery secundum forwam cbartie, the whole
land juselfe, doth passe; for wbat is the luud
Lut the profits tlereof™ Lib. 1, p. 4b, ¢,
LI

la Goldio v. Tak% 'man, Lord Tenterden,
Chief Justi~e of the court of the king's bencel,

o the same ¢ oct, sald, “it t8 ap established .

rule that a Jdevise of the rcots and profits
% a0 devise of the land.” And, 1o Jobnson

Y Amold, Lord Cuancellor Hardwicke reit.

frited the doctrive that a ‘‘devisc
Profits of 1ands Is a devise of the lands them-
elvey”

The same rule is anoounced In this country,
~the court of errors of New York, in Pat-
terson v, Ellls, 11 Wend. 239, 298, holding
that the “devise of the Interest or of the
feats and profits 1s a devise of the thing
itself, out of which tbat Intercst or thow:
reats and profits may tesuc;” and the wuproune
court of MassaclLiusetts, In Reed v. Recd, 0
Masw 872, 374, tbat “s devise of the tocume
of 1ands {e the same, lu its effect, o8 o devise
of the 1ands.” The snme view of the law
w13 expressed in Anderson v. Greble, 1
Ashm. 136, 138; Klog. the presideut of the
court, stating, *“I take 1t to be & wvll-settled
rue of law that by a devise of the reot,
profits, and locome of land, the land itself
pessca.” Similar adjudications might be re-
peated slmoet ndefinitely. One may have the
fepcrts of the English courts examived for
Severa] centurfes witbout findiog s single

tision or even s dictum ‘of thelr judges

conflict with them. And what apswer
o we recelve to these adjudications? Those
ecting them furnish no proof that the
of the coastitution did not follow
#8 the grest body of the people of the
fountry then did. Apn incidemt which oo
fuTed in this court and room 20 years ago
SP.HCas—163

of the

893

may bave become & precedent. To & power-
ful argumcot then bteing made by s diatio-
Kuished cwimisel. on a public questico, one
of tlue Indgzes exclatioed that there was a
cunclusive unswer to Lis puositico. and that
was that the court was of & diferent oplnlon.
Those who declive to recognize the adjudica-
tions cited mar likenise consider that they
have a concludive answer to them {o the fact
that they also are of a diffvreat opinfon. I
do oot thilnk so. The law, as expounded for
centuries, cannot bLe set aside or disregarded
tevnuse sonte of the jidgzes are now of a
different opinicn from those who, A century
ago, followed It in frumiog our constitutioa.

Hamilton, spcaking on the subject, asks,
“Avhats i fact, is property bLut a fctien,
without the beaeflcia)l use of 1Y aod adds,
“lo pany cases, indeed, the lancome or awn-
puity is the property iteeif.” 3 Hamlltoa,
Works (Putnam's I:d) po 3.

It must be conceded that whatever affects
aoy elcmeot that gives an article Its value,
in the eye of the lase, alfecte the article
1teclf.

lo Brown v. Maryland, 12 Wheat 419, 1t
witt Leld 1t a tax on the occupation of an
tinporter 18 1he Aiine v A 1ax oo Lis Ginpurts,
iwnd as such wag fnvatid. 1t was eontended
tliat the state might tax occupatioons and that
thls was nathing nore; but the court suld,
hy Chlef Just! ¢ Marshall (page 444): "It s
finpvssible t -onccal from ourseiscs that this
Is varying t.e form without varyleg the
substaace. 1t 1 t-cutiong a prohilition wbich
is gencrnl as it it were cooflned to a partlc-
ular mode of doing the forLidden thiog. All
inust perceive that a tax on the sle of an
article fmported only for sale 15 a tax oo
the articie Itsclf.”

In Weston v. Conacll, 2 Pet. 449, it wae
held that a tax upon stock Issued for loans
to the United Statey was a tax upoo the loans
themselves, and cyumally fovatid. 1o Dobbdlns
v. Coinmissioner, 16 Pct. 435, 1t was held
that the salary of an ofticer of the United
States could not be taxed, If the otice was
itacit cxempt In Almy v, Californla, 2%
Hlow. 1069, it was held that a duty on a biil
of lading was tbe same tbiug as a duty oo
the article transported. In Cook v. Peonsyl-
vanla, 87 U. 8. 560, it was beid that & tax
upon the amount of sales of goods made by
ap auctioneer was a tax upon the goods sold
In Pbiladeiplila & 8. 8. 8. Co. v. Pennsyl-
vanfa, 122 U. 8. 820, 7 Sup. Ct. 1118, and
Leloup v. Port of Mobile, 127 U. 8. G40, 18,
8 Sup. Ct 13S0, It was beld that a tax upon
the {ncome recelved from Iaterstate com-
merce was a tax upon the commerce itself,
and equally unauthorized. The same doctrine
wag held (n People v. Commissioners of Tax-
es, etc, 90 N. Y. G3; State Frelght Tax Case,
15 Wall. 232, 274; Welton v. Missourt, 91 U.
8. 275, 37S; and In Fargo v. Mlichigan, 121
U. 8. 23, 7 Sup. Ct 857. -

The law, so far as it Imposes a tax upon
land by tazation of the rents and income
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thereof, murt therefore fall, as it docs oot
follow the rule of apgortionmeat. The

stitution 1s Imperative in Its directions on |

¥
i

e

‘

this subject, and adnilts of no departure frum

t the law §s pot lnvalld merely o its
disregard of the rule of apportionmeut of
the direct tax levied. There {s another and
an equally ¢:gent objection to It In taxing
tacomes other than reats and profts of real
estate 13 disregards the rule of uniformity
which s prescrided o such cases by tle cvn-
titution. ¢ The eighth section of the first art-
lcle ot the comstitution declares that ‘“‘the
coongress shall have puwer to lay aod collect
taxes, dutles, lmposts, and excises, to pay
the debts and provide for the common de-
fence and general ‘elfare of the Upited
States; but all dutles, fmposts, and excises
shall be uniform turouglout
States.” Excises arc a spccles of tax cen-
sisting generally of duties luld upoan the inan-
,sufacture, saie, or ccusumption of commodl-
ties within the country, or upon certain ¢alls
togs or occupations. often taking tbe form
of exactlons for licvnses to pursue them. ‘Lhe
taxes created by the iaw under cvasideration,
a» applied to savings banks, insurance com-
panles, whether of fire, life, or marine, to
bullding or other assoclativas, or to the con-
duct of aoy other kiud of bLusiness, are ex-
cise taxes, and fall within the royuiremncnt,
90 {ar as they are lai¢ by copgress, tbat they
must be uniform througbout the Un.ted
States.

The aniformity thus required is the uni-
formity throughout the United States of the
daty, 1mpost, and excise levied: that is. tho
tax Jevied csonot Le oue sum upou an artl-
cle gt ove place, and a diffcrent sum upoa
the same article at apother place. The duty
recelved must be the same at all places
throyghout the United States, proportivned to
the Quantity of the article dlspoeqd of, or
the pxtent of the busloess dope. If, fur ln-

. stapnge, ope kind of wine or grain or produce
has g certaln duty lald upon it, proportioned
to its quantity, In New York, it must have
s ltkce duty, proportioned to its quantity, wlicn
impgrted at Charleston or Sag IFrancisco: or
ita be laid upon a certain klod of busk
ncss, proportioned to {13 extent, at oae place,
It mpst be a like tax on tbe same kind of
busigess, proportioned to Its exteat, at an-

‘othey place. In that sense, the duty must
be uniform throughout the Unlted States.

It {8 contended by the poverurnent that the
consgitution only requires au uniforwity geo-
graghical In Its cbaracter. Tbhat positivn
would be matisfied if the same duty weie laid
s l.a the strtes, bowerer variaot It misht be
1n different places of the same state. [ut it
could ot be sustained in the latter case with-
out defeating the equality, which {s an essen
tial element of the uulforinity required, a¢
far gs the same {s practicable.

Io U. 8. v. Sloger, 15 Wall. 111, 121, a tax
nag joposad upon a distiller, lo tbe nature

the Unpited |
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of An exvise, and the gnestion arose whother
th Its hinposition upon differcnt distillers the
unifurmity of tbe tax was preserved, aud e
court sukd: “I'he law Is not {0 our judgment
byt to aby counstitutional objectou. Tbe
tax impused upun the disuller ts 1o the os-
ture of an excise, and the only limitation vp
on the power of congress ia the Imjposition of
taxes of this character is that they shall be
‘upiform througbout the United States.’ Tbe
tax bere s uniform In its operation; that!is
it is assesacd equally upon all mauufacturer
of spirits, wherever they are. The lam do
not establish oue rule for one distiller and &
different rule for anotber, but the same rue
for all alike.”

Io the Head Money Cases. 112 U. & 3
504, 5 Sup. Ct. 247, a tax was Imposed upoo
the owners of stearm vessels for each passed
mer lainded at New York from a forelygn port
and It nas objected that the tax was ot lev
fed by any rule of upiforuity, but the court
by Justico Miller, replied: ‘“The tax is uot
form whep it operates with the same forvce
and effent lo every place swhere the subdject
of it is found. 7Tbe tax in this case, wbick
a3 far 3s It can Le called a taz, is an excse
duty on the business of befnglog passengers
from foreign cuubwies into this, by oceas
navigation, s uniform, and operates preciss
ly alike in.every port of the Ubnited Suis
wbere such passeugers cap be lspded.” Do
the decision in that case, to tbe circuit court
(18 Fed. 135, 139), Mr. Justice Blatebtord. 18
addition to poiotiog out tLat ‘“‘the act wss
oot passed in the exercise of the power of
laylng taxes,” but was a regulation of cox
rocrce, used the (cllowing language: “Aside
from this, the tax applies ublformly to ail
stcain and sail vessels coming to all ports 12
tbe Uulled States, from all forelgn porth
wita all alien passengers. The tax belog
license tax oo the business, the rule of uvsh
formity ls suificleotly obscrved If the tal
extends to all persons of the class selected
by cougress; that s, to all owners of s}
vesscls. Congress has the exclusive powes
of selecting the ciasas. It has regulated tbat
pardcular brapoch of commerce whbich ¢o8
cerns the bringiag of allen pasiengers,” and
that taxes sLall be levled upon such prop
erty as sball be prescribed by law. Tbe o®
jocot of this provision was to prevent unjust
discriminatious. It prevents -property [(rod
Leing classified, and taxed as classed, b
different rules. All kiods of property must
Le taxed uniformly or be entirely exemit
The uuiforuuty must be coexteasive witd
the tervitory to whbich the tax applies.

Mr. Justice Miller, In his lectures oo ¢
constitution, 1880-1800 (pages 240, 241), sa¥
of taxes levied by congress: “The tax mu
be uulforra on the particular article; and !
Iy uniform, withio the weaning of the cof
stitutional requiremeant, If it Is made to bev

i the same percentage over ail the Usitd

States. TL§t is mavifestly the meaniog of
this word, as uscd in this clause. The (ram
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_ and private eaterprises cannot be alded un-

219), justly observes that “it Is difficult to
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ers of the constitution could sot biare menat 1
1 say that the gosrertmcnt, In rajene Itg )

revepucs, shaulld poet Le gllumed to dis i
lnate between the artlcles which 1t shouid |
tax ™ Ino discussing generally the requtres
xest of uniformlity fcund fu state oonsnru- |
ticns, he sald: "*The JdifSculties 1o tle way
of this copstruction have, howerver. buen ¢
very largely obre:ated by the meaning of e i
word ‘uniform.' which has been adepted,
holdiog that the uaiformity must refcr to
articles of the same class; that is, diffcrent
artiiles may be taxed at differcnt aiuounts,
nrrovided the rate !s nuifortn ouw the sarue
vlass everywhere, with all people, aud at al}
lmes.”

Ote of the learned counsel puts it very
cloarly wlee be says tLat the coriect wean-
ing of the provisions requirloex dutles, im-
rosts, and excises to be “uniform thrunzhout
the United States™ Is that the law finposing
them should “"bave an equal aad uniform ap-
pheatica o every part of the Union.”

It there were any doubt as to the Inteation
of the states to wake the grant of the right
to lmpose indirect taxes sulject to the con-
dition that such taxes shall be in all respects
Uniform nnd impartial, that doubt, as said
by counsel, should be resolved 1o the interest
of Justice, fo favor of the taxpayer.”
“Exemptions frow the operation of a tax
ilnays create locgualities. Those not ex-
empted must, In the end, bear ag additional
burden or pay more tban tbelr share. A
law coctalning arbitrary exemptions can In
00 just sense be termed “uniform.” 1ln my
Judgment, congress has rightfully no power,
at the expense of otbhers, owanlng property of
the hke character, to sustain private trading
corporations, such as butlding and locan asso
ciations, savicgs banks, and mutual lite, fire,
marce, and accident !{nsurance cuiopanics,
forrued under tbe latve of the various states,
wilch advance no national purpose or public
interest, and exist solely for the pecunlary
Proft of their members.

“Where property is exempt from tazation,
the exemption, as has been Justly stated,
qast be supported by some cobnsideration
that the public, and pot private, Interests
will be advanced by it. Private corporations

der the pretense that It 18 the exervise of the
discretion of the legislature to exeinpt tbem.j
Association v. Topcka, 20 Wall G35; Par-
Kersburg v. Brown, 106 U. B. 487, 1 Sup. Ct
412; Barbour v. Board, 82 Ky. G43, (4, G55
City of Texington v. McQuillan's Jietrs, 9,
Dana, 513, 651G, 517; and Sutton’'s Ielrs v. 4
City of Loutsville, 5 Dana, 28-31.

Cooley, 1n bis trcatise on Taxatlon (2d E4.

conceive of a justifiable exemption law which
thould select single Indlviduals or corpora-

i the state dewands;

698

mnke no jretense to equality: it would lack
the sopldince of 1 it ate tax lesislaton ™

The Ineaane X law tuder (ensidevaticn |8
n:arked by discuaniraning featgres wbhich af-
foct the auhcle law. 1t discriminates Letween

i these whu recuse an {ncome of $4,000 and

those nho do u:t It thus ritiates, o my
Judgment, by ths atbltrary discriminaticn.
the whole logislaticn.  Ham:lton says o ooe
of hls papers (the Contipentahist):  “The gea-
fus of liberty reprobates cverytding arbitrary
or discretiopary 1n taxation. It.exacts that
every roan, by a (efinite and general rule,
should know wliat preportion of hls property
whatever liberty we ruay
Least of io theory, 1t cannet exist to fact while
{arbitrary] asscssmoents continge.” 1 Hamii-
ton's Works (EQ. 1885) 210  The legislatioo,
in tbe discrimination It makes, Is class legis-
latics. \Whenever a distinction s made In
the burdens n law imposes or 1o the benefity
it coofers oo aoy citizens by reason of tbelr
birth, or wenlth, or religion, It 1s class legis- -
iation, and lcads ipevitably te oppression and
abuses, and to gencral unrest and dlsturance
In society. It was boped and bLelieved that
the great smendmoents to the cvastituton
which followed the late Civil \War had reo-
dered such legislation (mpossible for all (uture
time. But the objectivnable legislativn re-
appears in the act noder consideraticn. Itlis
the same 1o essential character as that of the
Epglish iocome statute of 1601, which taxed
Protestants at a certaln rate, Catholics, a3 a
class, at double the rate of Protestants, eod
Jews at apother aod separmate rate.  [pder
wise and constitutional legislation, every cit!-
‘zen should (OBtripufe BIe proportion, Efwenr
“swall the sum, 13 th¢ support of the govern-
“hent, An@ 1§ ho kiodness to urgeany of our
‘cftizens to escape from that obligatlon. If he
contrfbutey the smallest mite of bis earnloge
to that purpose, he will have 8 greater regard
for the government and micre self-respect for
himself, feéTing tbat, though bels poor io fact.
he {s not a pauper of his garerpment. Aed it
is to be hoped that, whatever woces and em-
bartassmetts Tdy GENde our people, they mar
fiever lose thelr manliness And “sel? respect
TThose quaitles preserved, [ey will ultimatel
Vﬂumph over all reverses of fortune. ({r u

* There s Doth!ng In the nakure of the corpa’
rations or associations excmpted o the pres
ent act, or 1o thelr method of doing busincwy
which cap Le claimed to be of & public or
DLenevulent nature. They differ In no essen -
tial characteristic in thelr business from ‘all
other cerporations, companles, or associgtions
doing busincss for prefit in the United States.™
Section 32, Law of 1°04. -

A few words as to some ¢f them, the ex-
tent of their capital nand business, and of the
exceptions made to tbeir taxation:

tions, or single articles of property, and, tak-
ing them out of the class to shich they be-
long, make them tbe fubject of capriclous

25

(1) Asto Mutual Savings Banks  Under to-
come tax laws prior to 1870, these lnstitutions
were specifically tased. Uunder the pew law,
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legislative favor. Such favoritism could
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certaln lostitutions of this class are exempt.
provided the sbarchollcra do not yarticipate
lo the profita, &od tuterest und dividends are
ooly pald to the depositore. No Miuft Ls fixind
to the property and liucviue thus eseupled,—

VIt may be $10000L or $1(V,000,L0. Oue of
.tbe counsel cugaged In this case read to us
) durlog the argumient from the report of the
cornuptrolier of the currcacy, scot by the prosi-
dent to coogruss, Devember 3, 1504, a state-
ment to the effect that the total number of

! mutual saviogs banks exs .jpte ) were G46, and
the tota] number of stock 2 rtngs banks were
378 and showed that they did the cc.oe char
acter of buslness and took io the money of
depositors for the purpose of mak!ng it bear
faterest, with profit upon it in the same way;
404 yet the Gi8 are excmpt, and the 378 are
taxed. He also showed that the total deposita
io savipgs banks were $1,748,000,000.

() As to Mutual Josurance Corporaticos
These companies were taxed vader previous
\lncome tax laws. They do business some-
' what differently from other companies; but
they conduct a strictly private business, 1o
’ lch the pubiie bhas po interest, and bave
0 often beld ot to be bencvolent or cbart-

) table organizations.
+  The sole conditlon for cxempting thcm uo-
der the present law 18 doclared to e that they
+ make loans to or divide thelr profits among
their members or depositors or policy holders
Every corporation is carried op, bowever, for
the benefit of its memlers, whether stockhold-
¢ ers, or depusitors, o polley bolders. If It is

' carried on for the beoefit of Sts sharcholders,

. every dollar of Incorue 18 taxed: If 1t is car-

ried on for the benpefit of its policy holders or

depositors, who are but another class of share-
bolders, it i3 wholly exewupted. In the state
of New York the act exewpts the Income from
over $1,000,000,000 of property of these com-
panies. . The leading mutual life [nsurance
company has property éxceeding $204,000,000
in value, the income of which is wholly ex-
empted. The insertion of the exemption is
stated by counsel tobavesaved that Institution
tully ,000 & year dver other insurance
companips and associatioss, baving similar
property and carrying oo the same buslicss,
simply such other companles oc asso-
ciations 8ivide thelr profts amoog their sbare-
holders d of thelr policy bolders. 3
(3 As to Bullding and Loan Assoclation:

The property of these institutions {s exempted

from taxption to ths extent of milliona. They

are 10 0Q sense benevolent or charitable tosti-

tutions, $0d are conducted solely ror the P

cunlary fit of their members. Their aseets

sxceed capital stock of the national banks
of the gountry. One, in Dayton, Obio, has

a capita] of $10,000,000, and Pennsylvania has
$65,000, investsd (n these sssoclstions
The cengts report submitted to congress by

the prestdent. May 1, 1894, shows that thelr
property jn the United States amounts to over
- $628,000,000, Why sbould thess insututions
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and thelr Immense accumalations of property
be singled out for the sjwcial favor of cuvo-
Kiess, nud befreed froiu Wielr Just, equal, and
Proportjonate alyre of taxntlon, when others
cipgnged under different puuies, in slwilar
busioess, are subjocted to taxation by tuis
Jaw?  The sggregate amount of the saving to
tLcse assoclatious, by renson of tlelr excuwp-
ticn, 13 over $000.000 a yeur.

Lf this statement of the cxemptions of corpors-
tions underthe lawof congress, taken from the
carcfully prepared briefs of counsel and from
reporta to congress, will hot satisfy parties
Intercsted in this case that the act in questios
disregards, In almcest every line and provision,
the rule of uniformity required by the coast
tution, then “peither will they be persuaded,
tbhougb cne rose from the dead.” Yhnat there
sbould be any question or any doubt on the
subject surpasses my comprebension. Take
the case of mutual savings bapks and stock
savings banks. They do the same character
of business, and !n the same way use the
mwney of depositors, loaning it at interest for
profit, yet Gi0 of them, under the law before
us, are exempt from taxation on tbeir incowme,
and 378 are taxced upon it How the tax op
the tncome of one kind of tbese banks can be
«ld tv be lald upoo any priaciple of uniforwm-
Ity. when the other 18 excrupt from all tasa-
Uon, 1 repeat, sur my compret i

But there are other couslderations agalost
the luw which are equally decisive. They
relate to the uniforinity and equality required
in all taxadon, naticoal and state; to tbe
Invalldity of taxatlon by the Unicd States
of the income of the bonds and securities
of the states and of thelr munlicipal bodles;
and the lavabdity of the taxation of the
salarics of tbe judges of the United States

rts.
Z-As stated by counsel: “Ihere is no such
thing in_the .theary of our natiQual goyerp:-
ment as unlimited power ¢f taxation in cop-
gress. There are limitations, as be justly od-
scrvés, of its powers arising out of the essen-
tial pature of all free governments; there
are reservations of {ndividual rights, without
which soclety could not exist, and which are
respected by every goveroment The right
of taxation is subject to thcse llmitations”
Citlxcus' Savings l.oan Asa’'n v. Topcks, 20
Wall. G535, and Parkersburg v. Brown, 108
u. S. 487, 1 Sup. Ct. 442 —
' The Inbereot and fundamental nature and!
cha ,.'...:' of 2 tax iz that of 2 costridotien;
to support of the government, levied'
pon lbe principle of equal and upiform ap-
rtlonment among the persons taxed, and
uyotberen:ﬁondoan«mawhhlnml
legal defintticn of & “tax.™ ~

power forbids tbe imposition of taxes which
are unequal In thelr operaticn upon similar
kinds of property, and oecessarily etrikes
dotwn the gross and arbditrary distinctions o

the income law as passed by congress. m
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flaw, as we have seen, distizguishes in the
taxation detween corporstions by exemptirg
the proparty of some of them from taxatlow,
a0d levying the tax on the property of oth-
ers, wheo the corpurntions do not materially
| diter frum one anuvtler in the chwmcter of
? | tlelr business or in the protectlon required
| by the govervment Trifling differences In
elr modes of bdusiness, but not In thele
| results, are made the ground and occasico of
; the greatest possible differenccesinthe amount
) of taxes levied upon thelr incomes, showlng
i that the action of the legislative power upon
them bas Deen arbitrary and ckpricious, and
wmetimes merely fanciful.
' There was anotber position taken in this
case which is not the least surprisiug to me
of the many advapced by the upbolders of
the law, and that is that If this court sbhall
declare that the exemptions and exceptions
from taxation, extended to the various cor-
porations mentioned, fire, life, and marine
{asurapce companles, and to mutual savings
benks, building, and loan aasociations, vio-
late the requirement of uniformity, and are
Werefore vold, the tax &8 to such corpora-
tions can be enforced, and that the aw will
stand as though the exemptions had never
been Inserted. This position does not, In my
Judgment, rest upoo any solid foundation of
law or principle. The abrogation or repeal
of ap unconstitutional or lllegal provision
does DOt operats to create and glve force to
Wy emactment or part ot an epactment
which congress has not sanctioned and pro-
mulgated. Seemlng support of this slogular
poaition s attributed to the decision of this
court in Huntington v. Worthen, 120 U. 8
97, 7 Sup. Ct. 400. But the examivation of
that case will show that it doos not give the
slightest sanction to such a doctrine. There
the constitution of Arkansas bad provided
taat sl property subject to taxation should
be taxed ecoording to its value, to be ascer-
talned 10 such manne: as the geocral assem-
bly should direct, making the same equal
ind uniform throoghout the state, and cer-
taln public property was declared by statute
to be exempt from taxation, which statute
was subsequently held to be unconstitutional
The court decided that tbe unconstitutional
part of the enactment, which was separable
from the remalnder, could be omltted and

the remainder enforced; a doctrice undoubt.
edly sqund, apd which bar pever, that I am
Aware pf, been Questioned. But that Is en-
trely §ifferent fr.:~ *he poaition Bere taken,
that expmpted things can be taxed by strik.
{og oat thelr exemption.

The Jgw of 1854 says there sball be assess-
o, | apd collected, “except as berein

otherwipe provided,” 2 per cestum of the
Lmount, ete. 1f the exceptions are siricken
out, there is Dothing to be assessed and col-
locted what congress bas otberwise

vely ordered. Nothing less can have
Qe 1 9 oflaw. Thiscourtls impotent to pass

/
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any law on the subject. It has no legislative
power. | am upalle, therefore. to ses bow
we can, by declaring an exewmption or excep-
tion lovalld, thereby glive effoct to provisions
as tlough they were nover exemipted. The
court Ly declaring the excuptlons fnvalld
cannot, by auy concelvalle lngepulty, give
opcrative force as epacting clauses to the
excompting provislons. Tbat result is pot
withiu the power of man.

The law e also {nvalid In its provisions su-
thorlzing the taxatioo of the boods and se-
curities of the states and of thelir municipal
| bodies. 1t is objected that the cases pending
before_us do pot allege any threatened at-
tempt to tax the boods or securities of the
state, bat only of municipal bodles of the
statcs. The law applies to both kinda of
bonds and securities, those of the states as
well as those of municipal bodies, and the
law of congrees we are examiniog, being
of a pudlic nature, affecting the whole com-
munity, baving been brougbt before us and
assalled as uncopatitutional In some of Its
provisions, we are at liberty, and I thiok it
is our duty, to refer to other uncoostitutional
features brought to our potice in examining
the latw, though the particular polnts of thelr
objection may not bave been mentioned by
counsel. These bonds and securities are as
important to the performance of the duties
of the state as like dbonds and sccurities of
the Uuited States are important to the per-
formance of tbelr dutles, and are as ex-
enpt from the taxation of the United States
as the former are exempt from the taxa.
tion of tbe states. As stated by Judge Coo-
ley 1o his work on the Princlples of Consti-
tutional Taw: '“The power to tax, whether
by the United Btates or by the states, s
to be construed in the light of and lUmited
by the fact that the states and tbhe Union
are inseparable, and that the constitution
contcmplatesa the perpetual malntenance of
each with all its comnstitutiopal powers, un-
embarrassed and unimpatred by any action
of the other. The taxing power of the
federal government does not therefore ex-
tead to the means or agencles through or
by the employment of which the states
perform thelr cssential functions; since, if
these were within its reach, they might be
cinbarrassed, aud perbaps wholly paralyzed,
DLy the burdens it shou!ld impose. “That the
power to tax Involves the power to destroy;
that the potwer to destroy may defest and
render useless the pcwer to create; that
there is & plain repugnance in conferring on
one governmept a power to cootrol the con-
stitutiona] measures of another, which
other, In respect to those very measures, is
declared to be supreme over that which
exerts the control,—are propositions pot to
be denled.’ It i{s true that taxation does not
gecessarily and unavoldably destroy, and
that to carry it to the excess of destruction

would be an abuse Dot to be anticipated;
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but the very power woald take .from the
states a porton ot their intended liborty of
iodcpendent action withln the sphere of their
powars, and would conatitute to the atate A
perpetual danger of embarraaainent and pos-
sfble annihilaticn. Tbe copstitution contewn-
plates no such shackles upon state powers,
and by lmplication fordbids them.” .

“The internal revenue act of June 30, 1884,
In section 122, provided that rallroad and cer-
taln other companies epecified, tndedbted for
wotey foar which boods had been issned,
upon which interest was stipulated to be
pald, should be subject to pay a tax of 5 per
cent. on the amount of all such interest, to
be paid by the corporatfons, and by them
deducted from tde Intercst payable to the
holders of such boods; and the question
arose In U. 8. v, Baltimore & O. R. Co., 17
Wall, 8272, whether the tax !mposed could
be thus collected from the revcoues of a city
ownlog such bonds. This court answered
the question as follows: "There is no dispute
about the genersl rules of the law applicable
to this subject. The power of taxation by
the federal government opon the subjects
and in the mapper prescribed by the act we
are considering Is undoubted. There are,
however, certaln departments wbich are ex-
cepted from the genera) power. The right
of the states to administer their own affalrs
through thelr legisiative, executive, and judl-
clal departments, tn their own manner,
through thelr own agencles, i3 conceded by
the uniform decisions of this court, and by
the practice of the federal goveroment from
its orgunization. Thls carrles with it an ex.
emption of those agencies and Instruments
from the taxing power of the federal govern-
ment. If they may be taxed lightly, they
may be taxed teavily: if justly, oppressive-
ly. Thwir cperation may be impeded and
may be destrdyed if any ioterference Is per-
mitted ~Hence, the beginalng of such ‘axa-
tion 1s pot sllowed on the one side, is oot
claimed bn the other.”

And, sgain: “A municipal corporation like
tho city of Baltimore is a representative not
oaly ot the state, dut It {a & portion of its
governmental power. It Iy one of its cren-
tures, made for a specific purpose, to exer-
clee within a limited spherc the powers of
the state. The state may fvithdraw these
local powers of government at pleasure, and
may, throogh its legislature or other ap-
pointed chandels, govern the local territory
as it goverps the state at large. 1t may en-
large or cQotract its powers or destroy Its
existence. As & portion of the state, in the
exeicise of & Umited portion of the powers of
tha’ state, its revenues, llke those of the
state, are got subject to taxation.”

" In Collector v. Day, 11 Wall, 113, 124, the
court, speaking by Mr. Justice Nelsoo, sald:
“The generpl goveroment and the states. al-
though both exist within the aame territorial
limits, are’separate and distioct sovereign-
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tion, acting sepamtely and independently of
cach other, withing their reapoctive sphorce
The former, In its appropriate sphere, 1o su-
premne; it the miates, within the Hmits of -
thelr powera not gmnted, or, u the lnngnage
of the tenth amendnent, ‘rexcrved. are as
indepcndent of the general government as
that government within its splere is inde
pendent of the states.”

Accordiog to the census reports, the bonds
and securities of the states amount to the
sum of $1,243,268,000, oo wbich the locome
or [oterest exceeds the sum of $05.000,w0
per annuw, and the agnual tax of 2 per
cent. upon this income or interest would de
$1,300,000.

The law of cocgress ls also lavalid In that
it authorizes a tax upon the salaries of the
Judges of the courts of the United States,
agalost the declarstion of the constitution
that thelr compeosation shall pot be dimin-
tshed during their continuance in office. Tbe
law declares that a tax of 2 per ceat. aball
be assesscd, levied, a~d collected, and pasd
annuailly upon the galos, profits, and lncome
recelved In the preceding calendar year by
every citizen of the United States, whether
sald gains, profits, or income be derived from
any kind of property, rents, laterest, divk
dends, or salaries, or from any profession,
trade. employment, or vocation carried on
wituln the United States or elsewbere, or
from apy source whatever, The annual sal-
ary of a justice of the supreme court of the
United States ls $10,000, and this act levies
& tAx of 2 per cent. on $&,000 of this amount,
and Imposes & Denalty upon those who do
not make the payment or return the amount
for taxation.

The same objection, as presented to & con-
sideration of the objection to the taxation of
the vonds and securities of the states, as pot
being specially taken in the cases before us,
15 urged here to a constderation of the odbjec
tion to the taxation by the law of the sal
aries of the judges of the courts of the Uslt-
24 States. The answer given to that objec
tion may be also given to the present oue.
Tle law of congress, belpg of a public na-
ture, affecting the Intcrests of the whole
community, and attacked for its unconstitu-
tionality 1o certaln particulars, may be cobn-
aldered with reference to other uncoostito-
tional provislons cailed to our attention upon
examining the law, though not specifcally
noticed 1o the objections taken In the reconds
or Lriefs of counael that tLe constitution may
oot be violated from the carelessness or over-
alzht of coungel o aoy particular. See
O'Nefl v. Vermont, 144 U. 8. 359, 12 Sup. Ct.
693

Besides, there 1s a8 duty which this court
owes to the 100 other United Suates judges
wlo have small maiarics, 3pd <vho, baving
thelr compeuration reduced by the tax, may
be seriously affected by the law.

The coopstitution of the United States pro-
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vides 1a the first section of article 8 that “the

Judicial power of the United States sball be

vested In one suprewe court, and in such in-

ferior courts as tbe consrvss 1ndy from time
to tine ordaln and estabdsd. 1he judgzes,
both of the suprewse and inferfor courts, shall
boid taelr offices during good bebavior, and
shall, at stated times, receive for thelr serv-
ices & compensation, which shall not be
dimlnished daring their continvance o of-
fce” The act of congress under discussion
imposes, as said, a tax oa $6,000 of this com-
peasation, and therefore diminishes each
year the compeasation provided for every

Justice. How a similar law of congress was

regarded 30 years ago may be shown by the
. following {ncident, In which the Justices of this

oourt were asgessed at 8 per ceat upon their
salaries. Aguinst this Chlef Justice Tusey
protested in a letter to Mr. Cbase, then secre-
tary of the treasury, appealing to the abore
article In the constitution, and adding: “If it

{his salary) can be diminished to thut extent

by tbe means of a tax, it may, in the same

way, be reduced from time to time, at the
pleasure of the leglslature.” He explained in

his letter the object of the constitutional n-

hibition thus:

“The judiclary s one of the three great de-
partmeats of the government created and es-
tablished by the constitution. Its duties 3nd
powers are specifically set forth, and are of
& character that require it to be perfectly ig-
dependent of the othcr departments. And
o order to place it Leyond the reach, and
above aven the suspicion, of any such in-
fuence, the power to reduce thelr compensa-
tion 1s expresaly witdheld from coogress, and
excepted from thelr powers of légistation.

“Language could not be more plailn than
that used tn the constitution. It ts, more-
oger, cne of its most important and essential
provisions. For the articles which limit the
powers of- the legislative and executive
branches of the government, and those which
M’ ssfeguards for the protection of the
citisen’ ln ‘hds person and property, would be
of tittls value without a judiclary to uphold
and .oqintsin them which was free from ev-
ery {nfluence, direct or indirect, that might
by pa:lzg!ty. In times of political excite
ment, thelr judgment

“Upgn theee grounds, I regard an act of

s retainlag in the treasury a portion
compensation of the judges ss uncon-
.04l asd void.”

Thig letter of Chief Justice Taney was ad-
dressed to Mr. Chase, then secretary of the
treasury, and aftéewards the successor of
Mr. Taney as chlef justice. It was dated
16, 1883; but as po notice was tak-
e of §t, on the 10th of March foliowing, at
the rejjuest of the chlef justice, the court or-
dered that his letter to the secretary of the
be estered on the records of the
courty and- It was so eotered. And in tbe
mmesxfr of the clief Justice it ls stated that

2R

S

9

the letter was, by thia order, pressrved “to
tosti{y to futare ages that 1n war, Do less
thau In peace, Clief Juatice Tuney strove to
protedt the constitution fruin violaticn.”
Subscqguently, lu 159, aod during the ad-
wministration of Presidcat Grant, whes Mr.
Boutwell was secretary of the treasury, and
Mr. Hoar, of Massachusctts, was attorney
general, there were o several of the statutes
of the United States, for the assessment and
collection of Internal revenue, provisions for
taxing the salaries of all civil ofticers of the
Uuited States, which included, In thelr litera)
application. the salaries of the president and
of the judges of the United States. The
Question arose whether the law which Im-
posed such a tax upon them was - constitu-
tional. Tbe opinion of the attorney general
thereon was requested by the secretary of
the treasury. The attorney general, {a. re-
ply. gave an eladorate opinlon adrising the
secretary of the tressury that oo income tax
could be lawfully assessed and collected up-
on the salaries of those officers who wers In
office at the time the statute imposing the
tax was passed, holding on this subject the
views expressed by Chlef Justice Taney.
His opinion is published in volume 13 of ¢he
Opinions of the Attorney General, at page
161. 1 am informed that it bas been foilow-
ed ever since without question by tbe depart-
ment supervising or directing the collection
tbe public revenue.
Here 1 close my opinlon. I could not say
leas lo view of gunestions of such gravity
that go down to tbe very foundation of the
government. If the provisions of the copsti-
tution can be set aside by an act of congresa.
whore is the course of usurpetion to eod?
The present assault upoa capitsl is but the be
gioning. It will be dbgt the steppt gg-«ono to
others, larger and more sw In weeplog, til ooy

t3 will beco becom o(g ‘l

TIMUCAl conteats wil
‘W"‘Mw w-

) been all

sanctions the poweomhaimmxlngnndon
and npullifies the unlformlty man

cons on,” as 381d by obe who |
szmr%wm;mz
mark the bour when the sure decadence of .

our_present government nent_will ¢ commence.” - 3
the pu‘r—errn ltrary limltatlon of four thon-
sar dollars In the present law can be sus.

tained, node baving less than that amount of
locome belng cssessed or taxed fcr tbe sup
port of the government, the limitation of fu-
ture congresscs may be fixed at a much lar-
fer sum, at five or ten or twenty thousaod
dollars, parties poesessing an incomte of that
amount alone being bovad to bear the bur
dens of goverumcat; or the lUmitation may *
be designated at such an awount as & dboard
of “walking delegates” may deem nmd
There to no safety In allowing the limitatidéo
to be adjusted except in strict compliance
with the mandates of the constitution. which
require Its taxation. if Imposed Dy direct tax-
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€8, to be apportional ameng toe s*otes ac-
cording to thelr reprisentation, and, 1 ame-
posed by tndirect taxes, o be wniiorm in
operaticn and, se far as practictd’e. in o>
portion to thelr property, e ! wan 1ot
2cus. Unlers the rule of thie wens -t
ROverns, & maj ity ouy §x the Mmoaar.goat
such rate a3 wil pot inci.te aoy of the'r
owa number.

I am of cpinlon that the wlole 1w of
1894 should be declired vo . and wi.thent
any diuding force,—tLat part wbdiv: relntes to
the tax on the rents, prulits, ur Incvane feoa
real ostate, that Ia, 80 ortich a3 (vastialtes
patt of the direct tax. bevnuse uot frwoend
by the ruje of apportinnment acennt 2 to the
represeatation of the states, a« pruy.r.rad by
the consritytion; aad that part whica Im-
poses & tax upen the benis ap! secumities of
the geveral states, and upun the bamids and
securitles of thelr muol pal tx.lies, anl up-
on the ra'arics of Jurlges of the couits nf the
Unlted States, as being beyord the pewer o
congress; and that pact whoh lays 'S,
{mposts, anidt excises, a« vold in 2ot 31 v
mg for the upiform'ty rojuired by tie coa-
stituticn in s casvs

PSSR,
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THE CONSTITUTIONALITY OF THE GRADU-
ATED INCOME TAX LAW

Whether under the constitutional power to levy a tax Congress
may impose upon incomes of larger amount a higher rate of
tax than upon smaller incomes, is a question of very grave
importance. . The Tariff Act of 1913, in suldivision two, pro-
vides for levying, assessing and collecting an additional incume
tax. This additional! tax is commonly known as a “surtax.”
In the opinion of a great many lawyers this feature of the income
tax law violates that principle of equality which requires that
all taxable incomes, so far as amount is concerned, be treated
alike. To accept without question the doctrine of ‘an existence
of this power in Congress falls little short of conceding that
Congress may legally confiscate the property of a citizen.

The following article was prepared a year or more ago, before
announcement by the Supreme Court of the United States (Jan-
uary 24, 1916) of a decision that appears to sustain the constitu-
tionality of the power to impose a surtax. We refer to Brushaber
‘v. Union Pacific R. R. Co., in which the opinion is delivered by
the Chief Justice. The Bar had reason to expect that this long-
looked for opinion would discuss the question that had. been
raised as to equality; that it would point out the reasons why '
such a principle does not forbid Congress from imposing a
higher ratc of income tax, based on the ground that the owner
of the income can afford to pay a larger tax. Their expectation
has been disappointed. All that the opinion of the learned Chief
Justice vouchsafes to remark upon the subject is comprised 1n
the following extract: ’

< 28 »



259

s a

428  YALE LAW JOURNAL

“It is true that it is elaborately insisted that although
-/there be no express constitutional provision prohibiting 1it,
.- the progressive feature of the tax causes it to transcend

the conception of all taxation and to be a mere arbitrary
abuse of power which must be treated as wanting in due
process. But the proposition disregards the fact that in
the very early history of the government a progressive
tax was imposed by Congress and that such authority was
exerted in some, if not all, of the various income taxes
enacted prior to 1894 to which we have previously
adverted. And over and above all this the contentian but
disregards the further fact that its absolute want  of
“foundation in reason was plainly pointed out in Knowlton
v. Moore, 178 U. S. 41, and the right to urge it was
necessarily foreclosed by the ruling in that case made.”

Since this vital question has nowhere been discussed by the
Court with an approach to fulness, we are persuaded that it may
be profitable to set forth the argument which challenges the state-
ment of the Chief Justice that there is an ‘‘absolute want of
foundation in reason” for the unconstitutionality of the assumed
power to levy a surtax. Interesting as the subject is from a
political and historical point of view, no !sss than in its legal
aspect, it is well to let the reader decide for himseif whether
the Supreme Court has really disposed of the question to the
satisfaction of the student of constitutional law.

In order to determine whether Congress has exceeded its
powers in undertaking to impose a progressive income tax, one
must rightly apprehend the origin and the nature of a property
tax. For what reason, we may ask, has the legislature a right
to levy a tax upon the property of a citizen?, _

The usual answer is—for the support of the government.
That indeed is the object of collecting the money: but why has
the government a right to compel each citizen to pay something?
To what source do we trace the justification of laying a tax?
The reply is obvious: -

Every citizen enjoys the protection of his government, as
respects his property. It is fair then that he pay a proportionate
share of tax to meet the expense of what it shall cost to maintain
that government. The amount he is called upon to pay repre-
sents a quid pro quo. A secure holding of property is furnished
by the government. The value of a citizen's property supplies
a standard, according to which his share of the general expense
can be estimated. To be sure, an assessment may not be accurate
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',ui'évery instan but ina rough kind of way pmpcrty value
may be arrived at, and a fairly just estimate ascertained, upon
w!uch to base the amount to be paid. . -
¢~ Writers upon political economy, as well as judges in their
‘opinions, are in the habit of designating a'tax as a “burden.”
:Nobody, it is true, derives pleasure from paying a tax-bill. The
‘circumstance is in some measure to be accounted for by the fact
«.thdt seldom has the taxpayer anything to do with deciding how
money raised by taxation shall be expended. There has been,
-and there always will be, room for complaint that the tax might
have been lighter, or the money might have been Lid out to
better advantage. Hence, we have become used to the expression
[burden of taxation.” .
\ The term *“burden of taxation” is apt, however, to mislead
us when we come to view the tax from a legal standpoint. An
ordinary tax upon property ought no more to be styled a burden,
than a man’s bill for his groceries, or for keeping an automobile,
or—to instance the sharing of a common expense—for his
annual dues at the club. A tax, of course, is an expense; but
the taxpayer has received, or will receive, something for it. He
may not be sensible that the government, all through-the twenty-
four hours, has been protecting his life and his property. Yet
if he but stop and think, he will perceive that, provided he is
required to pay his proportionate share, and no more, it is only
right that he fumish the government with the means to meet
such expenses as the state shall incur in hi# behalf.

An alien, who resides elsewhere tlian in the United States,
receives the protectxon of our government, as respects his
income earned in the United States. He is taxed in recognition
of that measure of protection. No one will be found o d:spute
the fairness of this plan of procedure. - .

"We repeat that we must not allow ourselves to be led astray
by the use of the term, “burden of taxation.” Let us admit that
the proper way of looking at the subject is, to conceive that the
state requires of the citizen a payment of taxes, because the
state has given, or will give, to him, something of value, namely,
protection afforded to his pmperty, and to his right to acquire

. property.

This “somethmg of value” naturally enough can be laid hold
of as a standard by which to measure the tax to be levied,
assessed, and collected. The amount of protection in general
afforded a citizen by his government is necessarily incapable of
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exact measurement. But the value in the rough of a man’s
property is in most cases attainable. So too the amount of a
person’s annual income may in a fair degree be computed. A
normal tax, in the Act of 1913, is levied on net income—irre-
spective of what that income may be worth to the individual
who has received it. So far as the normal tax is concerned, all
are treated alike who have to pay one. We may dismiss a con-
sideration of the size of the exemption. The present effort is
directed solcly to a proper estimate of the character of the addi-
tional tax, which is sought to be collectcd under the system of
a graduated income tax. A

With this <-oposal in mind, let us look into the nature of the
additiona! income tax which the act undertakes to levy, assess,
and collect, in order to ascertain, if we may, whether it be in
harmony with that principle which affords assurance to every
citizen that he shall enjoy the equal protection of the law.*

Subdivision 2 enacts that besides a tax of one per centum
upon the entire net income arising or accruing from all sources,
“an additional income tax shall be collected of one per centum
upon the amount by which the total net income exceeds $20,000,
and does not exceed $50,000,” and so on through $75,000,
$100,000, $250,000, until six per cent per annum is reached on
the amount by which the total net income exceeds $500,000. How
the progressive feature of thissplan of taxation works may be
illustrated as follows:

- A has an income of $20,000. B, of $looooo They are mar-
ried men, and each is entitled to an exemption of $4,000. A is
required to pay a normal tax of $160. B pays a normal tax of
$960. B pays more than A in proportion as his income is larger
than A’s. -1 :

Under the scheme thus set in operation of levymg a ta.x, we
discover that B is compelled to pay a great deal more than that
which his proportion demands. This sum of $960 pays the
government for all the protection which B has received for his

8 The terms ‘“due process of law,” and “the equal protection of the
laws,” so far as they relate to the property rights of a citizen, may be
regarded as identical in meaning. They can be used interchangeably as
denoting the protection afforded by an application of that fundamental
principic of ou- polity which assures to every man a treatment by the
legislature of his state, or by the Congress of the Onited States, which
shall be of a character precisely similar to that accorded every other man
situated in like circumstances. In a word, each term spells equality.
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* $100,000. ‘He owes the government nothing further on that
score. Yet B is compelled to pay an additional tax of $3oo and
$500, and §750, or a total surtax of $1,550. LR

3" One is at. a loss to find out upon what principle this require-
ment to pay $1,550 is founded. Clearly, B has received no larger
_amount of protection from the government proportionately than
has A. From one point of view it looks as though a penalty
were imposed upon B for enjoying a larger income than $20,000
a year, per annum. Indeed, no other reason for the exaction
seems to exist. This conception of what B ought to pay is ail
the more inexplicable when we see that a very large number of
citizens, whose income is §4,000 or a little less than that sum, are
not required to pay anything whatever for the protection which
'they have received from the government in respect of their
annual income. Thought of an equality of payment in this act
seems to have been abandoned.

¢/ When we turn to other departments of the government, where
the citizen is treated upon a quid pro quo basis, we discover no
inequality. B does not have to pay any higher rate of postage
on his letters, or upon parcels sent by mail, than A.

What larger service has been rendered B as to each dollar
of his income, than has been rendered A? Clearly none. In
every aspect of the case, therefore, an imposition of a greater
percentage upon a larger amount of income is found to be an

’

arbitrary and an unjust exaction. -

»‘/4 . -

' “A pretended classification that is based solely on a
- difference in quantity of preciscly the same kind of prop-
erty is necessarily unjust, arbLitrary, and illegal. For
" example, a division of personal property into three classes

with a view of imposing a diflerent tax rate on ach, class
1 consisting of personal property exceeding in value the
sum of $100,000; class 2 consisting of personal property
exceeding in value $20,000, and not exceeding $100,000;
and class 3 consisting of personal property not cxceeding
' in value $20,000, would be so manifestly arbitrary and
illegal that no one would attempt to justify it.'” .

Let us turn to the case of Knowlton v. Moore, 178 U. S. 41,
decided in 1900. The legacy tax imposed by the Act of June 13,
1898 (20 Stat. 448) was there brought under review. The Court
held that the tax was laid upon the right of transmitting property
from the dead to the living; and that the fact that this privilege

! Per Sterrett, C. J., in Cope’s Appeal, 191 Pa. St. 22,
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is granted by a state does not deprive the United States of the

right to impose the tax. S
Says Mr. Justice White at page 109:

».

“Lastly it is urged that the progressive rate feature of
the statute is so repugnant to fundamental principles of
equality and justice that the law should be held to be void,
even although it transgresses no express limitation in the
Constitution. Without intimating any opinion as to the
existence of a right in the courts to exercise the power
which is thus invoked, it is apparent that the argument as
to the enormity of the tax is without merit. It was dis-
posed of in Magoun v. lilinois Trust & Savings Bank, 170
U. S. 283, 293.2 TR

This language would signify that the objection of a want
of-equality as urged in the Knowlton case is without force since
the Magoun case had disposed of any such argument. Such, we
apprehend, is the decision of the Court upon the question of a
progressive tax. '

When one comes to examine the Magoun case, he finds that
the Court rest their decision upon the power of the state to
attach any condition it pleases to a grant of the right to inherit,
or to receive property under a testamentary disposition. The
privilege granted to an heir, or legatee, to become the owner of
an estate left by the deceased, is the creation of the state. The -
state, therefore, is free to tax that privilege in such manner and
to such extent as it shall see fit.

DT B .

“The tax is not on money; it is on the right to inherit;

and hence 2 condition of inheritance, and it may be graded

according to the 'value of that inheritance.” Per
McKenna, ], p. 300! P SN

Mr. Justice Brewer, dissenting in the Magoun case, remarks:

“It seems to be conceded that if this were a tax upon
property such increase in the rate of taxation could not
be sustained, but being 2 tax upon succession it is held
that a’ different rule prevails. The argument is that

~ " ]

* Mr. Justice Brewer dissented, in the Knowlton case, from so much of
the opinion as holds that a progressive rate of tax can be validly imposed.
(P:110.) - LS

*It is worthy of mention that when the Magoun case was argued, the
Solicitor General, in his additional brief, at page 11, frankly admitted as
follows: “If this tax be a property tax, it is clearly invalid.”
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because the state may regulate inheritances and the extent
of testamentary dispositic 1 it may impose thereon any
burdens, including therein taxes, and impose them in any
manner it chooses.” P. 302.¢

s *The decision in the Knowlton case, it is to be observed, goes no farther
than to declare that a tax upon a right to inherit, or to take a2 legacy, may
be sustained, though the tax be graduated, or progressive. In circumstances
of this nature the state may well enough seck to share the good fortune
of a recipient. Probably no one cares to object to handing over to the
state such an amount as the statute names, cven though there be a depar-
ture from the strict rule of equality in fixing the amount to be paid by
way of a tax. - ) .

.The learned Chief Justice, as we have seen, declares in language tha
comes very near being a rebuke to him who would think otherwise, that
the “absolute want of foundation in reason” of the objection that the
principle of equality is violated, was plainly pointed out in Krowlton v,
Moore. Yet many lawyers had eatertained a belief that Knowlioms v.
Moore deals solely with a tax on the right of inheritance, or the right to
receive a legacy—and that it decided nothing with regard to-a progressive
tax on property.

The editors of the Columbia Law Review appear to have failed to dis-
cover what it now seems had been “plainly pointed out” by Mr. Justice
White in his opinion in the Knowlton case. In May, 1912, speaking of the
Income Tax law, they observe: X

“It is apparent that the constitutionality of progressive income
taxation has never been passed upon with reference to the Fifth and
Fourteenth Amendments; that such a rate has been judicially
sanctioned only when applied to an inheritance tax; and that an
obiter dictum, unsupported by authority, is the only Supreme Court

. utterance "on the question of applying such a rate to a tax oo
" property.” Vol. XIl, p. 445.

It is fitting that the remarks be appended here which the writer of the
opinion in Knowlton v, Moore adds after stating what Magoun v. [llinois
Trust & Sovings Bank had “disposed of.” The words with which Mr.
Justice White continues may serve to explain what the Columbia Law
Review had in mind when speaking of an obiter dicium:

“The review which we have made exhibits the fact that taxes im-

- posed with reference to the ability of the person upon whom the
burden is placed to bear the same have been levied from the founda-

. tion of the government. So, also, some authoritative thinkers, and
a number of economic writers, ¢ontend that at]:mgrcs:ive tax is
more just and equal than a proportional one. Ia the absence of con-
stitutional limitation, the question whether it is or is not is legisla-
tive and not judicial. The grave conscquences which it is asserted
must arise in the future if the right to levy a progressive tax be

* recognized involves in its ultimate aspect the mere assertion that
free and representative government is a failure, and that the grossest
abuses of power are foreshadowed unless the courts usurp a purely
legislative function. If a case should ever arise, where an arbitrary
and confiscatory exaction is imposed bearing the guise of a pro-
gressive or any other form of tax, it will be time enough to consider
whether the judicial power can afford a remedy by applying inherent,
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While writers upon law or economics may differ as to the
meaning of the terms “just and equal,” when applied to the oper-
ation of a statute impesing a tax, it may be said to be generally
admitted that at least a semblance of equality should characterize
every enactment that lays a direct tax upon the property of a
citizen of the United States. Chief Justice Sterrett, in the
opinion already cited, has quoted with approval the following
language of authoritative text-writers: D

“It is of the very essence of taxation that it should be
relatively: equal and uniform, and where the burden is
common there should be a common contribution to dis-
charge it: Cooley’s Constitutional Limitations, 495. In
his Treatise on Taxation the same learned author says:
‘In an” exercise of the power to tax, the purpose always
is that a common burden shall be sustained by common
contributions, regulated by some fixed general rule and
apportioned by the law according to some uniform ratio of
equality. The power is not, therefore, arbitrary, but rests
on fixed principles of justice, which have for their object
the protection of the taxpayer against exceptional and
invidious exactions, and is to have effect through estab-
lished rules operating impartially.’

‘Equality in the imposition of the burden is of the very
essence of the right, and though absolute equality and
absolute justice may not be attainable, the adoption of
some rule, tending to that end is indispensable. Equality
as far as practicable and security of property against irre-
sponsible power are principles which underlie the power
of taxation as declared ¢nds and principles of fundamental
law.” Desty on Taxation, 29, and cases there cited.” . ..

In considering what has been cited from the opinion of Ster-
rett, C. J., it is well to remember that the constitution of Penn-
- sylvania, of 1874, prescribes that “all taxes shall be uniform upon

_ and fundamental principles for the protection of the individual, even
though there be no express authority in the Constitution to do so.
That the law which we have construed affords no ground for the
contention that the tax imposed is arbitrary and confiscatory is
obvious.” (P. 109.)

There has thus been laid before the reader the entire language devoted
to the question of the constitutionality of a progressive tax in the sixty-six
printed pages of the reported opinion in Knowlton v. Moore. That there
are those who are slow to discover just where the learned Justice in this
expression of views has “plainly pointed out” what is now termed “the
absolute want of foundation in reason” of the position*hfaintained by Mr.
Justice Brewer, will, we conjecture, be conceded by not a few members
of the bar, and perhaps, here and there, by an editor of a law review.
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thc same class of subjccts wnthm the temtonal lmms of the
- authority levying the taxes, and shall be levied and collected

' undcr ge.xeral Ia .8 I
Nt . o .
The reqmremcnt of gmformnty but cxprcsses a fundamental
pnncxplc that everywhere prevails in respect to the taxing power.
That a favored class should exist under the law is abhorrent to
the sense of equality which must ever animate the motive power
of a government by the people. T
As Mr Justice Brewer happxly phrascs it: ‘.', ‘ R
PR N N ) oY &
et “Equahty in right, in prqtcctlon and in burden is the
-#=* thought which has run through the life of this Nation and
: its constitutional enactments from the Declaration of Inde-
| . pendence to the prescnt hour " e . .
This clear- -thinking justlcc llkcmsc pranounced the inheritance
tax unconstltuuonal since, in his opinion, it was, -

“a tax unequal bccause not proportioned to the amount
of the estate; unequal because based upon a classifica-
tion purely arbitrary, to-wit, that of wealth—a tax directly
and intentionally made unequal. I think the Constitution
of the United States forbids such inequality.” P 303.

The scheme of a progressive tax on income appears to have
. originated in the Parliament of Great Britain. Its existence is
to be traced in British statutes as far back as 1797. Yet inequal-
ity we find did not become acquiesced in until after a strong pro-
test. Justification” for thé adoption of such a feature is to be
accounted for because of a conception in the British mind that
there existed in the Kingdom distinct classes of people—an upper
class with rights and duties growing out of the ownership of the
land (chiefly by inheritance), and the enjoyment of a large
amount of personal property. - “Press lightly on the lower orders
of the people,” is a phrase to be met with in Dowell’s History of
Taxation. It was the upper classes that held the offices. Natur- .
ally enough the favored few felt that it was only right and proper
that they should pay a larger share of the taxes, than that which
a proportionate scale would prescribe. In other words, the dis-
tinction between the higher and the lower orders of the people
suggested an easy step toward rating a man’s tax by his capacity

* Purdon’s Digest (11th Ed.), p. 41.
* Dissenting opinion in Magowun v. Trust Co., 170 U. S, 301.
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to pay. Consequently the B‘ritish taxp.ayer acquiesced in the plan
of imposing a larger percentage of the “burden” upon men of
wealth.? . .

" The power of Parliament to impose a graduated tax, of course
is not questioned. Says Mr. Lecky, speaking of a taxation upon
inheritance: o

“No doubt the Supreme Legislature in England has the
power of confiscation. "But moral right and constitutional
power are different things; and it is one of the worst
consequences of the English doctrine of the omnipotence
of Parliament that it tends to confuse them.”*

Another explananon of the ready acceptance in England of
the doctrine of a graduated tax upon income may be found in the
theory-that the citizen contributes of his means to the support
of the government. It is the Commons that votes money. The
Lords have no part in the procedure. The idea prevails that
the vote signifies “‘a free gift” from the people to the King.

Where the underlying thought is that of a gift, it naturally
comes about that a man of wealth feels it his duty to be governed
by a spirit of generosity. He takes it to be a matter of course
that a gentleman should respond with unhesitating liberality.
One sees how inequality in respect to a tax on income may thus
have come to characterize a usage without its appearing to the
body of taxpayers to be unjust or unfair. N

At the same time the British legislature does not fail to recog-
nize equality as an indispcnsable factor in the framing of tax
laws in general. Wharton, in his English Law Dictionary,
defines a tax by employing the words of Adam Smxth (Wealth
of Nations, book V, chap. II): Wt < .

.~  “The subjects of every state ought to contribute to the -
support of the government as nearly as possxb!e in propor-
tion to their respective abilities; that i is, in proportion to
the revenue which they respectively enjoy under the pro-

' A similar disparity had long existed in the British Navy in regard to
prize-money. It is related of a British man-of-war's-man, of the olden
time, that just after the decks had been sanded down, preliminary to going
into action, he knelt for a brief prayer. To a ship-mate who asked him

. for what he was praying, he replied:

“I was asking that the cannon-balls, like prue-mony, may be distributed
chiefly among the officers.”
*II Democracy and Liberty, sol.
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tection of the state. The e.xpense of govemment to the
- individuals of a great nation is like the expense of man-
- - agement to the joint-tenants of a great estate, who are all
" obligated to contnbute in proportion to_their respecnve
interests in the estate.” -

prMr Lecky’s treatment of the subject of taxauon in England
s worthy of examination, since it helps to a better under-
‘stnndmg of the principles involved in the present discussion.
Speakmg of equa.hty, th:s acute observer and fanr-mmded writer

a.remarks . : . . C : ,%ﬁ’

ﬂl‘.’ . “The great majority of serious economists have I
ic';,' ‘. believe, agreed that, as a matter of strict right, this doc-
}‘5,,«:-_." "trine is the true one. Adam Smith, however, clearly saw
6 .« that human affairs cannot, or will not, be governed by the

Je,  Strict lines of economic science, and he fully recogmized .
.-~ that it may be expedient that taxes should be so regulated
: that the rich should pay in proportion something more
. than the poor. In England, the system of graduated tax-
~; :y - ation which I have described has passed fully into the

3 ': national habes, and is accepted by all part:es e

a It is clear, therefore, that a deparmre from strict equality, as
“illustrated by the English graduated income law, is properly to
be referred to the willingness evinced by the upper classes to take
upon themselves a larger “burden,” to make a larger “gift,” in
view of the fact that they had retained to themselves a right to
govern. From a like honorable sense of obligation is it that
members of Parliament, until recent times, sesyed without com-
‘pensation, as did magistrates in the country districts. The sys-
tem, moreover, is the outcome of a stand taken &t the time of the
French ‘Revolution, a century earlier, when the democratic idea
had made but slight headway in England. It is a system that
may not be appealed to, at the present day. as mdlcanng a ngid
adherence to the principle of equality. ’

" These few words of explanauon are sufficient to dispel any
lurking thought that a graduated income tax is in itself consist-
‘ent with a design of extending to taxpayers an equal treatment,
The system to which England has accustomed herself cannot be
held up as exhibiting a just and fair method which the United
States may follow to advantage. With us it is hardly necessary
-to declare there are no upper classes that govern; or “lower
orders of the people,” who are not admitted to take part in the

Lon
s
&

s -

v

. *I Democracy and Liberty, 342
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administration of public business. We must not for a moment
forget the salutary rule that we are bound to treat all taxpayers

lhke
*:After this peculiar method of levying a tax in England had

" come to be a familiar practice, writers upon political economy,

who analyzed the income tax law critically, found tlemselves
hard put to it to demonstrate its fairness and justice. They were
driven to invent an explanation which should reconcile “progres-

-sive” caxation with a due observance of the principle of equality.

At last,'with a display of not a little ingenuity, some one appears
to have hit upon the term, “equality of sacrifice.” -
A progressive tax, we are told, is to be supported upon the
plausible theory that ability to pay is the true test of a citizen's
duty to the state, in respect to bearing the burden of taxation.
One does not have to look far to discover that “equality of
sacrifice” is, in truth, no equality at all. The term disguises an
untenable proposal that a man’s ability to pay ought to be taken
as a measure of what he should be made to pay. So fantastic
an idea, we need hardly repeat, is wholly at variance with a sound
theory of governmental protection. It is out of harmony with
the genius of our institutions. :
The principle of equality in taxatian is in itself so just and so

_ reasonable, and so generally has it been acquiesced in, that no

argument is needed to sustain the position that the legislature in
deliberately violating this principle does nothing else than con-
vert what purports to be a statute law into an exercise of arbitrary
power, which in reality is no law at all. 'When the question is
put, does a graduated tax conform to the rule of equality, but
one answer can be returned.

Sometimes in judicial opinions it is stated, rather unnecessa-
rily, that absolute equality is not attainable. Of course, the rule
at most uemands only such a measure of equality as the nature
of the case shall admit. Where equal treatment can be assigned
to svery person coming under the law, the rule is imperative.
For example, a tax upon the realty has always been, and always
will be, laid according to the assessed value of the land. In like
manner a tax upon income ought to be imposed upon the money
value which the income represents. Why should not a citizen
pay a tax precisely according to his income—no more, and no
less? A man whose income is $50,000 should pay twice as much
as his neighbor whose income is $25,000. Sblear is this pro-
posal that it seems a waste of time to advance it. Yet, there are

11-385 0 - 3) - 18
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‘Tegislators who have succceded in comnncmg themselves that the
k'4.‘enjoyme.m of so large an income as $50,000 demands of its
’vaner a larger proportionate payment to the state by way of tax
than is to be required of a less fortunate neighbor. We confess
that we are unable to comprehend how such a departure from
the ordinary course of reasoning on the subject can be rested
‘upon any logical basis. o oo
& To declare that in respect to his income a citizen shall pay a
‘tax, to be determined not by the amount of that if income, but by
his capacity to pay, is to rely upon specnou; reasoning that will
‘not bear analysis. Such a proposal is a2 mere device to hide the
arbltranness with which the tax is imposed. Levying upon a
man a tax whose amount shall be larger only because he is seen
to be able to pay that larger amount, is an example of empirical
legtslatxon not to be countenanced nnder our form of govem-
' ment It strikes down equality before the law.

#Right here is it that the constitutionality of a graduated i mcome
tax enactment hinges. That a case of unequal taxation is pre-
semed cannot be denied. That the enactment violates a funda-
mema.l principle in the levymg of taxes in order to meet the
expenses of government, is perfectly clear. Once let it be
conceded that Congress can impose a tax, measured not by the
amount of property which is protected by the government, but
by the capacity of the citizen to pay, and the door is opened for
confiscation. ‘Hardly can a situation be conceived where a
thoughtful well-wisher for the health of the body politic must
more keenly feel it his duty to sound a note of caution against
yielding to temptation in its earliest stages, than in the present
instance. ' The first step taken, a steady progress thereafter
toward confiscation may not readily be resisted. Nor is the
danger of that character which may be met by the familiar
reasoning that we are not to press an argument founded upon
a possible abuse by the legislature of a power which they possess,
and which they are expected wisely to exercise. -7
i Confiscation, we repeat, may be reached though dlsguxscd
under another name. : T2 s

- Here we may take notice of the language, ut .mpra of Mr
Justice White in his opinion in the Knowlton case. After declar-
ing that the decision in the Magoun case disposes of the argu-
ment as to inequality, the learned Justice is reported as saying:

- “The review which we have made exhibits the fact that
taxes imposed with reference to the ability of the person

29
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upon whom the burden is placed to bear the same ha\e
been levied from the foundation of the government. So,

. also, some authoritative thinkers, and a number of eco-
nomic writers, contend that a progressive tax is more just
and equal than a proportional one. In the absence of con-
stitutional limitation, <ihe question whether it is or not is
legislative and not judicial.”

A graver question confronts us than the inquiry whether a
progressive tax is more just and equal than a proportional tax.
That question is: Can a progressive tax be pronounced to be an
equal tax at all?

As regards the weight to be given to the views of “economic
writers,” we need only repeat the remarks of Mr. Justice Peck-
ham, in Nichol v. Ames, 173 U. S. 516, which remarks Mr.
Justice White already (at page 83 of the Knowlton case) has
cited with approval:

“Taxation is eminently practical, and is in fact brought
to every man'’s door, and for the purpose of deciding upen
its validity a tax should be regarded in its actual, practical
results, rather than with reference to those theoretical or
abstract ideas, whose correctness is the subject of dispute
and contradiction among those who are experts in the
science of political economy.’

A further excerpt from the opinion of Mr. Justice Peckham
denotes in fitting terms a fundamental principle of taxation.

“The question always is, when a classification is made,
whether there is any reasonable ground for it, or whether
it is only and simply arbitrary, based upon no real distinc-
tion and entirely unnatural.” 173 U. S. 521,

What sound reason, we inquire, can be brought forward for
treating the payment of taxes after a different manner than pay-

"ment for anything else that is received from the hands of the

government,—service of the post, for example. A man pays for
what he gets. A simple "rule, which applies throughout the
range of one’s expenditures. At times, 2 rich man buying in
large quantities may pay at a less rate than a poor man. On the
other hand, wealthy parents will reward with a very handsome
fee a physician who has saved the life of their child—an expres-

* sion on their part of grateful recognition of the skill and devotion

which he has displayed. But instances such as these do not affect
the rule of which we are speaking.
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T‘ If there be any such sentiment =« that of “sacrifice” in payicg
a tax-bxll a true equality will be :liscovered in an .-'\plu.moz of
gropomonatc figures. To treat .; a factor in J[ui.aulating 2
rule, the existente of a superior .bility to pay i, 15 we hive
already observed, but to preparc !'iie way for admitting a ri, u.
to confiscate. We say nothing of (.1e pernicious eti.ct which . 'i5
strange doctrine of “equality of sucrifice” would i cvitably ha.e
upon the habits of thrift and industry among our [cople. .o
are content with declaring that it is a theory which has no plic:
in a state where the property of m:a is equally prot. sted und:: o
system of law that in the field of a duty to maintait the rover s
ment, knows no rich man and no 7 or man.

¢ We are not called upon to point .1t express word.. in the Co: -
‘stitution that condemn an attempt to exact a dis ruportiona.c
payment.. In interpreting the lanyuage of the Co.stitution, i
has long been a settled rule that that which is implied is as much
a part of its provisions as that which is expressed.’

-+ So we may observe of the injunction “nor shall yrivate prop-
erty be taken for public use without just compen..tion’’—that
even had it not been brought into tiic Constitution by way of an
amendment, the principle would have been applied just the sani:
in the administration of governric.tal affairs. A: enactmet
levying a tax beyond a just and c:.:adle limit is clearly obnox-
ious to the principle of this amendu.:at.

The section providing for a gradu...ed tax, we repeat, is in ou:
opinion unconstitutional because it - iolates that rule of equality
which governs every imposition ot & - tax. The wo:ds of M-
Justtce Brewer deservc to be repe:.-

" [Such a tax 1s] “a tax ui.cqual because bz ed upon a
classification purely arbitrary, to-wit, that of wealth—=
. tax distinctly and intentiona’., .nade unequal. . thiink the
Constitution of the United . .tes forbids suca ingJuul-

ity
It may be urged, however, in ofj.ition to these .icws, tha.
Congress enacted a graduated incc:.. - tax law in 1f.: aud in
W Ex parte Yarbrough, 110 U. S. 6351; Svuth Carolina ¢ L. S, 1,

U. S. 437. Says Judge Cooley:

“The Constitution of Wisconsin pri.vides that ‘the rule of taxation

- shall be uniform,’ which if we arc . crect in what we | ave already

stated, is no more than an affirmauce of a settled principle of con-
stitutional law.” Constitutional Limititions, p. 3oa. R

2170 U. S. 303.
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1864 ; that its power to that effect was admitted by a general
acquiescence on the part of the people. But a season of war
then existed. Every man who owned a dollar of property stood
ready, in that perilous hour, to contribute to the utmost in order
that he might help save the Union. Nobody entertained a thought
of questioning the right of Congress to adopt such war measures
as it should see fit for paying our soldiers and our saxlors. and
for meeting all other expenses of the rebellion,

Is it not clear that no argument in favor of the additional
income tax feature of the Act of 1913, can be derived from the
general acquiescence of the people in legislation peculiar to the
war period, and deemed by Congress needful for the safety of
‘the state?

The Supreme Court have unanimously decided that the Con-
gress is empowered by the Constitution to levy and collect a
super-tax. Unfortunately, the opinion of the Chief Justice fails
to present a convincing reason (or, indeed any reason) why the
doctrine of equality does not discountenance this legistation. The
decision stands. Already certain leaders in the House of Repre-
sentatives have proposed that the enormous sums of money which
will be needed for the increase of the army and the navy shall be
raised by imposing a very heavy tax upon those citizens who
chance to have the largest incomes. No wonder that not a few
people find themselves unable to reconcile such a scheme of tax-
ation with the principle of an equal protection of the laws.

With no lack of respect for the learning and for the foresight
of the jurists now occupying the bench, we are constrained to
repeat that an answer has not been brought forward to the objec-
tion that a graduated inco ax enactment sets up a classification
purely arbitrary, and doel:}bk{lce to that principle of equality.
before the law upon which the safety of our institutions depends.
In view of this palpahle omission, one is well warranted in calling
to mind the familiar saying that no question is ever settled until
it is settled right.

FRANK WARREN HACKETT.

WassINcroN, D. C. . ) '

N

N

by
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to the community, have the right of suffrage, and cannot be

“taxed or deprived of their property for public nses, without
their own consent, or that of their representatives so elected,
nor bound by any law to which they have not in like man-
ner assented for the public good.” But what does this con-
stitution say ¢ The clanse under consideration gives an un-
limited and unbounded power of taxation. Suppose every
delegate from Virginia opposes a law laying a tax, what will
it avail? They are opposed by a majority ; eleven mem-
bers can destroy their efforts: those feeble ten cannot pre-
vent the passing the moset oppressive tax-law. So that in
direct opposition to the spirit and express language of your
declaration of rights, you are taxed, not by your own con-
sent, but by people who have no connection with yon.

The next clause of the bill of rights tells you, ¢ That all
power of suspending law, or the execution of laws, by any
authority withont the consent of the representatives of the
people, is injuriound to their rights, and ought not to be ex-
ercised.” This tells us that there can be no suspension of
government, or laws withont our own consent: yet this
constitution can counteract and suspend any of our laws,
that contravene its oppressive operation ; for they have the

power of divect taxation ; which suspends our bill of rights ; -

and it is expressly provided, that they can make all laws
necessary for carrying their powers into execution ; and it
is declared paramount to the laws and constitutions of the
states. Consider how the only remaining defence we have
left is destroyed in this manner. Besides the expenses of
maintaining the senate and other house in as much splen-
dor as they please, there is to be a great and mighty presi-
dent, with very extensive powers ;—the powers of a king.

He is to be supported in extravagant magnificence: so that -

the whole of our property may bé taken by this American

- government, by laying what taxes they please, giving them-

selves what salaries they please, and suspending our laws at

their pleasure: I might be thought too inquisitive, but I

believe I shounld take-up but very little of your time in

enumerating the little power that is left to the government
-
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of Virginia ; for this power is reduced to little or nothing:
their garrisons, magazines, arsenals, and forts, which will
be situated in the strongest places within the states: their
ten miles squnare, with all the fine ornaments of human life,
.added to their powers, and taken from the states, will re-
duce the power of the latter to nothing.

The voice of tradition, I trust, will inform posterity of our
struggles for freedom: if our descendsnts be worthy the
name of Americans, they will preserve and hand down to
their latest posterity, the transactions of the present times;
and though, I confess, my exclamations are ot worthy the
hearing, they will see that I have done my utmost to preserve
their liberty : for I never will give up the power of direct
taxation, but for a scourge : I am willing to give it condition-
_ally : that is, after non-comnpliance with requisitions: I will
do more, sir, and what I hope will convince the most sceptical
man, that 1 am a lover of the American union ; that in case
Virginia shall not make punctnal payment, the control of
our custom-houses, and the whole regulation of trade, shall
be given -to congress, and that Virginia shall depend on
congress even for passports, till Virginia shall have paid
the last farthing: and furnished the last soldier. Nay, sir,

there is another alternative to which I would consent : even :
that they should strike us out of the union, and take away

from us all federal privileges till we comply with federal
requisitions; but let it depend upon our own pleasure
to pay our money in the most easy manner for our people.
Were all the states, more terrible than the mother country,
to join against us, I hope Virginia could defend herself;
bat, sir, the dissolution of the union is most abhorrent to
my mind : the first thing I have at heart is American 23-
erty ; the sccond thing is American  union ; and I hope
the people of Virginia will endeator to preserve that
union. The increasing population of the sonthern states, is
far greater than that of New-England: consequently, in a
short time, they will be far moré numerous than the people
of that conntry; consider this. and von will find this state
more particui:rly interested to suppoit Anierican liberty
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aud not bind our posterity by an iniprovident relinquish-
ment of onr rights. 1 would give the best security for a
punctual compliance with requisitions; but I beseech gen-
tlemen, at all hazards, not to give up this unlimited power
of taxation. The honorable gentleman has told us that these
powers given to congress, are accompanied by a judiciary
which will correct ‘all : on examination you will find this
very judiciary oppressively constructed ; your jury-trial de-
stroyed, and the judges dependent on congress.

In this scheme of energetic government, the people will
find two sets of tax-gatherers—the state and the federal sher-
iffs. This it seems to me will produce such dreadful op-
pression, as the people cannot possibly bear : the federal sher-
iff may commit what oppression, inake what distresses he
pleases, and ruin you with impuunity : for how are you to tie
- his hands 1 Ilave yon any suflicient decided means of pre-
venting him from sucking your blood by speculations, com-
missions and Yees 7 Thus thousands of your people will be
most shamefully robbed : our state sheriffs, those unfeeling
blood-suckers, have, under the watchful eye of our legisla-
ture, committed the most horrid and barbarous ravages on
our people: it has required the most constant vigilance of
the legislature to keep them from totally ruining the peo-
ple: a repeated succession of laws has been made to sup-
press their iniquitous speculations and cruel extortions ; and
as often has their nefarious ingenuity devised methods of
evading the force of those laws: in the struggle they have
generally trinmphed over the legislature. It is a fact that
lands have sold for five shillings, which were worth one
hundred pounds: if sheriffs thus immediately under the
eye of our state legislature and judiciary, have dared to
comimit these ontrages, what would they not have done if
. their masters had been at Philadelphia or New York ¢ If
they perpetrate the most unwarrantable outrage on your -
persons or property, you cannot get redress on this side
of Philadelphia or New York: and how can you get it
there? If vour domestic avocations could permit you to gu
thither, there you must appeal to judges sworn to support
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this constitution, in opposition to that of any state, and who
may also be inglined to favor their own officers...-When
these harpies are aided by excise-men, who may search at any
time your houses and most secret recesses, will the people bear
it? If you think so, you differ from me. Where I thought
there was a possibility of such mischiefs, I wonld grant
power with a niggardly hand; and here there is a strong
_ probability that these oppressions shall actually happen. I
may be told, that it is safe to err on that eide; becaunse such’
regulations may be made by congress, as shall restrain these
officers, and because laws are made by our representatives,
aud judged by righteous judges: but, sir, as these regula-
tions may Le made, so they may not; and many reasons
there are to induce a belief that they will not: I shall there-
fore be an infidel on that point till the day of my dea:h.
This constitution is said to have beautiful features; but
when I come to examine these features, sir, they appear to
me horribly fnghtful among other deformities it has an
awful squinting; it squints toward monarchy; and does
not this raise indignation in the breast of every trne Amer-
ican? Your president may easily become king: your sen-
ate is so imperfectly constructed that your dearest rights
may be sacrificed by what may be a small minority ; and a
very small minority may continue forever unchangeably
this government although horridly defective: where are
your checks in this government? Your strongholds will
be in the hands of your enemies; it is on a supposition
that your American governors shall be “honest, that all
the good qualities of this government are fonnded : but its
defective, and imperfect construction, puts it in their power
to perpetrate the worst of mischiefs, should they be bad
men : and, sir, wounld not all the world, from the eastern to
the western hemisphere, blaine our distracted folly in rest-
ing our.rights upon the contingency of our rulers being
good or bad? Show me that age and conntry where the
rights and liberties of the pecple were placed on the sole
chance «f their rulers being good mer. sithout a conse-
quent loss of liberty # I say that the loes of that desrest
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CORPORATE INCOME AND THE FLAT-RATE

by .
Joseph Horton

Introduction
Introduction of a flat rate tax would provide a great
opportunity to increase the fairness and the efficieny of our
tax system. It particularly provides an opportunity to decrease
the negative impact of the tax system on the financial manage-
ment of corporations and other businesses. The focus of this
analysis 1s upon the i1mproved financial decisions which bés;ness
management can make under a flal rate tax and on the improved
allocation of resources betwveen the corporate and unincorporated

sectors which will result. The relatxonshxp between the cor-

porate and the personal 1income tax 1s an 1mportant-.consiueration
in ensuring efficiency and fairness for the tax system as a
whole.

Requirements for Fairness anu Efficiency

[t 1s essential that ve recognize that only people pay
taxes 1f we are to achieve the goals of 1ncreased fairness and
greater efficiency. Corporations and other businesses may pay
with checks drawn on their accounts, but ultimately the taxes are
paid by.the 1ndividuals who are their customers, owners, creditors,
and wvorkers. This 18 true whether the tax 1s the current complex,
mure or less gracuated income tax or a flat rate tax. Ffairness
requires that the tax burden be allocated 1n a-manner which 1s
nextﬁer srbitrary nor a matter of chance, as tends to be the case
with the present excessively complex system.

It would be unfair to use the change to a flat rate tax as
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merely another way to increase taxes. A flat rate combined with

a suitable level of exempt income is both fairer and more efficient
than our present tax system (or non-system) for any ngenJemount

of revenue. It goes not follow that 1tlxs fairer or more

efficient 1f the result 18 to collect more revenue. The greater
the percentage of people’'s 1ncome which they must pay in taxes,

the greater are the harmful effects of the tax on efficiency for
any given tax system. The change to a flat rate tax wvould have

the greatest beneficial effects 1f 1t were a part ofrswiax reduc-
tion program, not merely a replacement for the curr;nt incame tax.
Certainly it should not be adoptes as part of a tax increase scheme.

Use Same for All Incaome

We fine people for speeding. The greater the speec 1n
excess of 55 miles per hour, the higher the fine. This
discourages speeding. People earn incomes in our free enter-
prise economy by producing the goods anJ services people want.
The more successful a person is at producing the goods anc
services people vant, the higher his income i1s. Uur present
progressive tax system fines him for his success. The more he
satisfies other people's wants, the higher his tax rate. The
effect of the progressive income tax on work, saving, and 1nvest-
ment is the same as the effect of the progressive speeding fine
on speeding. Higher fines reduce speeding, and higher tax rates
reduce wvork, saving, i1nvestment and production,

Lover marginal tax rates will increase people’'s 1ncentive to
save, work, 1nvest, and produce the goocus and services ve all

want. Moreover, lower rates, especially for people 1n high tax
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rate bracéets, vill reduce the incentive to avoid taxes. Tax
avoidance, both by individual tax payers and by corporation;,
introduces 1nefficiences and distortions 1nto our econamic system. ¢
People make investments, which they otherwise would not have made,
and they avoid investments wvhich would yeild a greater pay-off to
society because of the high progressive tax rates and the exemptions
and credits built i1nto the present tax law. A change to a flat

rate tax gives us the opportunity to remove the i1ncentive to pick
less productive 1nvestments and to vaste the talents of highly
ski1lled specialists 1n tax avoid;nce.

Under a3 flat rate tax i1ncome should te taxeu at the same rate
{or sma{l number of rates$ regardless of its source. Whether
tncome 15 desirec from 1nvestment tn a corporation or i1n an
unincorporated business should not affect the amount of tax
pard., Failure to follow this principle results in a misallocation
of resources and reduced output of the goods and services we all
want.

If 1ncome frem investments 1n corporations 1s taxed at a higher
rate than i1ncome from i1nvestments in unincorporated businesses,
there vill be an incentive for people to refrain from incorporating
even though in the absence éf the tax gifferential 1t would be
advantageous for them to do so. Too much production will be in
the uhincorpsrated gsector of the economy and too little in the
corporate sector. Too few people will be availing themseives of
the advantages of the corporéte form of organizatiun. Both efficieny
and fairness, therefore, suggest that i1ncome from investaent in

corporations anu 1rn unincorporated businesses should be taxed at

the same rate.
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Income should be taxed at the same rate regardless of whether
it 1s income from equity investment or from investment in the debt
of a firm. It is inequitable to tax someone at a higher rate
merely because he receives i1ncome (dividends) from equity inwvest-
ment rather than from 1nteres§ on a loan to a fitm. Both shoulu
be taxed equally for fairness to be achieved.

Interests and Dividends

A lower tax rate for 1nterest income causes corporation as a
group to use more debt and less equity. Since i1nterest 1s
currently tax deductible and dividends are not, corporate managers
have an incentive to use an excessive amount of oebti In effect,
debt 1s taxed less hegvxly than equity. The greater the proportion

of its capital which is raised thr , the riskier a given

corporation is. Smaller fluctuatipns in its sales and operating
income leau to greater changes in jts profits and losses, It is
less able to withstand declines in sales. As a result of the
differential treatment of dividenus ana interest; more corpurations
go bankrupt in periods of recession. More workers lose their jabs
and recessidbns are more severe than they would be if corporations
did not have this tax incentive to use éxcessxve debt., Equsl
taxation of income from interest and dividends can be achieved

by making dividends as well as interest pasyments tax deductible
for'corporatxons; This would redu;e the severity of economic
fluctustions and enhance the stability of our economy while
protecting the jobs of workers and the investmentg of both
stockbolders and boncholders.

The equal taxation of 1ncome from equity and debt requires
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that dividends be a deductible bgsiness expense just as interest

is. Income from equity and from debt would then be taxed St the
same flat_rate vhen received by 1ndividuals as interest and divid-
ends. Corporate managers would no longer have to consider the .
tax status of potential i1nvestors relative to corporate tax rates

in decid}ng on a debt issue or an equity issue.

Retained Earnings and the Level of E£xempt Earnings

e The part of each year's corporate 1ncome which is kept as

retained esrnings rather than paio out as Jividends should be taxed.
Retained earnings are part of the equity 1ncome of stockholders.
They should, therefore, be taxed at the same flat rate as other
income. If there is only one tax rate, this 1s easily accomplished.
The corporation pays this rate on all of its retained earnings.
Under the present system with 1ts multiplicity of rates, the
retained earnings would have to be allocat;d to each stockhalder

and each stockholder's share of the retained earnings woulo have

to be taxed at his marginsl tax rete for full fairness and
efficiency to be achieved. A flat rate tax eliminates this
difficulty since the marginal tax rate woulo be the same for
Ovirtually all stockholders.

Ev;n a system with only a few rather than the current
multiplicity of rates would be an_improvement over the present
system. Relatively little cxstortiohAwould occur by taxing
retained earnings at the smaller of the twvo or three indiviodual
rates. Using the lowver rate in such 8 system would tend to

offget the fact that individuals would have some level of income

which is exempt from tax wherea., fairness consideratioh do not
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require that iny amount of corporate retained earnings be tax
_exempt. The exemption of the first several thcu;and dollars

of income should, therefore, be availsble to indivibuqls, but not

to corporations.

The level of income which is exempt from taxes shouldu be
proportional to the size of the family. It should be recognized
that a family 1s an equal partnership of all of its members who
combine their incomes for tax purposes and vho, therefore, shouluy
combine their levels of tax exempt income. I[f the level of tax.
exempt income were set at $3,000 for an individusl, a family of
three wou}d have a tax exempt level of income of $§,000. It
should be required to pay the flat rate tax only on inccme above
that level. Since most owners of corporate stock have incomes
above the exempt level, they would not be affected by applying
the.flat rate tax to retained earnings without allowing a tax
exempt level of income for corporstions, a

Thexlevel of tax exempt income for indiviaduals should be
ediusted for inflation te prevent the equivalent of bracket creep.
If this is not done, the real value of the_exempt level of
income will decline, and lower income individusls will rapicly
approach the full flat rate of taxation.

Capital Gains

The current differentisl tﬁxation of capital gains forces
the management of corporations to consider the tax indyced
preferences of stockholders for dividends verus capitsl ggihs.
Just as dividends should not be taxed f‘ice,‘neithep should increases

in the value of a firm be taxed twice. Increases in the Qalue of 8
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firm result primarily from investments including those unoer-
taken vwith retained earnings. If retained earnings are taxed as
proposed above, then increases in the value of the firm attributable
to them shéuld not be taxed s second time as capital gains.
This is true of both unincorporated businesses and of corporations.
Likewise, if expansion is financed through new stock issues or
new debt issues, income from the expension will be tsx;d a;
interest or dividends. It should not be taxed a second time as
capital gains.
An alternative approach would be to tax capital gains at

the full flat rate but to exempt retained earnings from taxation.
This has the appeal of apparené simplicity. It would, however, be
difficult if not 1mpossible to tax-capital gains as they occur
rather then vhen they are r;elized. The value of securities fluc-
tates constently, and one would be faced with a continuous
series of gains and losses. I[f taxed when realized, capital gains
taxation would tend to occur in surges. The government wvould
tend to collect large revenues when the stock market and business
in general are booming and very little when the prices of stock
and other assets are depressed. Individuals might also prefer
not to suffer large tax burdens at the in}requent,intervals at
uhiéh they realize capital gains. This suggests the alternative
of taxing retained earnings but making capital ga;ns tax exempt,
that is, not subject to double taxation.

If capithl gains are 5ubjec§ to the fFleat rate tax, retained
earnings should not be, Moreover, only increases in resl value

should be taxed. Taxation of increases in the value of an asset

11-385 0 - 83 - 19

2]
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vhen the increase 1s merely the result of i1nflation 18 really a
tax on the original value, not just on its i1ncrease in value.
Suppose that a share of stock is purchased fof $50 and 1s later
sold for $100. Under a flat rate tax of 20%, the tax would be
$10. The persan who sold the stock would have $90 after taxes.
This $90 wvould, howvever, buy what $45 would have bought when he
puréhased the stock if the price level has doubled. He has been
taxed on his original investment, not on any increase in its
real value. Only increases in value above the 1nf;at10n agjustea
value of an asset should be subject to cgpxtal gains tax.
Conclusion

The 1ntrocduction of a flat rate tax applicable to 1nconme
regardless of scource and wvith double taxation of none will allow
corporate managers to make more socially responsible decisions.
Cur economy will be less subject to unemployment anu business
failure during recessions because the current tax incentive to
go into debt will be removed. Resources will be used more
efficiently te produce the goods anu services we all desire.
The inuividual who pays the tax unaer the lav will more closely
correspond to the one who actuglly bears the burden of the tax.
The impact of the tax will, therefore, be less arbitrary and less
a matter-of chance than 1s currently the case. These i1mprovements
in fairness, efficiency, and economic stability depend upon the
flat rate tax not being useg as s means to raise taxes, It would

be far better if i1t were a reduction 1n taxes as wvell as a reform

of how they are imposed.
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It is respectfully requested that the following be enteréd int:c‘) the records as
regards SB 2206 (The Plat Rate Tax). R

Submitted by Mrs. Barbara P. Hutchinson, tax ‘law resear}he'r
44I6 Alamo Drive o ~ S
- " P

San Diego Ca 92115

(714) 583-1138 K ' .
Ihavebeenself-etployedasataxprq:amrandtaxlawreseard\e:for34years

" and have watched the tax statutes grow from a volume I could easily hold to

a tame containing almostIQ000 statute’with thousandsof sub-secticns that would
© give one a double hernia to lift. Title 26 ( the fax laws) is out of control
and must be simplified. The I6th amendment to the Constitution gave this

responsibility to the Congress. I ofser the attached statement and copy of the

first fomn I040 for the record.

Wlt.h respect,

s



288

TAXATION WITHOUT REPRESENTATION
by BARBARA P. HUTCHINSON

OVER Two_hundred years ago a few thousand people representing a populaticn

divided by those who felt ready for self-government reached the conclusion
that taxation without representation was reprehensible. They said their
choice was between freedom as citi;ens or enslavement by a distant monarch.
That they chose freedom is a matter of history. That they avoided oppressive
taxation by having representation is a matter of reqret. Never have so many
paid so much for so little return as do the American people under the
burdensome yoke of legislated taxation.

Never has so many different arms of government spent so much time and
s0 little talent in their search for economic supports for their invaluable
services. Never have so many branches of society looked for so many avenues
that lead to the public troughi.

Never has so much pressure been placed on our political representatives
to find ways to advantage the special interest that furd campaigns.

It's time for a clean sweep of our tax laws and a new beginning. Time
for a total revolution of our bureaucracy and while we recognize the time
and the need, no one has the way. We can't rely on elected representatives
because they are wedded to their prime supporters and not to fdeals.

1f we could somehow place them in padded cells and guarantee them
immunity and re-election, we might get an honest attempt at tax reform.

If we could gag special interest, we could close down pork barrel activites,
streamline government and elimiﬁate the>suet of bureaucrap!

It stands to reason that if the Federal income tax laws were abolished
as of 12-31-82 and a flat 10% percent gross were established, we could
eliminate 90-per cent of the Internal Revenue's payroll, close all loqpholes

" and quit using tax regulations to reward, penalize, or manipulate the citizens.
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. Without all the complicated formulas for dedugtions we would be free to
.devote our time and concern to re?l values. and not qi‘re CPA's, attorneys,
etc., to help us do our fatr and Ju§t share of avoidin; taxes.

To adopt such a simple reform would not be worthy of the intellectual
glants -we have elected to public office, but it might bring us back to.
sanity and government by law before we find ourselves once— more rebelling -

~over the same cause as created these United States two hundred years ago.
At the time of ratification of the I6th Amendment (I9II-12) a simple
mfonnaaspresentthot}epeoplealmgwithme lﬁopla" that it
would SOAK THE RICH. The first form 1040 in I9I3 exempted the first $4000
of incame to a marriod taxpayer and qave $1000 for each depa\dmt. It had
EIGHY 1meswbetxlledout 'mepementage tax began at Itmmm

over $20,000 and not exceeding $50,000,2% over $50,000 wp to $75,000,
3% over $75,000 up to $100,000, 4% over $130,000 up to $250,000, 5% over
$250,000 up to $500,000, 6% over $500,000. Today,Same 70 years after )
;hedreaded name "IRS" became part of cur lanquage and the econamic life that
- revolves around it,we REWARD those with a child,who earned less than $I0,000
in the year (uxmditofwwsm),wm.mhiNMamiesoftax
shelter artist called Financial lemer‘s,and punish the poor dumb slob
in between who knows what poverty is if he works for less than $20,000
a year.
Is it asking too much just to tie the consumer prioce index.tc the I913
form 10402 Or is simplicity too camplicated for the congressicnal brain?
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EMILE R. JARDINE

- - RERTIFIED PUBLIC ACCOUNTANT —
(X)) wx’nv MONTEREY AVENUE
BSTOCKTON, CALIFOANIA 98204

September 23 1982

Hon. Robert Dole,

Chairman of the

Senate Finance Committes,
U.S. Senate Office Building
“hm, D.C. 20515

Deai Senator Dole: ‘ In re: Flst Tex propossls.

The Congress should be aware of the concerned reaction of many investore
' to the Flat Tax proposals, that would classify 1008 of their capital gains
~ e ordinary incoms, without indexing the cost basis to the inflation of the
dollar from tho date ot purchase to the date of sale of the related capital
asset, - -

For exmple:

.. IOOOahmgt_ABc Corporation - 1982 8281e ...cvv000.. $60,000
‘ 1,000 shares of ABC Corporation - 1950 cot secocceress 10,000
' Apparent capital gain .....................‘............ 050,000

Inflation of the dollar:t 1950 (71.L) vs 1982 (290.1)
306% x $10,000 CO8t +.v.eeess 30,600

= Capitel ¢nn, adjusted for f.he mmuon of tho dollar 819,&00'

If the Con;uu proposes to subject the ontin $50,000 capital gain to the
full flat rate, the investor will be plyiu tax on the fictitious incroment .
(not a profit at all) of $30,600, which, in effect, represents a part of the
recovery of his cost, adjusted to au from his 1950 position. :

Consider for & moment the effect on our mation's ooono-y, when investors
will refuse to risk their savings in productive enurpr:l.u and new business
in the face of such an unfavoreble consequence,

Your kindness will be much appreciated in referring my letter for entry
in the printed record of proceedings of the Senate Finance Cosmittee, when
the Flat Tax proposals are scheduled for hearing.

. Respectfully, , ,
. %’4{(4//// ‘6 6 ’?’/f’fcé'_)

ERJte v " " . Emile R,.Jardine C.P.A,
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rlof1 lhltpdl ;atlp _ Office ojNalig’nd President
["I(' American Citizens TONY BONILLA

PRESS RFLEAjE

CONTACTS: : ) SEPTEMBER 28, 1982

Tony Bonilla, National President
(512) '882-8284
Robert Gnaizda, Tax(xxmsel
(415) 431-7430 ’
Amold Torres, Executive Director .
(202). 628-0717 . ' *

Hispantcs Oppose FLAT Tax:
SupporT SiMpLE Tax THAT CoNSIDERS SOCIAL SECURITY

‘The League of United Latin American Citizens (the nation's
‘ .
largest Hispan%c membership organization with 100,000 members in

45 states) was not allowed to testify at these U.S. Senate Finance

__hearings. _As a result, the views of twenty million Hispanics and

other minorities could be overlooked,
The attached prepared testimony (by LULAC's tax counsel who
is a former IRS attorney) sets forth:

1. The opposition of the Hispanié community to the Hoover .
Institution's pro-millionaire flat tax. This-tax is regressive
since it fails to consider the highly regréssive social‘security
tax. (The typical working person pays 6.7% in social security
taxes and the typical corporate chief'executive pays less than 1%.)

2. The support cf the Hispanic community for a SIMPLE TAX,

The slmple Tax would exclude from taxatxon the first $15,000 for a
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mgrried couple and providgs $200 tax credits per dependent. No
other deductions or excepfions would be bermitted. The tax rate
would be 18\ up to $50,000 and‘zst on income above $50,000.

t o, Under the Simple Tax, a typical family of four (median
income of $22,000) would pay less than one thousand dollars ($860)
in federal taxes, Under the Hoover Institution's straight 18; flat
tax, the sum would be four times as grcat ($3,960). -

4. Under the Simﬂie Tax, a person earning a million dollars
a year would pay $243,400 in federal income taxes. Under a straight
flat tax, a millionaire would'pay $63,000 less, or ﬂnly $180,000. "+

5.  No honest analysis of the impact of the flat tax can be
made without considering the highly regressive nature of social

secdurity taxes. The Simple Tax addresses this by a,combinLtion of

‘a substantial exclusion and a two-tiered rate. When cuombined with

social security taxes, it produces a Flat Rate.

6. Deductions don't necessarily help working people. for
example, ‘prices for first;time homebuyers would be reduced and
equality would be established between renters and homeowners if the
mortgage ;nterest deduction was eliminated. .

7. All corporate tax preferences, artificial depteciétion
and credits should be eliminated. 1In return, the maximum corporate
tax rate could be reduced from 46? to 25%, yet still yield a~greatet
dollar contribution to tax revenues ($100 billion versus $47 billion

under the preseﬁt system) .
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8. All Americanq,‘inciuding the poor and the middle class,

i

would benefit from the Simple Tax which could be completed on a '

postcard.

Tony Bonilla, the National President of LULAC said;:

‘ "The Hispanic community is disappointed that we were
. excluded from orally testifying.

. The American people nced a Sxmple Tax, not a

- pro-mlllxonaxre flat tax. Reagan s millionaire
flat tax is a regressxve tax since working
people pay almost 7% in social s°cur1ty_taxes
while typical corporate ci.aef executives pay
only 1% of their earnings in socxal security.
taxes.
Tax reform can't be left just to ecconomists and
tax lawyers. Since tax reform affects the
public's ability to participate in and understand
our "Alice-in-Wonderland” tax system, twenty
million Hispanics insist on playing a major role.”
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TR TESTIMCNY N
OF .. N

THE LEAGUE OF UNITED LATIN AMERICAN CITIZENS

THE_HISPANIC COMMUNITY SEFKS A SIMPLE TAX,

NOT A REGRESSIVE FLAT TAX®

N

—

/

The lLeague of United Latin Amcrican Citizens (LULAC) is

\‘the largest Hispanic membership organization in America. It

—

has 100,000 menpers in 45 states.”
This testimony is subm}{ted on behalf of 20 million Mlspanxcs

and the almost one hundred ‘million Americans subject: to the 6.7%

social secur;ty tax. . . .

‘

LULAC opposes the iloover Institution's flat tax. 1In rcality,

thLe Hoover Institution is supporting an anti-working person
resrcssive tax. For exauple, its proposal ignores the impact of

the highly regressive social security tax.

A person earning $30,000 pays 6.7% in social Security taxes,
A person earning a quarter of a million dollars (the average
salary of senior tax partners in Washington, D.C, law firms) pays
less than one percent in social security taxes. -
Thus,‘under the Hoover Institution's regressive flat tax
proposal, individuals earning 530,000 would pay an effective
rate (assuming an 18% flat rate) of almost 25% while wealthy

corporate lawyers would pay only 19%.

e e e ———— »

~

* ‘This testimony id presented by the League of United Latin
American Citizens' Tax Counsel, Robert Gnaizda of Public Advocates,
1fi¢., a San Francisco, public interest law firm (415) 431-7430,
1535 Mission Street, SF, CA 94103. Mr, Gnaizda is a former

tax attorney with the Chief Counsel's Office of the I.R.S. and

is a 1960 graduate of Yale Law School.
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*Simple Tax -- Less Than $1,000 For Median American Family:

The real issue is whether the current tax system (thch
does not have the cohfidence of the public, is an open invitation
to fraud, and is understood by only a handful of tax attorneys),
should be simplified. %ELAC\pelieves that the system should'be
radiéally simplified aﬁé cons{der the impact of social security
\

taxes, ’ \\

7 .

"In order to deal with the inequities of the highly regressive
s-.:ven percent_£6.7t)m§9gial secuflty tax, LUIAC believes that
there should be at least two tax rates, 18% for income under

$50,000 and 25% for income above $50,000.*

The other provisigns urged by LULAC, in what is hereinafter

referred to as the Simple Tax, are as follows:

1. An exclusion from tax of the first $7,500.6fr1ncome per
individual and $15,000 for a married couple. - ~.

2. A $200 tax credit per dependent (equivalent of $1;100

‘

tax deduction at 18% rate). ’ -

3. No other eiclusions, exemptions or preferences of any
’ I— ’ .

kind, no matter how meritorious.

K

- The data set forth herein is based on U.S. Internal Revenue
Service Statistics of Income Bulletin, Winter 1981-82,

Washington, DC 1982, and Adata from "Tax Notes", June .21, 1982,
Including capital gains, the Simple Tax will generate as much
revenue as the present system. Assuming changes in corporate

tax (see next section) and/or partial reporting by the underground
economy, the revenue generated by the Simple Tax could be far
greater, thereby reducing the pressure for "meat axe" cuts in
essential government programs such as Social Security.

r‘—‘_‘j —_ TS et
L .
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4.. All income, from whatever source, should be taxed. For

example, all capital gdins should pe fully included. .
§ - N .

n . N

Two Rates, when Combined with Social Security, Produce a Flat Rate;

“The twd-tiered Simple Tax is actually the only true flat
tax. Specifipa\ly,'virtually all wages and aalaries.”up to
$32,400, are subject~t6 the alm;;t sevenipercent\(G.?t) social
security tax. Thus, only by permitting a seven percent lowé;
rate (18%) for the first $50,000 can all incomes be taxed at

the same rate.*

Sample Impact of Simple Tax
The pmedian income of an -American family is $22,000.

Assuming a family of four, its tax, not including social security, ~

swould be $860 under the simple tax. Thus, the overall tax rate .

.

for a typical family would be just 4%, plus social security.

Under the Hoover Institution's flat tax, the tax woild be over

four times as m;ch ($3,960) . .** ,
‘Under the Simple Tax a family of four earni&g $50,000 .

would pay $5,900. Under the Hoover Institution's proposal it A

would pay 50 percent more ($9,000).

i o

* Fifty thousand dollars, rather than the $32,400 subject to

social security, is the correct figure since under the Simple

Tax all families of four, without regard to wealth, have the

first $17,200 ($15,000 plus credit value of two dependents) .
excluded from any tax ($17,200 + $32,400 = $49,600). i B

bkt Assumes no exclusions or exemptions.
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Under the Simple Tax a wealthy family of four earning

$250,000 would pay $55,900. Under the Hoover lnstitution'l

proposal, it would ﬁay ten thousand dollars less ($45,000).
For a milli;;aire, the Simple Tax, ‘compared to the Hoover

Flat Tax, would mean $63,400 more per year or $634,000 more over--. .

the next decade (5243,560 versus $180,000 per year under Hoover).

7 COMPARISON
_ Income for a
T Family of Four Simple Tax Hoover Tax

1. . $22,000 . $860 $3,960

{Median family -

income)

2. 50,000 5,900 " 9,000
3 250,000 55,900 45,000 .
4. Millionaire 243,400 180, 000

T($1 Mmillion per year)

Corporate Tax of 25%:

The League of United Latin American Citizens also favors the-

lowering of the present 46% corporate tax to a maximum of 25%.

However, all tax preferences and special credits should be
eliminated. The only exception\would be the exclusion of the ~
first $§0,000 in income from all but a nominal 10% corporate.tax.

In 1982; corporations will pay taxes of only $47 billion.
It is estimated that true corporate income, after climiration oé
all special preferencos and credits is probably between $400 and
$S00 billion. A 25% tax on $400 billion would produce revenue of

.
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$100 tillion, or twice the present amount achievgd!gxom the-

nominal 46% tax rate that, for example, permits banks to, on the

average, pay no corporate {ncome tax.*

Elininating Influence of 14,000 Lobbyists:
There are an cstimated 14,000 special-interest lobbyists in
washington, p.C, Virtually none of them are employed by the 95%
of Americans who earn under $50,000 a year ard pay over 90% of
all federal taxes. As a result, the tax system has increasingly
becone a rofuge for wealthy spcecial interests and a disincentive

for ecvnomic growth.
X .

The Simple Tax will mirnimgze, if not eliminate, the influence
of lobbyists éince any changes will be clearly understood by the
press and the public,

It is possible that the Simple Tax may not produce an

ediate reduction in taxes, Howeve;, its advantages:are
long-range and more funidamental to a participatory, self-

sufficient democracy. For example: ,

government should be right out in front of the people, not

hi‘dden behind an incomprehensible labyrinth of code clauses.

* It should be noted that in 1950 corporations and individuvals
each contributed an identical awcunt to the federal treasury

($17 billion). 1In 1982, despite the cnormous growth of

" corporations, their tax contribution was only one-sixth that

of individuals., (In 1982, an estimate® $47 billion will be paid
by corporations versus $299 billion by individuals.)

¢
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-- The majority of Americans would no longer be dependent

on outside assistance to understand and complete their most
important annual document. (Last year 52% sought such assistance

for their Form 1040s.)
-~ Those who can purchase Qashington DC's 14,000 lobbyists

to manipulate our system, without scruples or public scrutiny,
would no longer Jave an deantage over the 95 percent of Americans

who can't so do.

©

Impossibility of Understanding the Present Tax System:

The Internal Re¢venue Code consists of 1,764 pages and has 110
major categories of tax exémptions. In addition, there are at

least 44 separate forms that can be filed regarding individual

taxes. .

As a result of such complexity, billionaire Bunker Hunt,

‘§cc6rding to Fortune Magazine, paid less than ten dollars ($9.65)

in federal taxes during the years 1975-1977. Similarly, President
Reagan paid no federal tax in 1970 and his Attorney General
recently secured tax shelter deductidns three times the value of

his actual investment.

Reversal of Historic Role Between Social Security and Corporate

. '~ Taxes:

The present, complicated tax preferehce system has’ obscured

the fundamental change in the financial contributions of social

security, corporate and individual federal taxes. * .



Specifically, thirty,iears ago (19%0) goéial-;;éuzity taxes '
éontribugéd only §3 bil}ion to the federal-%reysury while corporate
and individual taxes each contributed $17 billion,

) foday; thisxrelatiopship has been totally'reveruedf d;spite
an absence of any publié discussion. Social secgurity’'s highly
regres#ive taxes will contribute almost(fouq times as much as

corporations ($186 billion versus $47 billion). And individuals

_will pay in nearly $300 billion, six times the corporate share.

© - Comparison of Contritutions to Federal Treasury

. Social Security "Individual Corporate
Year L Tar L Ll Tax e ... Tax
1950 $ 3 hillion $ 17 billion * § 17 billion

1942 $ 186 biltion _ § 299 billion " 47 billion

.
I f B

§gﬁator Bradley's Proposal: An Open Invitation to lobbyists:

. Se?ator Bradley's objectives in allowing some deductions
may be laudable. HoweQer, the allowance of even a few deductions
could open the door to other equally "laudable" and "necessary"”
exemptions., Within a few years, the tax code will be as
complicated as eJet.
In addition, it is &nélear how beneficial the mortyage

interest .and charitable deductions are.

Firstly, the group that will suffer the most, should charitable
deductions be denied, will be art collectors and art museums.
According to the I.R.S., it recenily investigated $72.8 million

in art deductions and allowed lecs than 2% ($1.3 million).

11-385 0 - 83 - 20 .
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w_Type of 1. ._Agent and Taxing the $600 Rillji

Dollar

Underground Economys, .

N

The cosplexity of the present tax*system-makes it impossible
for tﬁe Intcernal Revenue $erviue to effectively collect its taxes.
éo matter how many agents it hires, it will never be enough. oOnly
two percent of returns are audited and as mmuch as SQOQ biliion
(20% of aross nat A:wnal product) goes unreported,

The Sinple Tax will elirinate the need for a significant
nurber of Internal Revenue agents, thereby fulfill{ng President
Reagan's commitmgnt to reiuce the governsent's civilian workforce,

Most irportant, the Siple Tax will ' low thre ggrAvvnrn'“.v:-ng to
hire a ditferent tyre of rever e agent, e \‘ﬂith 1hvestigat ive

skd)lls rather than Yureancratic skills, since the only issue

will te reoportiag of jincoue,

In addition, under the Sirple Tax, the vast majority of
Arcericans will support taugh and effective tax enforcerent,
Therefore, tough jail sentences will be handled out by jurors.

And within a short period of tirme, the $600 biilion underground

econony, fearing a combination of effective I.R.S. investigators

and tough jm:ios, will beygin to surfacve and be subject to tax.

Six hunidred billion dollars taxed at 18% would produce $108

billinn in aiditionil tax revenue.
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Conclusion: "

Mcst Americans hunger to have faith~in;ang strongly desire
to deal honestly with gheir government. T?% Simple Tax system
in which 2&1 péy an understood and aéreed on fair share and no
cne is able to carve out speqial. inequitable preferences may
be a first s;ep'in restoring this faith and inteqrity.

Shakespeare's popular remedy for the ills of society, as
expressed by Henry'VI was, "The first thing we do, Jet'; kill
,all the lawyers." The Simple Tax‘could go well beyond‘this

by knocking off a few thousand acccocuntants as well,

L}




JOHN D. MARKS \

BOX 18514 ¢ SALT LAKE CITY. UTAH s4nn

. Octeper 4, L 3z .

Tne Honorable Robert Nole -

2213 Dirksen “enate Office Bidg.

Wasnington, D.C. 2.510 P
' - \

Dear Senator Dole: o

I understand you, as Cha.rran of tne Senate Fiaance Cownittee,
will bte holding hearings on establishing a flat incore tax rate.

I respectfuily reguest tnat you rake this letter public at tnat
tire and rake it an exaibit of tnose hearings.

l.-l.enclose & copy of an article entitled "A Froposal to £fiplify

Our Tax Syster” (Wall Str. Jr., Dec. 10, 1231), It is self-explanatory.

I request tnis prorosal be established as the basis for a fiat tax systet.
' 2. There are many so called syecial in{e}est LTOURS wWio will oprose .
a fiat inccre tax. May 1 suggest that tihe largest single "special Interest"
group is thoseof us wno as individuails pay our income taxes.

3. One of. the reasons given against a flat income tax will be that
deductions are the way clidAritatle, religious, and certain husiness sroups
(e.L. real estate) are supported. [his should Lot be treated us a viaple

- reason by coacsress, since congress itself unas already provided tae neans
to provide for the leritinate needs of such organizalioas. I sgeak of
tue tax credit. Ine tax credit is “irect and up=Tromt; uot tne surrepti-

Stious, Aifilcuit to understand deductions tuat uave -ade Lax iiars end
«cneats of <any otnerwise upstanding citiczens. -

Tax credits can ve issved at any jever tnuat con,ress desires to
incentivise . liowever, 18y I su-gest that tne upger +ialt of tue sun. of
all syca credits be no rore tnaa one-tuird of tne total tax ive.

In 177C “r. TnouAs Paiue wrote & series of articles entitled,
"Comron Sense' &i address to Imnabitants of Aterica. tay 1 judte and
rarapnrase. .

"I draw 1;; idea of the for. of (taxation) frow a jrideijal sn
nature whicn no.art can overturn, viz. that tae .sore sinple anylalng is,
the .ess liable jt is to®be disoriered and tue easier rerair when dis-

- ordered; and witl tais waxim in view 1 offer a few re.arks on tLue so
' inuch boasted (present iacu.e tax of the United States), [mat it was
noole for the dark-and slavish tines in wuica It was erected s grauted

.




«ees But that it is imperfect, cub ject to convulsions, and.incapable of
producing what it seems to jromise is easily deoastrated.”
It s unow tire Tor a flat tax. .

—_— . .

. .
. Ficase call on e _f you bel.eve there is a way I t.ay assist you
in frilemeating & fair, i.uived, 1lat Jacone tax.

Cordially yours,

il

Jotin D. MBrks

(dul) 27c-ive

Jdg gwn, i

¥of. Il w45 4 personal }ieasure to uear you when you visited Uial tnis
SaIer. * :
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MILLIKIN UNIVERSITY

DLCATUR. FILIINOTS
LIP AL TN

OFFIE OF

THE PHRESIDENT September 15, 1982

WRITTEN STATEMENT FOR INCLUSION IN PRINTED RECORD OF SENATE FINAﬁCE
COMMITTEE HFARINGS ON FLAT-RATE TAX PROPOSALS (September 27-29, 1982).

@lllikln University, Decatur, Illincis, has enhanced its position
in the fleld.of private higher education as a result of the philanthropy
of alumni and Yr!;nds. We strongly Lrge’that incentives for charitable
piving be preserved in any future changes of the tax law.

We do not oppose current proéosals for a flat-rate tax or simpiffied
tax system as long as those proposals allow a credit for charitable gifts.
The tax savings -- and hence the tax incentives -- would not be iependent
on a taxpayer's bracket, as fs the case for the current charitable deduc-
tion.. .

. Hflliiln University favors a credit of 502 of the nmouAt of tharitable
gifts. If this is not possible, a progressive credit could be allowed based
on a taxpayer's adjusted gross incgme.

To assure that donors do-not eﬁtirely avoid paying taxes by making
charitable gifts, a ceiling could be placed on the credit (simi{lar to the
current percentage of adjusted gross income celling for_the charitable
deduction). .

We also favor continuation of the five-year carryover rule under the

char{table credit system.

) \) .
/'fvy-, )l;/é‘, .
- J. Roger Miller
President -
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STATEMENT OF
THE NATIONAL ASSOCIATION OF HOMEAUILDERS
. Before The
COMMITTEE ON F1MNANCE .
UNITED STATES SENATE \
on

FLAT RATE TAX PROPOSALS

SEPTEMBER 28, 23 AND 30, 1982

Chairman Dole and Menbers o{ the Committees
The Hational Association of Home Builders (HAHB) is a trade
associatron represcenting the nation's more than 103,000 menhcts._ NAHHB
is pleased to present its vieWws on proposals to revise the individual
income tax laws. ’ ' ) ,
The popular perception of these changes it that they involve the
development of a single "flat rate tax." However, there are many
different proposals. some often i1nvolve more gnan a sinjle tax rate
and mov2 toward a series of lower tax rates along with elimination
of certain deductxons'and tax credits and a broadening of the tax
base., And, as Senator Dole noted in the press release announoing
the hearinys, the purpose of the hearings qoes beyond a review of
the flat rate tax and 1s an attempt to look closely ?t ways to

simplify the tax systen as well asHprovxde for greater tax equity.
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NAIB favors a tax code which 1s simple, which promotes ecomnonic ~
efficiency, and which is fair. NAHB is concerned about the impiica-
tions of comprehensive chanjes in the current tax law being recon-
mended in flat rate tax proposals. If sufficient time, study and
analysis s not jiven to.proposed changes, the end result could be a
tax system which fails to be simpler, more efficient, or fairer, than
the prescent law. . "

NAHB's position comes from a realistic assessnent of the current.
state of the housing industry and. the préspects for its future
recovery., Housinyl 1s in a scrious depression. The past sgveral

years have heen the worst years for housing production since World

“war [I. Housing starts and new home sales have been at rock botton
levels, Our membership, which represents the broad spectrum of the
housing 1ndustry, has declined by over 15,000 - members since lovember

of 1941, less than a vear ayo.
- The implications of this sitéatxon for the econony as a whole

. . —
are far-reaching, Housing creates Jobs and econonic 3Jrowth, Hofc
tnan 3,000 items are built 1nto one house. Steel, textiles, and
lunker, are all highly sensitive to the state of the bousing industry.
An ups<inj 1N housing has a positive ripple effect throﬁqhoﬁt the
cconumy, Conversely, a downturn e;tends negatively throughout the
rest of tnc economy.

It 15,'thetn{orc. 1mportant, fron 4 general econonic point of ’

view, that present tax incentives for housing be maintained and, -
verhans, even expanded, Major chanjes in the tax code which would
eliminate or curtail cur?onc incentives for honecownership would

contrihute to a decline in housiny o The chanjes would create
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market uncertainties and could drastically depress real estate

values, thereby adversely affecting investinent decisions nade
many years in the past i1n reliance upon tax incentives deeply
embcdiei 1n the tax code. .

The social i1mportance, as well as the econonic importance of
housiny, must be considered., Hdusing 1s more than a comnodity. It
is part of tne soc:al tabrxé of our nation., It contributes poOsi-
tively to tamily life and community involvement. It 1s a force
frr political stao:ility. A basic Sspxratlon of most Americans 1s
to own a none ani be adequately housed. Eiimination or diminution
of tav 1acerntives Jirected toward this American goal would have
advorse social and political coﬁsnjuences. )

NAHIE 1s, thereforc, oppose] to measures which would eliminate,
or reduce current incuntivcs for honcownership, rental hoising, and
real estate gnvestment, A would favor tax revisions to simplify
the tax code and provide murr 1incentives for savin)s and anvestmeat,

It urges Comyre=ss to move slowly and study carefully proposals to

establish a fiat rate tax or siriailar type of tax,

. -

1. GENFRAL DISCUSSIONT

Analysis of flat rate tax proposals should be approached from
the perspective of the extent to which the propos3als would simplify

the tax law, prosidr» for greater economic efficiency, and create a

.

fair tax code, ’ ..

Tne proponcents of the flat rate tax arjue that 1t would be a

nuch s1mpler tax systew., They point to najzes of tax returns which
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'taxpayers must File as well as the elaborate enforcement and adminis-
trative mechanism of the IRS as evidence of the complexity of the

tax law, The Hall and Rebushka proposajlyhas even gone so far as to
provide a one-page income tax return.

The arqument for the flat rate tax on grounds of simplicity |
should be exa;ined in jreater dectail, First, 1t assumes that for
nost 1ndividual i;come taxpayers completing tax returns 1s a comﬁlx-
cated matter. This is not the casec,.’ ﬁany taxpayers alrfrady take
the standard deduction and filing tax ret&rns is a relatively simple
nmatter of collectinjy information on waje withholdiny and filling out
a two-payo tax forw., Much of the compl?xxty.Ln the current systenm
18 for ;hase whe 1tenize, tax deductions and for'businesses who
presumably are capable of payinyg for ‘the cost of tax compliance.

In addition, flat rate tax proposals asiwell as measures which
involve a significant broadbninq 5( the tax base create complexities
of theilr own. CUnder current law, lncome subject to taxation 1s

derived in three separate steps, involving three sections of the

Internal Revenue Code.

First, tnere 1s "gross income,” wnich is defined in terns of 15
scparate 1tems of income such as compensation for services, interest,
rents, axvxdend;, and so forth, with the additional proviso that
Yincome" includes "incone from whatever source Jderived.," Internal
Reve nue todo; Section 61, ’The second measure of income is "adjusted

gross income.” Intcrnql Revenuée Code, Section 62. Adjusted qross -

v

&Q
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incorie (AGI) is ygross income less certain deductions, generally
associated with Lhe conduct.cf a trade or business. Important deéuc-
tions associated with housing wihich take place in arrxving'at AGI
inclulde depreciation on structures and the capital gains tax deduc-
tion. A final measure of income is taxable income. Internal Revenue
Code,.Section 63.. This takes into account 1temized deductions such
as those for home mortgage 1nlerest and real estate taxes. This is
tite final sum against which tak raies are¢ applied to compute tax
liabilities. . L.

.

Recausc the tax rates will be dramatically reduced under most

flat rate tax proposais, the current method of defining income will
plmostfcertaxnly have }o he gevxsed to broaden the definition of
incone. This basc-broadening\btocess will definitely lead to compla-~
cations, pa;ticularly in the valuation of 1tems considered to bhe
iAcgme, Fringe benefits, for example, would probably be considered

as par; of an enlarged ‘tax base. 'However, h;; does one value such
fringe benefits such ;s cnployer parking, free air travel for airline
employecs, and other fr{ngc benefits? Are frinje benefits to bhe valued
at employer cost or fair market value? The difficulties in valuation,
as well as the political unpopularity of taxing many normally excepted
frinqe bhenefits has led to a continuing moratorium on IRS fringe
benecfit requlations, This‘mora:orium, which the Congress first en-
acted' in 1978, was extended in 1979, and in 1981 and is scheduied to
continue thraugh December 31, 1985. T

In addition, an item often viewed as income in a comprehensive

income tax base 1s so-called inputed income. This would be income
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not received but imputed because of its economic consequences, For

o example, imputed incone would include the value of. rental income,

\)

Chxch"a homeownet .would receive 1f he were to pay himself rent for .
'the'usu of his home. .This i; an established economic concept, yet
its prabtiéal applxcatib&{is mind bogglinq. Can you imagine cvery

Aﬁﬁhgmgowner having to arrive at the rental value annually of His home.
This clearly would add greater complexity to.the“tax code. And, 1t
ceriaxnly would not bg a popular jitem with most‘tdxpayers.

Closely associated with the complexities of deixnxng.income. is
the uncertainty assocliated with the transition from one get of defi-
nitions to a new set of definitions., Current rules have been 1n

- existence since 1954 and the concepts are familiar to many in the
tax corwnunity, as well as gﬂe public. at large. Transitional problens N

e are bound to arisc if a new compreheasive tax_is created._  Uncertain-

ties would neced to be resolved bo&P administrétively and ultinately . ,
1n the courts. Thesg uncertainties would continue to perpetuate .
complications and tax qgamesmanship.
Another ﬁmportanb peint to remember is that many of the flat
rate tax propoéal; merely éoal with individual 1ncome tax rates,
Yet, i1ndividual income taxes are closely interwined wisn business
taxes, Most businesses are not incorporated. Income from a sole
proprietorship is reflected in the individual ingome tax return,
And, thq itens of partnershxp’:ncome and loss are flowed-through to
individual partners. Unless flat rate tax proposals deal with both
+ business and individual activities, the potential for endless con-

M . 1
flicts between whether or not the deduction could be taken as a

business deduction rather than an individual one will develop. This

- .
0
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again léaﬂs to more complications which wduld need to be resolved.
Another element often associated with tax simplification is its
thrust toward elimination of many of the currently allowed tax deduc-
tions. Yet, these deductions have been put in place'for a purpése.'
The mﬁrtgaqe interest deduction both rewards socially desirable-
benavior -- i.e. homeownership -- and allow a deduction against income
for interest which cﬁnsumers must pay. The medical deduction providés
a- safety net for pzrsons who 1ncur larye medical eipenseé th;ouqn no
fgq}t of their own. While Conyress would, in enacting a flat rate

tax, reduce or eliminate many tax deductions and credits, the pc;tonl

. tial for—addiiioaéit;oﬁplicati?ns during the congressional procesg
is ever preéautu Whlfe Congress may be tekin] away some tax deduc-
tions, it may be adding others, thereby lea%inq the final product nét

much different in terms of complexity than the current code. N

Economic Efficiency .

The proponents of the flat rate tax criticize the current tax

.

lav as heinqg econonically ineffigient. ' The theoretical foundation
for this view is a free-market system without economic distortions
of any kind, In this environment, investment de;xsions'would he mage
without concern for their tax conscejuences. Under tnls view, high
marginal tax rates cause economic distortions by interfering with
incentives for savinjis and investment and by‘divertan resodrces into
tax motivated transactions. -

In response to this view, 1t should be noted that any systen of
taxation will interfere with an fdecal model of econonic 3fficicncy.
Taxes, whéther they are a flat tax on income or a direct tax on con-

sunption, will be factored in economic decision-making,



savinis and lnvestrent nend

of the Economic Recovery Tax Act of 1941 was t9 encaddap savs

: 316
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to utxl}zc tux writc-off{s as investors in limited partnerships, the
Cwst U the typACfi real ustate prujoct, cl;her conmercial or resi-
denti1ul woulld 1ncrease substantially.

The need to broadens the tax base to accommnodate the rate reijuc-
tions assocluated with flat rate tax and otner tax rate deduction’
vroposals could nave a negative effect on other types of savings.
For p\%wple. one of the greatest sources of capital accuwrulation 1in
our nation 15 pension funds, which are tax~-cxempt. This tax‘a]vantajc
1s a powerful incentrve for savings. 1f the tax base were broaqdened
to tax curreat income from pension inveétments, a significant
source ot capital would be eroded,

Finally, the practxc;l‘oconomlc difficaltics associated with a
major change 1n the tax law should be carefully weighed ajainst any

theoretical adlvantage which may accrue. s

A flat rate tax would cause a rcadjustment of 1nvestront deci-

sions. Prior i1nvestmeat decisions, based upon an carlier St of tax

N
incentives would no longer be valid, Taxpayers have made infestnents

which utilize tax incentives 1n anticipation of the continuaXion of

__the current, ryles.. #itdrons of midirezincone families have HEOUT T _

homes ani £actored tne nortgage interest deduction anid the other tax

benefits of horeownership into their family budget. Repecal or moii-

fication of tnese deductions coul.d squerze family budgets to Ene \
hreaking poiint.  Honcowners with long-term mortgaje contract; could

not respond to a sudiden broadening of the tax hase. Real estate

valuus coull diminish, caeusing serious econonic dislocations and

market aisustrents, . *

11-385 D - 83 - 21 -
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one of the most vdcal arguments advanced for the
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Many middle income tax-

flat rate tax

1s that the current tax system 18 not fair,
ers perceive the flat rate tax as an opportunity to "soarn the

rich" who presumably have the advantajge of sophisticated tax advice

thereuy reducing taxes substantially,

The assumption bencath this view 1s that the current tax system

1S not, in reality, progrcessivé and that ihe rléh 2scape-paylin) their

A4
fair share of taxes.

1ts analysis for tnese hearings, the averaje tax rate increases pro-

As the Joint.Committee 9n Taxation indicated in

gressively as expanded income increases.

Studies by the MNAlB Econgnics Division confirm this result,

Table 1 demonstrates 1982 effective income tax rates for various

income leyels as projected for 1982,

FLAT RATE TAX VS. CURRENT TAX LAV - 1982 PROJECTIONS

Individual Incone
Income within
Levels Level

Below $5,000 s 17.5

$5-$10,000 98.7
$10-$15,000 162.8

| $15-520,000 " "183.2
$20-530,600 416.7
$30-$50,000 509.7
$50-5100,000  230.7
$100-$200,000 83.9

200,000+ _67.5_
Total $1,775.7

*(S BILLIONS)

** Current System

Tax

Liability

$251.4

TABLE 1

flat Rate
Effective Liahility
Tax Rate** Of Level®*
-0-3 $ 2.5
.5.6 13,9
8.9 23.0
10.8 26.6
12.5 59.0
14.8 72.2
i9.7 32.7
25.3 7 11.9
239 2.6
1472% §251.4

14.2

Flat Rate
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The data shows an increase 1n eEtectiQe tax rates for each higher
* level of income. The average tax rate for all taxpayers was 14.2%,

The data also shows that the primary beneficiaries Bf a flat rate tax
would not he low br, middle income taxpayers, but the rich. To achieve
a 14.2\ flat tax rate, the tax burden would shift substantially to
low and middle income tax#ayers, and 1f exemptions“were not provided
for low income taxpayers, they would experience substantxal_tax
increases.

The flat rate tax eliminates one important element of tax ejuity,
that is tax proqre5s1v1ty. Ability to pay would no longer be a
criterion for taxation. Instead, a‘hxghér proportion of disposable
income would be taken from low and middle income taxpayers under a
flat rate tax. This shift 1n tax burden would be on top of an already
flat payroll tax which accounts for almégt 30% of the féderal govern-
nent receipts in 1981. Individual 1ncome taxes accounted for over 45%

of governnment receipts during the same period.

11. SPECIFIC CONCERNS
This testimony does not attempt to catalojue all of the incen-

tives for hous}ng now i1n the tax code. Obviously, the most popular
incentive is the mortjage interest deduction. But others 1include
the rollover of gain on the sale of a residence, the exclusion from
capital gains tax of 5125,000 on tﬁe sale of a residence for those
homeowners over 55 years of age, the deduction for real estate taxes,
and the capital qgains tax provisions., In addition, tax incentives -
'fot housing extend heyond those which encourage honeownersﬁip.

Affnordable rental housing depends upon investment incentives,

——-partieularly depreciation. Each of these incenfives would be directly
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aftected by flat rate tax proposals,

The specific flat rate tax lejislation which has received the
most attention is the Gephardt and 8radley bills. These proposals
are not actually a flat tax but scvcrah:ﬁxmblexed projressive tax
rate brackets wﬁ}chAcould reach 28 percent., Certain tax exemptions,
deductions ani credits, such as sapxtal nains, percentate depletion
and the anestment tax cre;it would be eliminated. Deductions
would De permitted for huné mort-jaje 1nterest, charitable contrai-
butions, state and lncal 1ncome taxes, and recal property taxes.

NAHB comnmends Senator Bfadley anid Congressman Gephardt for

- recogniziny 1n thear proposal.thc social and econonic desireabllity

of preserving key tax Erovxsxbns for ho~e ownership, the de-luction
for mortgage 1nterest and rcal estate taxes. NAHD, however, has
rescervations about these bills, TFQ proposals could have a hijhly

nejative effcct upon hossing, Loth honcownership and rental housing,

.

- Fot exawple, the elirination of the capital jains tax deductioh
would have an aldverse effect on 1nvestment and would involve the

double taxation of the sane 11come -- once, when the incone 1s for

compensavion and second, when the income comes from cuapital savings

an} i1westnent,

In addition, whila the mortjage taterest deduction would be

retained, 1ts valuce would Do substantially diminished. At most, the

n1ynest marjinal rate would be 24 percent, makinj the desduction

wértn 2B cents four every dollar of interest spent,’ The effect on
homeownership of such a chanje 1s di1fficult to quantify, but obviously

"a home purchasc would be a less attractive investment because of the

e JOWeF—pptent lal-tax savainys. NAHM, thercofore, does not suppoxt the . .

Gephardt “iraldley proposals. -
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IT1.  CONILUSION.

. .
In conclusion, at a time when there 1s a newd tu encourad e

increascd housing production,.. loagesss -should be—looking At specific
proposals to encouraje housin) dﬁbelopment -=- sinjle family and
multifamily. A flat rate tax, 1n eliminating current incentives,

. coild only afvursely affect the housin) industry. NAHB would stronjly
oppose any cnanéo 1n these lncentives pursuant to cnactment of a flat
rate tax,

- HANB sharcs the concern of this Cemittece for tax siaplification,
efficiency and ejuity. Pather than a comprehensive change 1n the
tax systoem aé envisioned by nost flat rate tax proposals, NAHB would
urige the Co~mittee to look 3t incremental changes which would i1mprove
the operatinn of the tax system. Sone of these chanjes could have a
positive effoct upon housing rather than the potentially disastrous
effects of the flat rate tax. NAIB would he pleased to have the

opportunity to work with tnis Committee to achidve a sample, efficient,

and c¢jultable tax system.
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Mr. Robert E. Lighthizer

Chief Counsel, Committee on Finance

Room 2227, Dirksen Senate Office Buiiding
Washington, D.C. 20510

Dear Mr. Lighthizer: Re: Major Tax Refors Proposals

The National Tax Equality Associstion (NTEA) appreciates this opportunity
to comment on the important examination of altérnatives and proposed improvements
to our system of income taxation being conducted by the Senate Committee on
Finance.

This association was organized i1n 1943 by businesspen who sought an effective
means of expressing their concern about the tax-favored position of cooperatives
with which their investor-owned businesses were competing. Firms 1n the graino,
lumber, coal, feed, fertilizer, cotton and seed Indusiries are among those repre-
*sented by NTEA. Additionally, spproximately 1200 commercial banks subscribe to
the association's tax equality programs. .

In the press release announcing this hearing, Chairsan Dole 1ndicated the

.Cosmittee's preference for comment concerning the merits of the various flat-

rate tax proposals as well as the important question of whether all income should

be taxed without regard to the form of business organizatien. e
As this committee is well awvare, the flat-rate tax concept 1s nol new.

However, the sudden, recent surge in flat-rate fascination is unparalleled on the

tax policy scene. To determine the 1mpetus for this surge one needs only open the

Internal Revenue Code and attempt to logically move through the labyrinth of complex,

peemingly endless pages of rules, exceptions, credits, deductions and prefereaces. .

The greatly simplified approach to‘taxation engendered in a flat-rste tax
system 1s, for many, the map out of the tax maze.

While this association does not, at this time, specifically endorse any of the
various flat-rate tax proposals, we do encourage the dialogue sccompanying these
propossls and have for some time supported many of the goals pursued by the flat-

"rate enthusiasts. These serious discussions are long overdue, and we feel that

the goals sought can be achieved without a radical shift away from the current
progressive income tax systea.

The taxation gosls which the National Tax Equality Association endorses, and
which we would be happy tn work with this Cosmittee in developiag, include:

INCOME TAX NEUTRALITY--Our Tocome Tax Code has developed into a hodgepodge of
different rules and regulationy which act to differentiste the burden of taxation
according to 'various taxpayer characteristics. This differentisted tax burden is
inherently ecopomically inefficient.
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For example, the de;ree of taxation often is deter-lnzd by particular texpayer
activity or industry. New sctivities and industries are regularly spproached
because of their relative tax advantage, not decsuse of any contribution tv over-
all econcaic efficiency or market coasiderstions.

. Of even greater concern to competing businesssen is the favored tex trestment - -~
accorded some forms of business organizstion vis-a-vis alteinstive torms of
business organizstion. Common exemples include corporste taxation vs. sole
proprietorships vs. subchapter S corporations vs. partperships. One area of
differing corporate texstion witb which NTEA is particulsarly conlerned involves
the aresa of cooperative taxstion. .

Cooperative corporations today bear little resemblance to their predecessors
of S0 years ago. No longer do they coasist primarily of small groups of farmers
operating at the local level. Cooperative corPorations today are involved ia
what is casually termed "big business.” Nine cooperatives are listed among the
current 500 lergest industrial corporations in America. Three of these corporations
bold assets in excess of $1 billion.

’ Yet cooperative taxation rules continue to bestow what amounts to virtual tex
exemption on the cooperative entities.” The Joint Committee on Taxation estimates <
that the tax expenditure for the agricultural cooperatives slone will exceed $1

. " billion by 1985.
The co-op tax scheme is only one exssple of distorted tax policy. Legislation
(H.R.6378) has been introduced into the 97th Congress which would remove the special
tax status from cooperstives. The point being that piecemeal legislation designed
to schieve tax neutrality is difficult to enact. This Committee, and the Congress,
needs to recognize that tax neutrality, regardless of the form of business organi-
zation, sust be the primary goal underlying reform of our tax system.

SINGLE TAXATION OF INCOME, AS CLOSE AS POSSIBLE TO ITS SOURCE--The Economic Recovery
Tex Act of 1981 did much to ease the existing dias in the federal income tax laws
ageinst savings and tovards increased capital investment.

- The next significant step Congress can take to encourage increased 1avestment —
— - -{ovolves the repeal of the current-systewof double taxation of corpor. e earnings.

Our present system 6f taxation results in s tax at the corporate level when incomse

is earned and another tax on the same earnings when they are distributed to corporate

owners as dividends or interest on corporate debt. This double taxation acts to
reduce the individual's return on i1nvestment and therefore 1s a disincentive to

corporate capital investment

Business iacome should be taxed once--at the corporate level. Individual
receipt of interest, dividends and capital gains should be tax free at the
individual level since the earning activity (businesy operations) has alrcady been
taxed.
lthough most flst-rate tax proposals JAMO“L‘-l&a‘l“iouv€0~§010{fﬂh"ﬂ?ﬁk'““‘""”""—"'_-
- belxrvrl the sam& cdn be achieved within the present progressive systes. The

revenue loss which the Treasury would experience from repealing the double taxation

provisions would be compensated for by way of increased savings, investmeot and

reduced present consusption.
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CLOSING TAX_LOOPHOLES--As the Chairman of the Senate Col.nltee on Finance has

sug tsted, att 1ncc-e-produclng eatities should equitably share in lh\s nation's
taxation burden.

Because of the years of tinkering with the revenue code to achxeve perceived
_desired social gcals or redistributive i1deals, many potential taxpayers avoxd a
siguificant share of this tax burden

We urge Congress to reexamine the entire area of tax expenditures with an eye
towards eliminating many of the tax credits, exclusions and deductions curreantly
allowed. We recognize that there are a few tax incentives which may be necessary
to alleviate genuine economic hardship. These few incentives shoula be preserved.

However, elimination of the majority of the estimated $250 billion of tax
expenditures could pave the way towards improving the basic progressive income tax
system. Since many taxpayers have already taken the continuation of these tax
subsidies into long-range planning, a phaseout period will certainly be necessary.
NTEA will be happy to assist in developing the proper time schedule.

Qur tax system necds to be revamped, fairly and equitably. If the goals
mentioned above are reached, and they can be, then overall tax rates could be
further cut while the tax base would expand, creating increased tax revenues.

This association therefore urges Congress to first vork within the progressive
Ltax system to improve st--close the unwvarraoted tax loopholes, work towards true
tax neutrality, achieve a single source i1ncome tax--instead of working outside the
present system to change 1t.

Thank_you.
. Sincerely,

o s o

Ray M. Stroupe
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Total
Republican
Independent
Democrat

Under $15,000

$15,000 - $30,000 "

Over $30,000

REPLACK 'GRADUATED INCOME TAX WITH FLAT RATE TAX?
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X Don't Know/No Answver/

2 Favor X Oppose Neither
54 32 18
55 30 15
58 30 12
49 - - 38 e 16
53 29 18
5% 3 10
N1 o . 13

Question #2) Critics of the current tax system charge that it is unfair because it makes

or disagree with this?

Total

Republican
Independent
Democrat .

Under $15,000
$15,000 - $30,000
Over $30,000

. it more difficult for people who do not have a lot of money to make money. Do you agree

CURRENT TAX SYSTEM UNFAIR?
% Don't Know/No Answer/

2 _Favor 2 Oppose Neither

60 30 10

44 43 17

62 30 8
.69 20 i

65 ‘ 24 1

61 30 s

54 38 ‘8

Question #3) Do you‘thtnk 1t would or would not be easier for you to become financially
successful if you paid taxes under a flat rate system,somewhere between 12 and 19 percent,

than under the cusrrent income taxes? . * .. . . R,

EASIER TO BECOME FINANCIALLY SUCCESSFUL UNDER FLAT RATE TAX?

Total M

Republicans
Independent
Democrat

Under 515,000
$15,000 - $30,000
Over $30,000

2 Don't Know/No Answer/

2 Favor 2 Oppose Neither
50 28 22
50 28 22
b1 27 ‘ 23 .
48 29 23
Y 30 , ) 28 o
53 29 [
59 1A 15
.Methodology - /

This Market Opinfon Kesearch Survey was conducted by telephone with a representative
nationwide cross section of adults 1B and over at 1,200 cifferent sampling points vithin
the United States between September 10th and l4th. Figures for sge, sex and race were
weighted vhere necessary to bring thea into line with their actual proportions in the popu-

latton.

In a sample of this size, one can sav with 952 certainty that the results are within
plus or minus 3 percentage points of what thev would be 1f the entire adult population had

been polied.

This >tatement conforms to the pranciples of disclosure of the National Councli on

Public Polls.
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STATFMENT- OF

Sergeant Major C.A.) (MACK) McKinney USMC Retired
E;gcutive Director for Government Affairs
Non Commissioned Officers Association of the USA (NCOA)

MR. CHAIRMAN. The Non Commissioned Officers Association
of the USA (NCOA) represents the largest, single group
of active duty, reserve, and guard noncommissioned and
petty officers in the United State§ Armed Forces. The
Association welcomes the opéortunity‘to comment- on the
‘proposal to establish a single tax rate, and - hopbfully—
" to persuade this distinguished committee that such legislation
would not be in the best interests of the Nation, its
national defense, or the men and women who serve in its

-

uniformed services.

.

Reguiar Military Compensation

The current compensation system employed by the
. federal goveruﬁént to pay members of the uniformed services
is a unique one. In addition to a basic pay structure for
___grades and times-in-service (TIS), Regular Military Compensation ..
- {RMC) ‘involves the use of quarters (BAQ) and subsistence
(BAS) allowances, plué‘E'tEk‘advantage resulting from the
. receipt of these allowances. However, all service members
do not receive BAQ and/or BAS and, therefore, do not’ have
the tax advantage enjoyed by their comrades-in-arms.

Additionally, the Uniformed Services use a number of

7 Pt ANC AT THeERt ivés o TEWATd OF compensate .their members.
These include but are not limited to; special pays, hostile
fire pay, hazardous duty pay, flight pay, proficiency pay,
bonuses, and foreign duty pay.

Also available for the use of service members are
commissary and exchange store privileges; morale, welfare,
and recreation (MWR) facilities; medical and dental care;
low-cost insurance programs; and other considerations that

- may have a monetary value for those who participate.
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Finally, there are allowances provided members for
purchases and maintcnance’ of uniforms, family separation,
aécruod leave, travel and transportation, temporary duty,
and certain inconveniences and high costs involved with
assignments in the United States and overseas.

Such a system of remuncration probably is the best
method to employ when compensating individuals living in
an almost complete society of socialism. Uniformed
services pcisonnel-are the most socialized of all U.S.
citizens. They are on duty 24 hours a day and have little
movement that is mot controlled or semi-controlled by
the federal government. There should be no question as
to why the government continues to use the system it 5
employs to pay its service personnel.

Despite the basic socialism in the uniformed services,
individual compensation is regulated by many independent
or correlated factors, such as occupational specialty,
assignment (Quty and location), marital status, proficiency
on the job, responsibility, and specialized skills. Most
are used as a management tool to keep the services at
congressionally-mandated strenath levels with the best

qualified personnel at the least cost to the taxpayer. -

The net result is that two servicemembers of equal
grade and TIS may be drawing different pay checks. For
example, if one is not married, resides and eats on a
military installation, he or she receives a lesser amount
in his or her pay check than one who is married and lives
in family housing on the installation. The same applies
Z;hzggvgggm;hénqg-Héfriéd and resides in the civilian
commbnity. His or her pay check is greater than cither
the single member's or the one who is married and lives
on the installation. '
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Tax Bases

The current federal income tax method provides that
cash allowances given to servicemembers td augment costs
of housing and food are tax-free. The system assures an
equitable application of taxation since it provides that
personnel of equal grade and TIS will be taxed only for
their basic pay, plus any special pays, bonuses, and
allowances that are earned, but also available to all ,
under sxmllar circumstances.

Prior to July 1982, a sinéle servicemember earning
and entitled only to a basic pay of $1,000 monthly was
taxed $149.60 per month. A married servicemember with
one dependent, also earning and entitled to the same basic
pay, but also entitled to BAQ and BAS, had a withholding
tax of $95.80 computed on receipt of basic pay only. If
a flat 10 percent single tax rate is applied only on the
basic pay or each, both would pay $100 monthly in withholding
tax. On the other hand, should the married servicemember
have to pay the single rate on basic pay, plus BAQ and BAS,

his or. her withholding tax increases significantly.
: o

-—For—-example;—an E=5 (pay grade) scrvicemember with
10 years TIS eafned a monthly basic pay of $1004.40
(brior to Oct. 1, 1982). If married; he or she also
received a BAQ of $267.90 and a BAS of $135.00, for a
total monthly‘income of $1,407.30. A single tax rate of
10 percent would cost the married E-5 $140.73 each month-
$40.73 more than the single E-5 must pay.

Such a plan is counter productlve The services
have had to provide extra allowances in order for its
married perscnnel to pay the higher costs for housing in
the civilian community. To now tax these allowances
thfough the individuals who are in receipt of same, will
force the uniformed services to seek greater increases in
BAQ, BAS, and Variable Housing Allowances (VHA} to offset

the loss in taxes.



MARITAL
STATUS/
EXEMPTIONS

angle}l

Married/2
Married/4
Married/4

’

. . .
Chart No. 1 cdepicts the disparities and 1mequities -
that a single tax|rate of 10 percent will cause within
2 single pay grade (E-5) under the circumstances noted.
! .
CHART 1 .
. PAY GRADE E-5
‘ {To nearest $1.00}
)
' !
| t I | 3 v loi
'ANNUAL JANL 1 10% W/ANNUAL 0% w/ —av
BASIC 1938 TAX BAC & TAX 1 §1,%20 énxc
PAY 1/ TAX 2/ [ RATE BAS RATE EXEMPTION &/ o
Bt £ i
wS
$12053 31793 $1205 $ 3 31265 51,9%¢C $L10% gg
. .
$12053 S50 “51205  .s4R:s $1£89 $2,200 $.3879
S120%93 ~ S BZ3 151203 $4535 51€89 $4.02¢ 51289 /
$12053 $ 829 leiang v ogeyg 3 §1TZ1 54,090 $3321 (
1/ - Effectave Ornli, 1981
2/ = Federal ax Manthly withhnlding Table 4
{(Wage~-8racket reiPorTaLning 20 Iacoms Earmed pricr %o Ly 2800 - N
{Courtesy sfermed Services Almanac s .
3/ =~ Also :nc Fort Leavenworth, KS- 526,79 monthiy~effecs v
’ O, i, ey nf 1982 Uniformed Services Almarast
.
4/ = If allow ale tax rate leglisiat:on
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s

what~occurs with a singlg tax rate is a reversal in
the current sysfcm. Married'servicemembérs will either pay
as much or more than the single taxpayer. Even if the proposal
should provide for a nmonetary value lo be applied to the
"in-kind"” quarters and subsistenceé given the single E-5,

: there would be little, if any, equity in the application. The
federal government pays much less to house and feed single
servicemembers. It would be unfair and indiscriminate to

i piace a value on "in-kind" allowances for single members .
at the same rate as given in casﬁ to married servicemembers.

Another Reversal

. The single tax rate proposal also has another ineguitable
ingredient for servicemembers. Junior personnel whd are
married will pay a higher proportion in taxeé while senior
personnel will pay less - with or without cash or "in-kind"
allowances credited to taxable income (see Chart 2 below).

CHART 2

{To nearest $1.00)

PAY ANNUAL W/DEPENDENT JAN 82  10% 10%
GRADE/ BASIC ALLOWANCES TAX - TAX TAX
TIS PAY . (BAQ/BAS) 1/ BASE 2/ RATE 3/ RATE 4/
E-5/10 yrs $12053  $4835 $1150 $1205 $1689
E-8/26 yrs $22828  $5706 $3505 $2283 $2853

1/ - Married W/ 1 dependent

2/ - Federal Income Tax Monthly Withholding Table
(prior to Jul. 1982)

3/ - Withcut dependents allowances

4/ - With dependents allowances
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Eguitable Solution

To be as fair as possible, the uniformed services
would have to change their current compdnsation system to
a salary base ~here c¢veryone in the same grade and TIS,
married or single, receives the same wages (i.e. - a program
similar to that employed in the civil service system) .
However,_it is estimated that a conversion to a salary plan
would cost taxpayers an estimated $4 billion the first year.

~ Since it will be fiscally irresponsible to adopt a
salary system for the uniformed services, the Non Commissioned
Officers Association must go on record in opposition to a
single tax rate proposal. Under the current system employed
by the uniformed.scrvices there is no fair or equitable
method to dqterhine the monetary’value of each servicemember's
total compensation package. Thereforce, a single tax rate
would be equally as difficult to apply to a servicemember's
total “jncomé” for the purpose of taxation.

Over the past few years th;;o has been a str;ggle in
Congress to recognize the pay congression suffered by
uniformed services personnel in the 1970s. Comparability
‘with the civilian sector has been the goal. Surely, the
very same Congress that géve servicemembers that comparability
is not ready to jeopardize its positive action by endorsing

a negative proposal such as the single tax rate.

NCOA predicts that the adoptidn of such a proposal
will adversely affect recruitment and retention of qualified
and skilled personnel for the uniformed services. It, therefore,
urges Congress to reject a single tax rate for the uniforred -

services.



Te{kimcny of Brian G'Connell N .
President
INDEPENDENT SECTOR
N, . .

Summary of Testimony -

.

INDEPENDENT SECTOR does not take a position cn the tax structure itself or the

restructuring of it, but we do argue that any revisions must not eliminate the

. “~ A} c.
charitable contridbutions deduction. LY

Historic recognition of the importance of voluntary'assoéiations and private
charitable~aé@ivity through s?ecial tax treatment, has deep roots. Over-the
last 200 years: qovernment at al)l levels in the United States has used -tax
legislation as a means of encouraging thé activities of voluntary associations. -

- »” . .
In addition to proxjding basic services, voluntary associations serve tie funda-
mental principles’of'a democratic society. The pluralistic character of American
voluntary associations exemplifies the spirit of free participation and constijutes

an essential manifestation of the democratic process.
)

There is mounting evidence from research that the amount of an individual's gift

to ;FE(Qty is influenced by the tax deductibility of that gift.

v

4
Research by Feldste'in and Taylor indicates that eliminating the charitable deduc-
tion would h;ve reduced total giying in 1970 from $17.3 bridron to $12.2 billion,
a decrease of 26%. ’ . 7
L4 :
Based on this and other studies, it is likely that elimination of the contributions
qedqction'you1g.reduce individual giving by at least 20% or a loss of more than
$8 billion a %car.
= 4
- 11-385 0 - 83 - 22 ’ Q—._‘-
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My name is 8rian O'Connell. [ am President of INDEPENDENT SECTOR, a membership
organization of 425 national voluntary organizations, foundations, and corporations
which have banded together to strengthen our national tradition of giving, volun-

teering and not-for-profit initiative.

Our Voting Members are organfzations with national interest and impact in philan-
shropy. voluntary action and other activity related to the independent pur3u4£’of

the educational, scientific, health, welfare, cultura) and religious 1ivks of the
nation. Fhe range 9! members include the American Heart Association, United Negro
Co11e§e fund, -National Council of Churches, Council on Foundations, American
Association of Museums and General Motors. The common denominator amona this diverse
mix of orq}nizatiéns is their shared determination that the volyntary impulse shall

remain a vibrant part of America.

The INDEPENDENT SECTOR does not take a position-on the tax structure itself or the
. .

restructuring of 1t, but we do argue that any revisfons must not eliminate the

4\

To remove that deduction would sfgnificantly undercut a part of our society that

charitable contributions deduction.

public poligy. including tax policy, has sought in.every conceivable way to encourage.
from the earliest beginnings of our country, a deliberate efforg_has/fgen mide to
encourage private inftfative for the public qood’and to promote and sustain the
voluntary institytions through which the nation does so much of fts public business.
Those coastious efforts included the property tax exemption and, yhen the modern

day Federal income ‘tax was adopted, the charitable contribut‘ons'deduction. To
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reverse that direction now -- for whatever intended good purpose -- would dan-
gerously overlook the larger value to this society of our unique degree of

voluntary participation.

None of this is to suggest that tax fncentives are the major factor in this country's
{mpressive record of volunteering and giving. However, because we have so_chertshed
those traditions and those forms of civic behavior, we have constructed even our

tax system to enhance them, A flat tax or a value added tax or any other kind of

tax wil) not destroy the willingness of Americans to give of themselves for the
Targer good. But, any tax restructuring that eliminates the charitable deduction
will Suddenly remove one of the ways this countr} has found to enhance giving. The
resulting decrease in giving will move u; away from the very kind of society we've

determined that we want,
Historic recdﬁnition of the importance of voluntary associations in private chari-
table activity through special tax treatment has deep roots. The famcus Statute of

nd during the reign of Elfzabeth I and early

\fharitnb}e Uses ua;‘enacted in £
American Colonists brought ghe tradition qf tax support with‘them and incorporated
it into our laws. Custom ahd common understanding supported the practice of not
taxing income given to charfty even where no specific legislation existed. Over Ehe
last 200 years, government at all levels in the United States has used tax legisla-
tion as a means of providing support to the activities of not-for-profit voluntary
associations. t, ’

s
The base‘gggg_ggigt~gngzgggnt sgpport for voluntary associaticns rests is very stronq.
Both historically and in the current perfod, not-for-profit endeavors have provided
critical services to our society both as organizations addressing essential human
needs and as associations furthering the basic principles of democ}acy. From early

community and church efforts to relieve the suffering of the poor and the sick to
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today's partnership efforts in which the Federal Government and private voluntary
agencies jointly provide essential human services, charitable contributions~from
individuals have provided an essential form of support. guch cqntributions con-
stitute a resource freely given to sustain activitiesfuhifh are;ththnspanstbils&y_._A
of government. Private philanthropy in support of parks, education, and essential
human services relieves government of significant expenditures in these areas of
public responsibility. Gifts of this kind clearly constitute activity in the public

interest and in support of public policy.

In addition to providing basic services, voluntary associations serve the basi£

principles of a democratic society. The pluralistic character of American volun-

tary associations exemplifies the spirit of free participation and constitutes an

;ssential miglfestation of the demOcrat1€ process. Citizen participation as volun-

teers or donors constitutes a constructive act of cit;zenship and is an important

form of individual expression. Voluntary associations provide opportunities for
Findividuals to take active responsibility for the quality of life in their communities
and their nation. Finally, voluntary associatfons play an {mportant role in seeing

that government lives up to.i;s responsibilities. Through manitoring, advocacy,

and caréful stewardship of our constitutional freedoms, voluntary organizations

serve all Americans.

The value of voluntary association activities to our society has long bggn recognized

by the granting of tax exemptinns in ore form or another. By 1894, the practice of
_gra&tinq tax exemptions in fivor of religious, educational and charitable institu-

tions was virtually universal among the American states. The charitable contributions

deduction for individual gifts was first enacted by Congress in 1917. This action

provided a clear indication of the value placed on voluntary not-for-profit organt-

zations and institutions in our society.

/
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Tax exemption as a means of support has much prececent behind it. Significant
arguments in favor cf this form of government participation can be made in terms
of cost effectivencss and incentives for Significant discretionary giving. An

arqument could be made that in cases where individual charitable contribytions

are made in support of activities which goverament would otherwise have to pro-
vide, a tax on such gifts would constitute a penalty on tnose who elect to sub-
sidize government, Rather than viewing a charitable tax deduction as revenue

foregone, we suggest it‘shou?d be viewed as a voluntary extra payment in support

of the social good.

If charitable contributions are viewed as discretionary expenditures 1n'suoport
of the social good, |ncentives>to give, especially in significant amounts, are
clearly desirable. wWhile altrﬁism 1s the most important basts for almost al)
charitable qiviné, there is little doubt that the tax incentive plays 3 signifi-

cant role 1n determining how much money people can give and do give.

Previous surveys commissigned by INDEPENDENT SECTCR and undertaken by the Gallup
Orqanization made clear that the availability of the tax deduction does not
influence the number of gifts an individual makes. However, it does 1nfluence
the size of those gifts particularly for indivrduals who use the charitatle
deduction. Those studies show that in every-income bracket, itemizers gave
significantly more thas nonitemirzers. On the average, itemizérs gave 2 1/2 to

3 times the nonitemizers’ amount.

Or. Martin Feldstein, Harvard economist and President of tne National Bureau of
Economic Research, stated in 1980 testimonyrbefore the Senate Finance Committee
that his research clearly demonstrates, "“the deduction of charitable contributions

in the calculations of taxable income lowers the 'price’ of giving and stimulates
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increased amounts of giving." He went on to point out that there would be a

substantial dr¢p in charitable contributions ff they were not tax deductible.

In an article "Income Tax and Charitable Contrfbutions" (Econometrica, Vo), 44, _.
Q2°8 MOTACDuRIONS

No. 6 - November, 1976) Feldstein and Taylor stated "Consider first the implica-
tions of completely eliminating the deductidn without substituting any other
provision that epcourages charitable giving. The simylation indicates that this
would reduce total giving in 1970 from §17.3 billion to $12.8 billion, a decrease
of 26 per cent. Eliminating the deduction also increases total tax revenue by
$3.5 billion. This implies that the current deductibility induces $1.29 of addi-

tional charitable giving per dollar of revenue lost.”

INDEPENDENT SECTOR has commissiored an immediate analysis of the impact on giving
of the various "flat rate tax” proposals now before Congress and we will submit the

results to this Committee just as soon as they are available.

Based on previous studies including Feldstein and Taylor, it is likely that elimi-
nation of the contributions deduction would reduce individual giving by 8 teast

20% or a loss of more than $8 billion a year.

Beyond the dollars, there {s a vast multiplier effect in terms of what the sums
do to further enable and involve volunteers. Thus the loss of $8 billfon would
have ramifications and reduce service and voluntary activity into the scores of

bi11ions of dollars,

Yoluntary organizations supported by charitable contributions are indispensable

to our way of life.
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--They provide many services at little or no cost to their constituents
which would otherwise have to be provided by government at full cost
to taxpayers.

--They can and do espouse unpopular causes, minority viewpoints, and are

free to fight inequity and injustice. ’ .

--They engage in activitie; which, under our way of life, neither the pro-
fit sector nor government should get into.

--They promote “watchdog" functions such as monitoring business and govern-
ment, which can be performed best by nonprofit groups.

--They are free to explore, to experiment, to innavate, to try - and tn fail.
Many of today's essentfal government functions are yesterday's volunteer
innovations. Public schools, for one example,

--They have been responsible Tor virtually every significint social change
n the past century. Théy include the abolitionists, the popultists, the
Suffra;ettes. those who sought legislation against child labor, the civil
rights movement, the environmentalists, consume* groups - all these and

many more.

_ The action of Congress in 1917 to provide for the charitable contributions deduc-
tion was a clear tndication of our determination as a society that we wanted to
find every conceivahle way to encourage pluralism and maximum possible involvement
of citizens in addressing their own problems and aspirations. Passage of the
Charitable Contributions amendment just 3 little more than a year 3ago, which again
allows all taxpayers, even those who use the standard deduction or short form, to
deduct their contributions, was a recent’and further indication of how essential

tt is that Americans be encouraged to support the causes of their choice.

e em—
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We are keenly aware that authors of some flat rate tax proposals believe that it
is a contradiction to their aims to make any exception. As | indicated in the
beginming, we do not pretend to be experts on the tax structure itself, but we
do know what the availability of the tax deduction has meant to the kind of society
we have fortunately become. Thus to the extent that any such tax restructuring fs
given serfous consideration we argue for an exception for the charitable contribu-
tions deduction. This deductinn is totally unlike—al1 the other deductions which

primarily benefit the individual. The contributions deduction benefits society.

Therefore, we cormend the proposal of Senator William Bridiey (D-NJ) and Congressman
Richard A. Gephardt (D-MO) in S2817 that would retain the charitable deduction,

We're also encouraged that legislation introduced by Senator George Mitchell (D-ME),
$2887, would also retain the charitable deduction. Even these proposals however )
could result in a great 1oss to charity. Any flat tax that reduces the average tax

rates now in use will have that effect.

[f we rcally believe that pluralism js important in our society, then it is exceed-
ingly important that we be searching every possible way to encourage just such
behavior and certainly should not inadvertently adopt measures that would shrink
this increasingly important part of our national life. We therefore urge Congress
to exclude the charitable contributions Jdeduction from any consideration of tax

restructuring.
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STATEMENT FOR SENATE COMMITTFE 0N FIMANCE
e

by - -

Fred W. Peel, Visiting Professor,

Marshall-Wythe School of lLaw
College of William and Mary

.

The purpose ‘0f this statement is to comment on proposals for a flat-rate
income tax and for conversion of th'e fncome tax to a consumption base tax, and
to suggest an alternative program for improvement and simplification of our

present Federal .income tax.

The Flat-rate Tax

Adoption of a fl rate for the income tax could achieve sim;;llflcatlon in

some areas. The flat rate would eliminate the complexities, and the accompanying
:discrimmtlcﬂs; taused by 'th; present gsystem's different treatment baged on
marital status. Under a flat rate the singles no longer Houl‘d be discriminated
l_gllnst as compared to married couples of whom only one spouse has substantial
incore, and married couples both of whom have substantial incomes ng longer ,
vould’ be discriminated against as compared to single taxpa_\}en. "I'he deduction for
two earner married couples no longer would be necessary.

A flat rate also coul'd eliminate the complications now caused by different
treatment of capital gains and losses. It would be surprising, however, {f all
the proponents of the flat rate really intend that long term capital gains be
taxed at that rate.

A Eiat rate tax cululd not eliminate literally all ‘deductions, though that
claim has been made for it. ?or example, {if deductions were to be dented 'fot
wages and salarfes paid in the service industries, rent 'paid on business prem-
ises, and adverti{sing expenses the tax, even at a relatively modest rate, would
be in excess of 100 percent of profits for many businesses. And deductions must-.be

allowed for depreciatisn, or some capital cost recovery alternative, to permit

. taxpayers to recover their investments in machinerv and equipment. With these
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and other business-related deductions remaining in the tax asystem, many of the
hopes for simplification through a flat rate evaporate. And some of the
projections of large revenues from a low flat rate also disappear.

Realistically, enactment of a flat u;eAui could be accompanied by
elinination of the deductions allowed by present law that are not related to the
measurement of profit, or net income. The principal examples are charitable
and religious contributions, medical e@enses. and casualty losses., The Tax
Eqoity and Fiscal Responsibility Act of 1982 already has reduced substant{ally
the revenue cost of the medical expense and casualty loss ceductions.

The {nterest deduction, insofar as {t involves interest on loans to finance™
pera;nal consumption outlays, frequently {s targeted as a personal deduction

that should be eliminated. Some i{nterest expense, hovever, arises from business

’I?{a’ﬂfaﬂnq' loans to finance income-producing investments. If a person has

debts and has made expenditures for persuvnal consumption assets and for income~
producing assets it is not logical to attempt to trace to determine if the motive
for incurring the debts was personal consumptfon or {ncome production.

Even {f it were possible to isolate part of 1nteres;t expense as personal .
expense, denfal of deduction for this interest would discriminate against these
taxpayers as compared with persons who can afford to use th‘eir own funds for
personal consumption outlays and thus achieve tax-free imputed income from
use of the personal items they have bought. In the context of home loans, the
chief con‘tponent of persc;nal interest deductions, the effect of denying the

interest deduction would be to shift the present point where discrimination occurs

(home owners over renters) to discrimination against persons who owe money on

their homes as contrasted with person who own their homes outright.
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The beég chance for a flat-rate tax to recoup revenue lost through sub-
sticution of a lower rate would be through reaching income now exempt or deferred
indefinitely. Hunicl;bal bond interest {s an obvious example. Prnk;ably/a

much bisger po:ential for revenue would be by uachins the income thnt es'-apes
“current taxatlon through contribuélo;\s to penslon and profit-sharing plans and /
through the exemption of the investment earnings from the funds that have beer‘y
contributed to the plans. This potential revenue source includes pension
plans for the self-employed and IRA's as well as employee benefit plans.
Shift!né from progressive tax rate schedules tn a flat tax rate might
’ provide an excuse to n.ake drastic changes in the tax system--changes affecting
personal deductions (and perhaps some business deductions) and income that i's/
not presently taxed. If these changes are desirable they can be made without
adopting a fYat-rate tax. A flat-rate tax is intrinsically unfair because tax-,

payers with higher incomes can afford to, and should, pay higher tax rates.

The Consumption Tax

A consumption tax as a substitute for the present ircome tax could take
either of two forms: an excise tax burdéning retail sales (either directly or
step by step through tha stages of production under the Value Added Tax variant),
or a tax based on reported income, with deductions for investments that are .
cc:nsi_dered savings so as to arrive at a consumption base. The consumption tax
in ei:ther'mode is regressive. The smaller a taxpayer's 1néone, the~ smaller the
share of that income he can afford to save, so a tax based on consumption will
take a bigger share of his Iincome ‘than {t will of larger incomes.

Furthermore, the approach of converting a tax that starts with reported
income into a consumption tax by deducting savings has the additional disadvantage

that taxpayers with sufficient previously accumulated wealth can qualify for

the deduction for "savings' while still maintaining consumption levels equal to
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their incomes. They can 1ccomplish this by swi avestments
into deductible savings ftems. Alternatively, they cdn save part of their

{
current incomes and compensate by simultaneously cashing in their prior

{nvestments to maintain personal consumption levels equivalent to their

current {ncomes.
By a curieus circular logic., cénversion of our income tax into a con-
sumption tax oftenis justified on the grounds.that the income tax already has
become, in large measure, a consun;ptlon tax. AAnd it is .true that savings, or at least
shifts into deductible or excludible investments, already do reduce our {ncome
tax base drastically. The most spectacular examples are the deductions or exclusions
for ctntributions to pension and profit-sharing plans, both for employees and
for the self-employed. The same result of shielding saved (and invested) amounts
from tax is achleved by the excess of the ACR deductions for newly-acquired
depreciable assets over an‘y reasonable estimates of actual depreciation.
The fact that the income tax is being converted gradually into a tax only
on persons who cannot afford to save or whu have no investments to switch to
deductible savings is nol:: however, a good Tason why the process should be
endorsed and accelerated. On the contrary, the process should be reversed. The: ™
tax base should be restored so that it measures income fairly for all instead of-
penaliizing those who have no cholce but to consume current inccae.

Senator William Borah, speaking in the Senate 70 years ago, said, "No man

should escape entirely his contribution to the Governmenc,‘ It is not only a duty,

but it makes him a more vigilant, thoughtful, {Atef€sced cltizens -On the other- - _.

hand, it i{s manifestly inequitable and un\jusc that consumption should bear all
the taxes, for this is to compel the man of sm2ll means to pay almost, and some-
tinmes .huite; as much to the Government as the man of great income.'" Those princi-

ples still are valid today.
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An Alternative Program

If greater equity in our income tax system, and a significant reduction

in {ts complexisy, are desired, these goals can be achieved. And thev can be
achieved without resorting to either a flat-rate tax or a consumption base tax.
Our income tax M been movtéh away from equity and simplicity, however, and it
will take a radical program of revision to reverse the current trend. My pur-
pose he:re i3 to suggest such a program:

The following propesals will not make the Federal {ncome tax simple. In
our complex economy the tax could not be made simple without sacrificing basic
principles of faitness. The proposals made here would, however, eliminate un-
necessary complexities and, in the process, nake tﬁe tax fairer than it is now.
Alsc, taxpavers sho.ld be able to anticipate the impact of the tax more accur—J
ately and, if the taxpavers are economic beings, that should lead to a more

efficient allocation of resources. The suggested alternative program is"ég
.

follows: .
l. Revise the indivicual tax rate schedule by dropping the présent
system of naTrrow te brackets and substituting three broad rate
brackete——1low, me. itum, and high.

As an example, the tax r;teg ggght be 15% on the Ei:sg 815,000, -30% on --
the next 355,060, and 50% on the excess over.Sa0.000. The rates mentioned are
only for illustration. Actual rates would be set co;sistent with revenue needs.
The only.constraint {s that subsequent proposals require that the tax rate on the
income of corporations, trusts, and some estates be equal to the highest rate

imposed on individuals. The present top rate for individuais of 50% would be

A .
- feasible In this context.
e vo i ot oo b A BT TR i e 2 e

g o 1 i
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Given the lack of precision in measuring taxable income and thg numerous
exceptions in the tax law, the present narrow rate brackets give a ialse
illusion of precision. Rates that vary by only a few percentage points from
bracket to bracket do not reflect with such precision the marginal tax rates on
economic income for most taxpayers. For example, even a low-income taxpayer
vho‘ovns his own home 1s taxed on a sigaificantly lo:er mirginal rate on real
income than is a renter with the same salary.

With only three tax brackets, most i{ndividuals would know what their mar=-
ginal tax rates would be for the year and could make informed economic decisions
accordingly.

2. Apply the same tax rate schedule to each individual's income, regard-
less of marital or head of household status.

This proposal would solve the problems of tax rate discrimination against
unmarried individuals and also against married couples when both husband and
wife have substan.tlal incomes. Earned income would be taxed to the spouse who
earns it {n community property states as well .“ in common lav states (as is
done already in applying the tax on self-employment income). The.spouse who
owns an investwent would be tazed.on. the iavestment -income. MAYYT1ed couples in T
community property states might be considered as having some advancagé over
those in cdmmon law states under such a system because of the splitting of in-
vestment‘inct;me from community property, but cogples i1 common law states could
redress the balance by equalizing their ownership of investment assets by in;er-
spousal gifts. Joint returns still would be permitted as a convenience to

married couples, but they would be practical only in cases where the resulting

oablad tion o' F ~itcomes wouldnot 1m'nighmr'ﬁif“tux Tate.

The need to get away from the present system of taxing f'amily units is

becoming urgent because of two trends. First, more wives are working and,
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with lessening pay disc¥fmination against them, situations are becoming
increasingly frequent in which the {ncomes of wives approximate those of their
husbands. The second trend 1s a social change: there is increasing willingness
to forego the formality of marriage, so a perceived tax di;crlm{nltlon against
mn(iied couples if each has income may significantly 1educe the number of
marriages.

The deduction for two-earner married couples, enacted fn 1981, 1s 4 crude
attempt to equate the treatment of couples having two {ncome with their single
counterparts, but it i{s not a satisfactory solution because it exempts some
income from tax entirely.

3. Eliminate the zero bracket amount and reingtate the optional
standard deduction as a percentage of adjusted gross income.
.

The zero bracket amount attempts “co accomplish two things. First, {t
sets a floor on taxed income for low-income taxpayers and, seccnd, it provides
a substijute for itemized personal deductions from adjusted gross income. The
consideratfons that dictate the size of a low-income floor on taxable Income
are not the same as the considerations for an optional deduction in lleu.of

,_,‘__Lt.ﬂlind_vﬂlaonal.dgwion&.. The optional standard deduction was desfgned to
relieve taxpayers and the Revenue Service from the complexities of calculating,’
substantiating, and auditing small persqnal deduction items such as charitable
contribugions and non-business interest deductions. If the amount of the op-
tional standard deduction {s held down to an amount considered appropriate for
outright exemption of low-income persons, tt-will not simplify the returns of
nlddle-income.taxpayers. Rather than dispensing with the optional standard

deduction as _a percentage of adjusted gross income, it would be advisab}g;lfl

set a high cefling on’ 'the deduction—still limited, of course, to a Tixed per-

.

centage of a‘justed gross income.
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4, Eliminate the different tax treatment now provided for capital,
gains and losses.

It is proposed that gains from sale or exchange of capital assets and
section 1231 assets be treated as ordinary income, and that losses - from sale or
exchange of capital f.sset's and section 1231 assets be'treated as ordinary losses,
eligible to offset ordinary fncome dollar for dollar.

Adoption Jf this /proposal wouid permit sweeping stapliftcation of the tax
law, Professor Boris Bittker has called the differeptial treatment of capital
gains and los'ses' "perhaps the s-!ngle most complicating aspect of extsting law."
If capital gains and losses are treated like other gains and losses, separate
capital loss Vcarryover rules would no longer be nec;ssarv; separate computations
for section 123] assets would he dispensed vith; section 1245 and section 1250
depreciation recapture coqu be eliminated; the problems in defining capital
assets would become immaterial; and capital gains need not be treated as tax
preference items for the minimum tax. In the area of corporate-sharetolder

relations, the collapsible corporation provision could be repealed. Further-

more, the taxpayer-Revenue Service struggle over tax-avoidance efforts to trans-

nute ordinary income into capital gains would be over.

5. Repeal the tax credits designed as business incentives and replace
them with direct transfer payments outside the tax svstem.

Nejther the f{nvestment nor the varicus other incentive credits is
relevant to the measurement of taxable income or the determination of tax li-
ability. Proposals that the investment credit be made "refundable' recognize

that the credit has no necessary connectioh with income tax liability. A re-
-~

fundable credit ‘would be remitted tu an eligible investor--as a direct pavment

when the ¢redit exceeds current 'fEESE‘é”(S;"’i’f‘aKﬁT{{.

The refundable credit is logical. There is no morc reason to reward a

.
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business for investment in depreciable personal property if the business has .
taxable income than to reward a business that makes an identical investment but
has a8 net operating loss.

Also, thée present investment credit {s a clumsy tool because {t has only
one rate for rewarding all assets with useful lives of seven years or more.
.. Thus, & taxpayer investing,in assets wAth Seven-yesr lives s Kevasded wish the . . .
{nvestment credit three times as often as a taxpayer with asgets that are -
replaced after 21 years. And, because thé credit is nor limtted to tncre]untal
investment, the reward has to be paid for investments that needed no incentive

and would haye been nade to replace old assets in any event.

6. lmpose a flat-rate corporate income tax at the maximum individual
{ncome tax rate.

-

ssib

-

ow that the maximum

This proposs! has become a realistic

50%.

individual {ncome tax rate has been red'uq Using a single corporate
- -

tax rate and llr;king Lt to the maximddm individual rate would permit elimination
of double taxation of corporate income by using th; method described under
Proposal 7.
Elimination of graduated corporate tax rates for the first $100,000
of .I.ncone i{s proposed for ihree reasons. First, a graduated rate schedule for
corporatiops is an illogical appllcauo'n of the ability-to-pay principle.
Second, Eaxing all corporate income at the full corporate rate permits an
assumption that the fncome has been fully taxed and need not be taxed again .

at the shareholder level. Third, the present provisions against abuse of the

graduated rates by multiple corporations with the u:'ae owners 1s'q&nplex.
. .

The-stzeofr rorporation-or the T Of -t T NCOme HERTT MO Neres Py ——e v
relation to the ability of i{ts shareholders to pay. If the corporate tax rate

{s lower than an individual shareholder's nar‘glml tax rate, the shareholder has

11-385 0 - 83 - 22 '



350

.bna given ap opportunity to split fncome and save tax that is not available
to other persons. .
7. Integtate corporate and individual income taxes by excluding
dividends paid by domestic corporations from the gross income
of the recipients. -

This proposal is based on the premise that corporations should properly

be treated as taxable entities, If @ corporation generatss net 1acoke it 48— - om coiomen o —

logical to tax that income regardless of the status of the stockholders. (As
indfcated in Proposal 8, an exception is valid for closely-held corporations
wvhose ovners are willing to co-; under lhe. ruies E'c'»:»the taxation of pcru‘n;-
ships.) A business corporation operates in the market place as a business
entity competing with other businesses and taking advantage of a corporation's
continuity of existerce and facility in assembling capital and managing its \
operations. As such, vhen {t earns fncome it is a logical and viable tax-
payer in its own right. Thus, 1f relief from doublg taxation i{s to be provided,
1t should be provided by relieving shareholders from the second tax when
dividends are received.

The proposed dividend exclusion would be limited to dividends paid from
corporate income earned after the effective date of the change. Allowing
the exclusion to apply to distributions of earnings and profits accumulated
earlier would produce an unjustified windfall because business decisions of |
corpouuchs. their shareholders, and their former shareholders during the
period the earnings were accumulated were based on the assumptfon that the
dividends would be taxed. Al;o. it would be unfair to distribute previously

sccunulated corporate earnings and profits on the assumption that they had been

fully taxed at the corporate level when, in fact, they may have been only partially
taxed (because of the graduated corporate tax rates or the earlier surtax exemption)
or untaxed (because of inclusion of varfous untaxed itexs--such as accele‘rted

depreciation-—1in accumulated earnings and orofits accounts).
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The .preunt presumption {n section J16(a) as to the sequence in which
earnings and profits are presumed to be distributed would be reversed under the
proposal. Each dividend distridbution would be ?rumed ‘to be from the earliest
post-March 1, 1913 esarnings remsining in the corporation's lccu-ulatc:; earniags .
and profits account. Dividends would he.:omldeud to be paid from current

earnings and profits only after earlier accumulations had been exhausted.

/T‘he corporate tax would not be considered an advance payment of share-
holder's tax that had been wvithheld at the corporate levei. Therefore, there _
would be no refunds of the corporate tax to dividend recipients--efther un-

“"taxed individuals or exeapt organfzations. In this respect the prop_oul is
consistent with the principle of taxing sctive business inconme ;If exenpt
or;nint.ionn and taxing feeder corporations owned by exempt organizations.

The definition of earnings and profits easrned in years after the

definition

effective date of the change would have to be modified

of taxable income, with the following exceptio

(a) Earnings and profits would be reduced, as 1t present, by the

. {ncome tax paid by mefd)mn. .
(b) Earnings and profits/would e ifitercorporate dividends received

1f paid out of earni after the effective date of the new system,
{Such dividends would be & rom taxable i{ncome of corporate
shaieholders, just as they would be excluded from the taxable income
of individual shareholders.) Intercorporate dividends paid out of
earnings and profits of the payor corporation accumulated prior to
the effective date of the new system would, however, be treated

by the recipient corporation as though they were earnings and pro-
fits accumulated by it before the effective date.

(c) Tax exempt interest would not be included in current earnings and
profits, but would be added to the account for earnings and profits
accumulated before the effective date.

-
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Corporations no longer would be allowed to carry back net operating
losses, capital losses, or unused foreign tax credits because such carrybacks N
might invalidate the b,sls for tax—f.ree dividends prevfoully paid.

The proposal would not affect :he'n;eatnent of dlstributions that are not
out of earnings and profits. . Such distributions would continue to he applied

against the basis of the stock and distributions in excess of the 5asis of the

stock would be treated as gain to the shareholders. Gair on redeiptium or on
complete or partial liquidations would be recognized as at present,

This proposal in combination with Proposal 6 would eliminate any further
need for th-e tax on unreasonable accumulations and the personal holding company
tax. -

.

8. Repeal Subchapter'S and, instead, give all business corporaticns
with 25 or fewer shareholders an election to be treated as partner-
ships.

.Slm:e it is proposed that corpou:icqs be taxed at the highest tax rate
applied to individuals, {t {s apprcu;rute tq permit closely-held organizations
that can operate like traditional general partnerships to sldest;p tiie corporate
tax ;ntlrely. The proposal 1is that :hey. be permitted to elect to be treated
as partnerships. The election would be exercisable one time only by a-cor-
poration.

Election of partnership :re'auuent by an existing corporation would be on
condition that it first make an actual or constructive distribution of its ac-
cumulatea .earnings and profits. No earnings and profits account would be ‘main-

tained by a corporation during the perionlj of 1ts election to be taxed as a

partnership,

The Eonplexides of Subnkuptr;r S appear, in large-part, to result from
permitting corporations to come in and out of Subchapter S without changing
their essential nature as corporations. Consequently, it has been necessary to

maintain earnirgs and profits accounts for Subchapter S corporations and to
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tax the shareholiders, not on their shares of distributive income, but on con-
structive dividends out of current earnings and profits. If a corporation could

elect only after clearing out its earnings and profit; account, it would be

feasible to treat 1t exactly like a partnership and to treat {ts stockholders

as partners while the election {s in effect. N

-

rd
A corporation that elected partnership treatment would be free to

terninate the elect{ion at any time. The consequences of termination would
be the same as a section 351 transaction in which partners contribute partner~
ship assets to a new corporation. \

The tax treatment of paftnership is not simple. Its rudiments are
generally understood, however, and the tax law n;ould be simplified by
removing the complex in-between status of Subchapter S corporations.

9. Tax the undistributed income of-trusts (and of estates that have

not been distributed within a specified perfod) at the same rate
as the corporate tax rate,

A decedent's estate may be viewed, for a time, as a quasi-extension of
the deceased individual. On that theory it is reasonable to tax the estate
as an individual. The same logic is not applicable to a trust, and it {s not
applicable to 'ln estate that contfnues so long without winding up as, in effect,
to be administered as a contlnul'ng trust.

A trust is not an individual. Trustees need not be individuals and, even '

whern they are, the tax on the trust's income {s not imposed on them in their

capacity as individual taxpayers. A trust is a separate legal entity, an artf-
ficial creation of the law, more akin to a corporatfon than to an individual rax-

payer. Taxing undIistrfbuted trust income at the corporate tax rate with the

corporate rate equal to the top’individual rate as proposed earlier, would
eliminate a whole area of complexities engendered by findividuals attempting to

split investment ingome to avoid progressive tax rates.
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The proposal would not change the essential principle of the taxation
. of trust and estate {ncome. These entitfes would continue to occupy a status
betveen corporations and partnerships. Like corporations, they would be
taxable entities, but only for {ncome lcculuhte&-. Like partnershi;;.. they
would be conduits, but only for income cuprently distributed to benel:lclaries.

Taxing trusts omg accumulated income at the corporaté tax rate would remove

—— i e i s —

the need for complex throwback rules for income eamed after the effective date
of the change. Income earned by a trust and taxed. t(; the trust because (t s
not distributed currently would be excluded from income by the beneficiaries

. when distributed to them in a later year.

10. Review each of the tax prefere;\ce itemas in the mir\m-~ tax base,
make any reductions considered appropriate in those benefits, and
repeal both the add-on minimum tax on corporations and the alter-
native minimum tax on individuals.

R The minimum taxes add an additional layer of complexity to the income

tax. ‘l‘his.conplexlty is unnecessary, because the tax preference items on

which the taxes are based reflect situations where Congress s dissatisfied
with its own generosity {n providing tax benefits. It would be much simpler,
and fully as affective, to cut back on the benefits from the tax prefe}ence'
provisions Congress considers overly genercus, rather than continuing the

complex minimum taxes,

1l. Repeal deductions that are designed to relieve taxpayers personally
* and are not related to the measurement of {ncome.

Several categories of deductions are not necessary to determine profits,
or net income. Some are deductions for expenditures that are direct benefits

.
to the taxpayers, and their only relation to the {ncome tax is that they

reflect expenditures or losses that may have (mpaired taxpaying capacity to

some degree. Tt s proposed that the following deductions be eliminated:
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(a) Property taxes on the taxpayer' o personal rzeidence and .
vacation home;

(b) Medical expenses; and
+ (c) Personsl casuslty losses.

12. Repeal exclusions from gross incowe that make the tax system
@aore complex. .

The msjor statutory exclusions from gross {ncome, {n all likelihood,

sade the income tax system simpler. These are exclusions of gifts and in-
heritances, life {nsurance proceeds, interest on state and local securities,
and damages received on account of personal {njuries or olckna-.- Other
2xelusions add’to the complexity of the tax system, however, an'd it {s proposed
that at_least the following‘cncs be repealed:

(a) Gain on ssle of residences by persons 55 or older; .

(db) $5,000 of employee death benefits;

(c) S1,000 of {ncome received annually by a surviving spouse from
investment of insurance proceeds left with the insurer;

(d) Disadbility pensfons paid to persons wvith less than $15,000
of taxable income per year;

(e) The rental value of parsonsges and rental allowance paid to
ainisters; and

(f) Scholarship and fellowship grants.
13. Exclude fotezlsn source esrned income of citizens living abroad.
. This proposal essentially would restore the earned income exclusion
for bons fl;ie foreign residents 1!\:: was contained {n the law prior to 1951,

It reflects a principle applied almost universally by other countries. It would

replace the present complex housing cost exclusion for persons working ab-oad,

Sbbd 3 34 hestrdd he -8 ot ond P} the

s
reduce—a-diffteuie—conpliar & $o > —
complexity of the forefgn tax credit. 1t still would be desirable, however,:

to complicate the foreign tax credit to the extent of denving credit against

\
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United States tax for foreign income tax attributable to the excluded income.

14. Repeal the exemption of private foundations and deny deductions
for contributions to them.

Outright repeal of the exe.np:{on for private foundations would be much
simpler than the intricate system of penalty excise taxes enacted in 1969.

The present system appears to be an attempt to harass the private foundations

out of existence hy ficancial thrests to thelr trustees-and officers-and by

a suffocating web of complfiance detail.
* If this proposal {s adopted, che definition of private foundations would
need to be sharpened., The objective should be to ‘drsw a line to separate .
organizations controlled by their donors and asaociates from organizations
under independent, broad-based, or community control. It ls’ reasonable to
l1imit exemption and the benefit of deductible contributions to the latter type
of organizations because the Govermment is entitled to be assured that deductible
contribucions and exempt {ncome are put to public uses that justify favored tax
treatment. )
15. Linmit employee exlusion of vesting pension and profit-sharing
plan benefits to the uinimum level of contributions by the
employer for the lowest-paid workers, and postpone employer
deduction of contridutfons until rights {n them vest.
With the difficulties we face In financing the Social Securfty system,
it {s ironic that we have in effect a system of ipcone tax exclusions and
deductions that allovs huge amounts of income to-go untaxed currently because
it is going to finance pension benefits for high-income individuals who need
no special tax breaks to finance th.eir retirement plans. Maximum contri-

butions to qualified plans were cut back sharply in the Tax Fquity and Fiscal
~

Responsibility Act of 1982,-.‘hlu~t -t.'h'e”’current 'tax benefits still are far higher
than can be justified in a p'erlod of budget tightening and need for additfonal

revenue.
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Without disturbing the present definition of qualified Plf,“" covered
mplo;'ees could be required-to take into income the value of their benefits
as thay vest, minus some modest amount that can be jusit{fed ;rom a public
policy standpoint as a supplement to Social Security. For employers with
large numbers of employees unrelated to the owners a satisfactory limit on the

exclusion probadbly could be achieved merely by limiting the exclusion to an

adount equal to the benefits vesting in the lowest-paid workers. Consistent

. limits would be necessary on pension plan deductions taken by the self-employed,
LTS

and contributions to IRA accounts would be applied against the maximum annual .

exclusion. -

.

16.- Concentrate litigation of civil tax disbutes in a sihgle
court sysgtem, :

It {s inconceivable that anyone starting from s;ratch would have designed
chg prés;nt system for adjudicatloniof tax disput?s. Taxpayers may choose
between the District Court and the Claims Court for refund suits, with the -
option of a jury trial im one forum but not in tl)e other. The Tax Court is
forbidden to handle refund suits, 'though it can determine that a refund is due
once it has estgblished jurisdiction. The Tax Court's decisions can be appealed
to all the circuits..resultins in the peculiar situation that the Tax Court

) decides issues differently depending on the position previously taken by
the circuit to which appeal lies.

Instead of the px;esem: hodgepodge, it is proposed that: .

(a) The Federal District Courts and the Claims Court be relieved
of jurisdiction over tax refund cases;
{b) The Tax Court be given exclusive jurisdiction of refund cades
1 gt Low-of. oned -deftrtent agy: = —rm T

v i AP Ve T g O

(c) The Tax Court be reorganized on a regional basis; . .

(d) Regional Tax Court decisions be appealed to a National Tax Court
of Appeals (relieving the Circuit Courts of appeals jurisdiction);
and

_ (e) The Supreme Court provide final review on certiorari,
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I thank the Chairman and the Committee for this opportunity

~

to express my vleus 1n your constderation of alternat\lg means of

— restoring our nation to a sound economic footing. .These views are
solely my own and are sbbhitted in m} ﬁual role of a gravely concerned
citizen and businessman. [t has been my good fortune to know person-
ally mest of the members of tﬁis Committee prior to now so | see no

need to go into detail on my persgndl and business background at jhis .

time.
Our major problem today is a stagnant economy. For more tﬁan
" three years there has been virtually no growth in economic activity in
the United States. As long as that condition exists, it can only mean
more unemployment, more in{lation. more high interest rates and more /
declines in profits. T

. .

Without profits there can be no prosperity, no full employ- -

- ment, no advances in technology, no improvement in'our competitive
world trade position and no real, earned money to support government.
Without a rgstructufing of the federé! government's financiai obliga-
tions, we cannot restore confidence in Wall Street or.in th consu;er.

- and, therefore, we cannot recover.

How did we get into this critical si/(uTon? P]inly

stated, by using a philosophy of stimulating the economy throuqF
Qemand-side economics, we took on more federal proérams than we could
afford. Let me maié it clearﬁthat I intend no criticism of the motives
or goals of those who promo;gd/%nd implemented: these program§. The
motives and the goals were %incére and were well-intentioned. But the
fact is that even the best pﬁograms ﬁay have features built intqQ -them .
that create destructive side }f!ects over a long'period One of :hose
side effects was rampant 1nflat|ﬁp and we turned from demand side %o
suppl‘=side economics to reduce and bFing it under control. But when

)‘ S~

- .
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we reduced inflation, we also (educed personal income tax-bracket
creep, and that choked off federal revenues, aggravating already
serious budget deficits. 1In addition increases in military spending,
and indexing of welfare and Socia! Security sent the budget even
further out of control. And this has paved the way for more debt and
deficits which will send inflation soaring again'because there is an
absolute and undeniable connection beiueen the amount of our federal
debt and the consumer price index as shown by the attached chart.

We need a politically feasible way to curb the forces which
cause the federal budget to remain in deficit.

We must separate the debt from the dole.

We must have both supply-side and demand-side economics.

Legislation designed to meet these needs has been introduced
with bipartisan sponsorship in the House of Representatives.‘ It is
H.R. 5085 and is known as the National Dividend Act.

1 believe the Nat{onal Dividend ,Act is a major step in the
idirection of a sound national economic foofing. [ also believe that
the members of this Co%mitteg will concur when they learn of its
_provisions and potentialities.

The National Dividend Act provides a new way of conducting

United States fiscal policy. It creates incentives for politicians to
respond to the public and to conduct the budgetary policy of the nation
on a sounder basis. It also creates incentives for cooperation bétueeg
business and the taxpayer, -because under this legislation thé more

" profitable business becomes, the g;eater the benefits received bj the'h
pudblic. *The public's primary benefits are job security and enhancement
of society's real wealth.

There are other direct, individual Benefits, too. However,

before getting into them, we should examine the basic framework of the

legfslition.
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There are five basic tenets of H.R. 508;

1. A National Dividend Trust Fund would be set up. All
federal corporate income tax collections would be placed in tﬂis trust
fund. These funds would be held in trust for ;ll legally registered
United States voters and would be distributed as dividends on a .,
quarterly basis to those-voters:— These dividends would be exempt from
federal taxes. °

2. To ensure that.there would be no further federal
deficits; the registered voter would in effect be.paying for any
deficit because he or she would not get the full national pro rata _
dividend unless the government first earned a surplus. In Treasury
jargon this is called “statutoery ratcheting."_ This featute of the
proposed legislation was conceived and worked out by a former Treasury N
official Ernest Christian, Jr., assistant, deputy Secretary of the
Treasury several years agn. : N

3. Double taxation on corpbrate dividends would be
eliminated. Dividends paid by corporations to stockholders would not

be taxed as personal income. Thus, dividends received through the

National Dividend Act and through stock ownership would be éxempt from

any federal tax. This provision greatty simplifies the tax code and
eliminates approximately fifty provisions of it.

4. Maximum corporate tax rates wculd be frozen-at the
current 46 per€ent rate. Thi; is designed to enable members of the
Congress to resist any possible politica[ pressure to increase the
cé;bﬁgéié.yix”rafér%z}v1argér divwdégﬁs.uhich in turn would result in
going beyond the point of diminishing return- Such--tax-rate increases—-----
would destroy all incentives to business and would drain the vitality

from the producers.
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. 5. A five-year moratorium would be imposed on federal budget
increases. The Act would prohibit the Congress for the first five years
of the dividend from.considering any budget resolution that would
increase total budget outlays beyond the level of fiscal year 1981.
During this. initi2l_five-year period, co;porate tax revenues would be
paid into the trust fund in increments of 20 percent per year sjnce the
problem of paying for current deficits still exists. The five-year
moratorium on federal budget increases and the five-year incremental*
funding of the trust fund are designed to allow revenues to catch up
with expenditures as the economy grows over that period.

The administration of the Trust fFund wouid take place through
the banking system. Payment to the banks for servicing the trust fund
would be implicit. B8y allowing the banks'to maintain the deposits
until payment, this would give them interest free money for about 90
days and should give them incentive for taking on the deposits and
administering the fund. , !

The National Divi&end Act's use of the nation's regi§tered
voters on a per capita basis as a distribution’system for the‘dividend
paymenis is based on this reasoning: _

First, voting records already ;re maintaind®d in every
community throughout the country. This eliminates any need for setting
up a huge, costly agency to do the job. Second, the voting system
assures equality of treatment for all without regard to sex, race,

creed or national origin. It removes political pressures and
L]

“bureaucratic manipulation as factors in the distribution process.

Third, 5} chécking voter registration ;7§;atures in poll books with -

voter endorsements of national dividend checks, electicn offisjals wilt

be able to e})minété\fraudulent voting practices where suspicions are
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strong enough to commit the resources needed to cross check. And,
fou?th.-since each registered voter will receive the game amount.‘there
would be no necessity to involve the costiy overhead of the federal
government in the distribution of the dividend.

The National Dividend Act provides an alternative to current
fisca[ operations that contains a different set of incentives Epan the
present system. The current fiscal operati&n. althnugh developed along
desirable social guidelines, has presented an incentive system to the
public and to the government itself, that has been detrimental to the
economy over the long term. The National Dividend Act seeks to correct
this incentive system while implementing a program where private
enterprise is encouraged and the needy are not forgotten.

' The Nationatl Dividend Act's provisiqns do not depend upon the
particular form of the tax System. The present progressive tax system
with 3 multituge of exemptions is compatible as is the new idea of the
proportional income tax system with very few exemptions The precise
income tax system is not the crucial thing. 1If a proportional income
tax system were introduced without the National Dividend Act, it would.
still contain all the incentive problems of the current system and the
present environment would still exist.

A proportional tax is aimed at simplifying the reporting
system and reducing the tax load on larger incomes so the incentive to
use tax shetters or not report income is lessened. The National
Dividend Act-is designed to make all of the people feel that they
benefit from the economic system, from business and not necessarily
from government. It has to do with corporate taxes, not persona{

income taxes.
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The <ource of the money and the guccess of the program

embraced in the National Dividend Act are dependent on the same force,
the.productive abi1itie; of American business. As business grows and
profits, the consumer benefits because he or she will receive larger
_dividend payments.
Politicians will not profit from government programs that
expand the deficit and reduce dividend payments. Deficits will take
money out of the bockets of the general public and concentrate it in
specific sectors. On the other hand surplﬁses from which the National
Dividend can be pgid will enabte us to reduce inflation and create a
resistance to vote-buying demagoquery.
The public will begin to conduct its affairs on a more
prudent bas.s as it perceives that the government is conducting its
affatrs more soundly. A significant change in the Speration of the
government can resu}i in a significant change in the behavior of the
public as well. Less prudent fiscal behavior on the part of the
government has led to less prudent fiscal behavibr on the part of the
American public.

There are other potential benefits in the program offered by
the National Dividend Act. Reduced inflation rates should result in
lower inflationary expectaf{bns. And that, in turn, should bring lower
interest rates and more efforts to expand production activities.because~
the potential for ecoﬁomic gain in speculation will drop relative to
that which can be earned from production,

Labor-business _probltems.should be eased because with a
lessening of finflationary préssures. the antagonistic relationship
between labo- and business should be reduced. In addition, labor
benefits from the National Divid;nd Act's program so it is in the .

interest of Iabqr for business to be successful.
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There are two points of major importance about the National
Dividend Act's provisions wnich should be emphasized. Yhey are:

1. No funds would he distributed to the registered voters
that had not been earned; as long as we have profitable productivity
and a-federal government operating without deficits, we will have
national dividend payments. oL

2. The Nationa! Dividend Act 1n no way disturbs the property
rights of corporation ewners, tﬁe {hargpolders. It simply calls for‘a
different, more direct, more efficient way of distributing tax funds
that already are being collected---ané have been collected for }ears:

. In my remarks today | have draun heavily on material from a
newl&-published booklet by Ur. John M. Mason and the SindTinger
Company, entitled, "Post-Worid war Il Fiscal Incentives and the
National Dividend Plan.* A copy of tne 5ublica!wnn is being made 3
part of the -ecord of this hearing.

Dr. Mason describes the program for a national dividend as }
plan that "attempts to get people, consumers and po!itifians. to act
positively and not in a direction that has some self-destructive

properties.”

One thing is certain. More of the same programs feollowed in, .

the last 30 years will just exacerbate the difficulties now being
experienced and put the American economic and social system under
pressures that will be hard to bear. Both politicial' parties are
coming up with extensions of existing philosophy. But what is really
._.needed is a new philosophy. This thg;NationaJ Dividend Act provides.
until H.R. 5085 is enacted into law, ! do not believe it will
be possible to get transfer payments under control becau;e'there will

not be a sufficient political constituency to curb their indexing to
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the tnevitable inflation that is bound to occur as a result of the
coming escalating budget deficits and ensuing staggering public debt,
Gentlemen, it becomes obvious that we must separate management-of the
debt from that of the dole.

N H.R. 5085 can achieve that necessary goal in a‘po}itically
feasible manner because the electorate will back it up. With current
warnings by the Congressional! Budget Office that predict budget
deficits will soon be in the neighborhood of $200 Billion, I
respectfully suggest that this august body should introduce in the

Senate a counterpartzto H.R. 5085 so that before it s too late we can

get the federal budget back under control.

S . . . -

Thank you

11-385 0 ~ 83 - 24 .

N



FEDERAL
BUDGET

BILLIONS
$1,000; [

:

HCW PROVISIONS OF THE NATIONAL DIVIDEND PLAN
WOULD PUT THE FEDERAL BUDGET INTO SURPLUS

(This Chart Is Based Upon FY '8l Figures.)

ON UOISIAO4g
“uotrieaoqety

T

SURPLUS

FREEZE GOVT EXPENDITURES
AT PRESENT LEVEL

BY LEVELLING OFF GOVT.
EXPENDITURES AND BY
PHASING IN NDP OVER
A S-YEAR PERIOD THERE

BY ELIMINATING ANY FURTHER REVENUES TO PAY FOR
INCREASE IN FEDERAL GOVERNMENT NDP OUT QF SURPLUS
PROGRAM COSTS, THE RATIO OF TOTAL .

GOVERNMENT EXPENDIT' “ES TO . ‘

NATIONAL INCOME WIL. GRADUALLY
MOVE DOWNWARDS TO 25% OR LESS.

1980

82 83 - 84 85 86 87 - 88 89

wessemasss USING A 5% REVENUE INCREASE COMPOUNDED ANNUALLY .
e USING A 109 REVENUE INCREASE COMPOUNDED ANNUALLY.

WILL SOON BE SUFFICIENT ~

99¢



. 367

. \’ “Uuickway Metal Fabricatars. poe
IQME

Metal Forming, Welding and Fabricating Specisicts

B2 BIXIZ o €T CITACMAY

MONT OF LT nE v B 0
LR TRS N

September 29, 1982

United States Senate .
Washington, D.C.

Attn: Senator Robert Dole

»
Dear Senator Dole:

Please have the enclosed article read into the
. record of your Senate Finance Committee hearings on the
Flat Tax. The article, entitles "Flat Tax Adoption Would
Benefit Wealthy," is out of the Middletown, Néw York Times
Herald Record for September 11, 1982, page 21.

As my article explains, I am opposed to the flat
tax. However, I see nothing wrong with getting rid of
the confusing part of our tax system. There is absolutely
no connection between the percentage of income which is the

tax rate, and the complex collection of calculations by .
which one finds taxable income, to which the tax rate is
applied.

I say, get rid of deductions, exemptions, and credits;

but keep the progressive tax rates we have now. This simplified
progressive system would be no more complex than the flat tax’
you are considering. Under the flat tax, a taxpayer would have to
figure out, say,-19 percent of his (taxable) income. Under the
simplified progressive tax, the taxpayer would look up his tax

. on a chart., I think it would be even easier to use a chart
than to figure an odd percentage.

- urs truly,

ot g[

Arthur Sh pma[
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WRITTEN STATEMERT OF
£.T. OOLLINSWORTH, JR.
CHYAIRMAN OF THE BOAPD
AXIA TNCORPORATED
miw OF THE
(OMMITTEE TO REFORM DOUBLE TAXATION
B OF INVESTMENT

The Comittee to Reform Double Taxation of Investment was formed in
September 1976 with the objective of obtaining the elimination of the double tax <n
corporate dividends. The Cammittee now consists of owver 600 corporate members. A
1list of the Cau'ni-t-tee's corporate members is found on the reverse side 6f the title
page of this Statement. Millions of individual shareholders are represented by
the corporate membership of the Cammittee. '

Our Camittee was formed bec;ause of the growing interest in corporate
dividends integration in both public and private sectors. The mmb-etship has
reached the conclusion, shared by rnumerous econcmists and tax expe;ts, that the
elimination of the double tax on corporate dividends is both equitable and an
essential step toward ircreasing the nation's productivity,- standard of living, and
achieving a full employment econamy.

We wish to thank Chairman D_c_»].e and the other members of the Conmittee on
Finance for including corporate dividend integration as a topic in these hearings.

I. anmp.mmm

.

lt'is time we take action of a permanent nature to provide the savings and
capital investment required for the future. The eliminatjon of the double tax on

corporate dividerds would be the most effective way of achieving that goal.

The effectiveness ;>f this measure is demonstrated by a Data Resources,
Inc. study analyzing the economic effect of elimfnating the double tax. Although
the study was prepared in 1978, the conclusions remain instructive. That study
indicates that even a phased_—in elimination of the double tax by providing a
shareholder credit for corporate taxes would slgnlfica'ntly increase damestic
investment, savmgs,‘capital formation and jobs, Further, the positive i.npact of
eliminating the double tax would be greater than other tax incentives, including a

~
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four percent reduction in the corporate tax rate. A summary of the Data Resources
study is available from this Camittee.,

II. DESCRIPTION OF DOUBLE TAX

Our present tax system provides Eotf- dual tax on ct;rporate income. A tax
) is lmposed at both the corporate and individual shareholder levels, The dual system
ray be illustrated as follows: assuming the maximus corporate rate, for each $100
of corporate inoame, $46 Of corporate tax is paid and $54 remains available for
distribution. Assuming the $54 is distributed to a 50 percent bracket individual
taxpayer, an additional tax equal to $27.00 is paid. Thus, the effect of the dual
or double tax results in a $73.00 Federal Income tax burden on $100 of income.

The following table tllustrates the effect of the double tax on various
tax bracket individuals:

Additional Burden on mvxa.na-.oz the Corporation : ’ -
Income Tax on $100 of Corporation Income

Marginal t Coxpo- Tividands Stocke Mdivional
individel Corporats  rataon recaived oldar's
Ancome {ncome tax by individual Total of the
o rets before X1} Frock- wncome - corporation
[t paroant, .
(38 @ [b}] (L1 (s} [(1) m
~
] 100 % b L] .00 446.00
10 100 “ 54 5.6 $1.40 .40
ki 100 “ b2 10.0 3.0 %.00
» 100 4“% 4 16.20 $2.20 .20
« 100 4“ 4 4.6 67.60 n.e
¢ 100 4% 54 . .00 73.00 .00
Column 3} = .46 x column 2.
Column 4 = column 2 - column ).
Column S = column 4 x column 1.
' caxm:-:ol\n:¢=elu-n5 — -
-

Colusa column 6 - column 1 x column 2. -
&, Assumes that corporation incoms after tax is devoted cnur.ly

to the payment of dividends.
b. Does not taxe into account the effect of the exclusion of the

first $100 of dividends from the individusl income tax dase.

Aapted from: Pechaan, Federal Tax Policy (Third Edition, Mashiagton
D.C.: Brookings, 1377).
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It is also noteworthy that the additional burden fram the corporaté tax

”tans as individual inccine rises. To {llustrate: a taxpayer in a 20 percent
. bracket would pay a $20 tax on $100 of income. However, the above table

_demonstrates that the additional hirden of the 46 percent corporate tax increases

the tax.on dividend incame to $56.80. Thus, the tax on diyidand income is $36.80
higher than the tax on other sources of income ($56.80 - $20.00).° The tax on s‘lOO °
of dividend incame in the case of a 50 pel:cenl bracket taxpayer is only increased by
$23.00 over other sources of income ($73.00 - $50.00). The regressivity of the
doubile tak is {llustrated by the last colum Of the above table.

It is clear fram the above analysis that the double tax is inequitable
Gecause it places a heavier tax-burden on corporate income than on other sources of
income. In addition, it operates regressively impacting dividend income of .10u .
inoome taxpayers far greater than high income taxpayers. The regressive nature of
the double tax operates to inhibit investments in corporations by low income
{ndividuals. At the same time the high rate paid by persons in the 50 percent
bracket discourages them .from investing. ’

- X s
. .

III. QORPORATE DIVIDEND INTEGRATION PROPOSALS -

.

Before procéeding to the proposal of this Cammittee, it is helpful to

briefly look at the evolution of our tax system and those of other nations along
with recent integration proposals. : \

A, U.S. Tax System

a

Corporate integration has been contained in the U.S. tax system since the
initial inocame tax was enacted during the Civil War. The Civil War Inocame Tax Abt
of 1864 treated most corporations the same as partnerships taxing corporate income
to shareholders whether or not distributed (the partnership approach). The 1865 Act
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taxed certain corporations but allowed ‘the ‘shareholders to credit the corporate tax
« ¢

against their individual tax. A s \
Since the individual income tax was Yeinstituted in 1913, there have been

various forms of integration. Initially, dividenda were only taxed to individuals

if their inoome exg:eeded szo,ooo. In 1936, Prwident mosevelt proposed a corporate

deduction éoc dividends (ocorporate deduction approae.h) btft COngress enacted a split-

rate corporate tax, which was-in effect fram 1936-1938—taxing rei'.ai;\ed earnings

greate: than dlsuib.:tad earnings (split-rate approada). ‘After considerable debate

on the double tax system, the Internal Revenue Ocde of 1954 adopted a $50 dividend

iyidend exclusion approach) and a four pe:oeht dividend credit

it approach). . : o /
y, certain small’ cotporat‘icris may eleSt to be taxed under

excl
(shareholdet

Additi
subchapter S of the Internal Revenue Codé, enacted in '195'8 "Under subchapter S,
shareholders are directly taxed on ocorporate earnings. The subchapter S prowvisions
have been liberalized in recent years and, as members of the Camittee on Finance
are well aware, further libetali,z;‘tions‘here made by this Congress) The subchapter
s p:wisio‘r‘s acoanplish an integration of'trfe Corporate and shareho)}der income
tax. This Oanattee fuuy-stpﬁr;ré broadening the soope of the s ter S
provisions; toever, e;len after tm'acéim by this Congress, these provisions do not
benefit share slders of publicly neld corporations, ’

Tt 3, most’ typqs of cérporute 1ntegtatxcn have been contained in the U, S.
tax systen 1 ring cne penod or apother. Unfortunately, since 1964 when the four
percent d.vi Se:d orwedit was repealed, the only remaining :efief fram the double tax
for individuals, other than\sxbchapter S, is the limited di.vidend exclusion under
section 116 Of the présént Tax Code. :
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Most of the major industrial nations of the world have adopted a system

for eliminating or diminishing the double Rx an corporate earnings.” The U.S., as

one of the few remaining countries using the double tax system, is placed at a
campetitive disadvahtage. That the disparity of corporation tax systems is
increasing rapidly is illustrated by the liberalization of the German system and the

adoption of a system for eliminating the double tax in Italy, both in 1977.
Foreign nations have primarily adopted four app&ches for elimin_ating or

reducing the double tax:

corporate incame at a lower rate than updistributed inocome.

~

(1) The split-rate system—reduces the double tax by taxing distributed

(2) The corporate dividend deduction system—a special case of the split-

rate system where the lower rate on dividends amounts to no tax because of a’

deduction for dividends paid—reduces the double tax by allowing the corporation to

deduct dividend distributions from its taxable inceme.
(3) The shareholder credit system—reduces the double tax by g:oésing—up

dividends by the amount of an allowed credit and allows that credit against the tax

"otherwise payable by the shareholder.
(4) ‘me combination of systems—reduces the double tax through a

~

-cambination of the split-rate, corporate deduction, or shareholder c-re:iit systems,

LY
,The follawing table lists the countries using the various systems:
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FOREIGN SYSTEMS ELIMINATING THE DOUBLE TAX

Split-Rate or Shareholder Credit
Corporate Dividend (Withholding or
R Deduction Imputation) Cambination . .

Austria i Belgium Germany .

Finland . . Canada - Greece 1/

Japan 1/ : France

Norway Ireland 1/ -
Italy . ..
Turkey
United Kingdam

2. Recommended .

The Camnission of the European Cammunities itsied a draft Council
directive in August,1975 proposing the harmonization of the tax systems of the
member states. The proposal provides for the elimination of the double tax using
the' u;ithholding approach.

o C.  Recent Prc als to Eliminate the.Double Tax . L

The elimination of the double tax is a non-partisan issue. It has been
recommended by Democratic Presidents, such as Franklin Rocsevelt and Jimmy Carter.
In addition, President Ford recommended the elimination of the double tax during his

.Mministration. A brief summary of the various recent propoeals is helpful.

1. Treasury Proposal (July 31, 1975) 7

Then S<oretary of the Treasury William Simon testified before the
Camittee on Ways and Means on July 31, 1975, on a Tax Program for Increased N
National Savings. The elimination of the double tax was a cornerstone of the
Treasury proposal. ’

.1/ These are special cases.
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The Treasury statement compared two uehanl‘us for oorpbtate integration—
a shareholder dividend credit for corporate taxes (ilithholding approach) and a
corporate deduction for dividend payments (ootI;Otate dividend deduction approach).
The Treasury recommended the elimination of the double tax in six phases beginning
January 1, 1977, by a cambination of the corporate dividend deduction and
withholding approaches. When fuuy phased-in corporations would be allowed a
dividend deduction for a;proxlma\aely 50 petoent of dividend distributions and
shareholders would gross-up their dlviduﬂs by 50 pezoent and receive a 50 percent )

credit. -
The Treasury urged the enactment of this proposal in order to:

N (a)
(b}
©

T (d)

(e}
. (£)

(9)
M)

(1)

3

k)

increase national savings;
eliminate an unfair tax;

eliminate the tax discrimination for debt over
equity (interest payments are deductible but
dividends are not); ~ .-

make U.S. business more competitive abroad (most
industrial nations have eliminated all or a part of
the double tax as indicated above);

increase the efficiency of capital and produce a 0.5
percent increase in national income;

make capital markets more campetitive by eliminating
tax discrimination against corporate investment;.

assist equity financings;

asgist utilities and other industries where
investors rely on steady income; . .

reduce thie tension and distortions from the large
differential between wlul gain and other tax
rates; ,

reduce the added price consumers pay for corpocate
goods and investments; and

reduce the systematic bias against lower braocket
taxpayers owning cocpocate stocks.
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2. Blueprints for Basic Tax Reform
(January 17, 1977}

One of the final acts of the Ford Administration was the issuance by the
Treasury of Blueprints for Basic Tax Reform on January 17, 1977. That study
expresses similar concerns to those of the Treasury in 1975 and emphasizes the
present bias against qxgorate investments and the flow of savings to
corporations. Further, it concludes that the Code encourages debt financing, the
acamulation of earnings, and inhibits investment by low inccme taxpayers.
Blueprints contains a model integration plan adopf_lng the partnership approach,
namely, "the cocporate income tax would be eliminated, and the effect of subchapter
S corporation treatment would be extended to all corporations."

3. Joint Camittee on Taxation Study
{April 4, 1977 . .

On April 4, 197, the staff of the Joint CCnnuttee on 'raxatlon presented a

report entitled Tax Policy and Capital Formatjon to the Task I-brce on Capital
Fomation of the House Cammittee on Ways and Means (the "Report®). The Report

reaches the conclusion that it is mandatory for the nation to increase investment

" and capital accumulation in order to sustain our standard of living, maintain the

real growth rate of wages and jobs, and depress the rise of inflation. Moreover, a
significant effo;t will be required to reverse the last decade's decrease in the
rate of growth of both plant and equipment. One way of achieving this,goal is the
adoption of corporate dividend integration. The Report contains three approaches:
integration of dividends through shareholder credit; integration of dividends and
retained earnings through shareholder credit (ocmplete integration using the
withholding approach); and corporate dividend deduction.
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4. Tax Proposals Prepared for President Carter
{September 23, 1977)

The Tredsury, Council of Economic Advisors, and other administrative
3
agencies prepared a package of tax reform proposals, or options, dated September 23,

o 1977, for President Carter's consideration. Those papers, among other things, dealt

with the need to generate additional business investment and ca;.;ital formation.

The Treasury suggested the adoption of the®shareholder credit approach.
The shareholder would include the amount of corporate tax for which a credit is
allowed in incame. The maximum credit would begin at 20 percent and rise t:: 25
percent after two years and to 28 percent after two additional yea'rs.

The credit would be camputed on the basis of actual corporate tax paid. A

“---- - corporation paying low taxes could elect a lower withholding tax rate than the

maximum allowed or pay a withholding tax in addition to the normal corporate tax in
order to permit a full credit to its shareholders. The investment tax credit benefit - -
would be treated as a tax paid by the corporation and therefore the benefit would
pass to the sharehclders. During a transition period, a portion of the foreign tax
credit would algo be treated as corporate tax. , ] N

The reasons supporting the elimination of the double tax were: ,

(a) it decreases the bias for debt over equity
financing;

(b) by adding the withholding credit to dividend inocome,
low bracket tax-payers benefit more than high
bracket - taxpayers fram the credit;

{c) it eliminates the discrimination against doing °
tusiness in corporate form;

(d) it should encourage saving and investment by‘,
increasing after-tax return on capital;

(e) it will offset the effect of eliminating capital
gains preference (also proposed); and .

(£) it will not increase dividend payments because
after-tax return will increase on present levels,

n o
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Unfortunately the eliminstion of the double tax was not contained in

President Carter's Tax Program when it was announced on January 21, 1978, According’

to then Secretary Blumenthal, the double tax propusal was not contained in the
Program due to timing problems and because a reoameni'atlon to eliminate all capital
gains benefits was dropped as well. : . ®

S. The Ullman Proposal (February 2, 1978)

AL Ullman, former Chairman of the House Ways and Means Camittee,
announced his proposal on partial 1ntegration in remarks on the House Floor on
February 2, 1978. Subsequently, the ogmttee on Ways and Means announced that the
proposal uou.ld be considered by the Comittee duxing lts deliberations of Ptesident
Carter's tax package. Then duimaqmlman expressed his view that the current
system of double taxation teduces business investment and causes distortions in the
capital markets which creates a dangerous bias toward debt financing. The proposal
was intended as a beginning toward eliminating the double taxation of corporate
dividends by providing a shareholder credit initially equal to 10 percent of
dividend inoame but increasing over a siv-year period to 20 percent (the credit
would be 10 percent for 19'79 and 1980 and increase by two percent per year until it
r'eachm 20 percent in 1985).

The Chairman stated that his proposal, if enacted, would: increase
capital formation; reduce the bias toward debt financing; reduce the bias toward
retained eafnings; make the tax system more equitable; and discourage corporations
fram using tax preferences,

The spaciﬂc operation of his proposal is as follows: .

) a. The credit would operate on a "gross~up" oonoept i.e., a
‘ shareholder must include in his income the mmunt of the dividend plus the amount of
credit against taxes allocated to him., Por example, assuming a dividend payment to
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a shueho].det of $100‘and a §10 credit, the shareholder would be taxed on $110 (the
$100 dividend received plus the S10 amount Of the czedit). - "
’ b. The proposal recuires the creation of a special corporate
"shareholder credit account” in ocder for the amount of the credit to be
ascertained. This account limits the shareholder credit to the amount of taxes, or
a set percentage of such taxes, actually paid by the oorpc_xaticn.

If the taxes paid by the corporation are insufficient to cover
the alloved 10 percent shareholder credit, the corpocation may inform the
shareholders that their credit is less ‘thm 10 percent or "voluntarily® pay the
Treasury additional taxes sufficient to ncrease the shareholder credit acoount to
the allowed shareholder credit. Dividend distributions reduce the shareholder
credit acoount by the amount of the credit allowed shareholders.

- c. There are other specific requirements connected with the
credit. The amount of corporate tax applied to the credit acoount is after so-
‘a-lled corporate preféerences, such as the foreign tax ‘credit and investment tax
credit. aowever; there may be a period of adjustment before corporate preferences
are disregarded. In the case of the foreion tax credit, the Treasury may (by
treaty) provide that foreign tax credits can be added to the shareholder credit
account. The corporation is required to elect the rate of credit applicable to
dividends during the taxable year prior to the first dividend distribution in that
year. '

d. The cred is not available for tax-exempt shareholders
(charitable organizations, qualified pension and profit-sharing plans, etc.) and
foreign shareholders.’

~@, In the case of dividends to corporate shareholders, the 85
percent and 100 percent exclusions currently available would rewain. However, the
credit would not be available to corporate shareholders. Instead, the amount of the

credit would be added tc the receiving ocorporation's credit acoount.
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---f... The credit can only be applied against a taxahle dividend under
the Internal Revenue Code. Accordingly, redemptions, constructive dividends, and
other types of nontaxable dividends would not be eligible for credit. Spec‘ial rules
would b; devéloped for ocorporate liquidations, reorganizations, and other types of
corporate ttamactiom—- . -

g. vmere a shareholder credit has been !:aken during a profitable
year and in ; later year the campany suffers a net operating loes which wipes otit
the credit acecmt by. the net operating loss carryback, the corporation would have
" to pay an aditional (withholding) tax to make up the amount of crodit in the .

earlier year, The san:e would be true in cases where the tax in the credit account
is redwedvdue to audit adjustments or amended returns..

h, The ootporatlon would be required to report to shareholders the
amount. of credit allowable on dividends by the end of Pebruary fouowing the
calendar year in which the dividgads were paid.

6. American Law Institute-Reporter's Study

A study of the treatment of cor{:o:ate distritutions was undertaken by The
Aterican Lav Institute through its Federal Inoame Tax Project - Subchapter C. The
study was exploratory in nature. The Institute did not vote on’ the proposals
'develq)ed ae a result of the study The results were therefore published as a
Reporter's Study. , ’
o The study presents a series of proposals which generally retain the
Classical system of double taxation.’ A cocporate’aividends-paid deduction s
provided for dividends paid cn newly contributed equity capital. Dividends on
existing equity would not give rise to a deduction at the corporate level.
Modifications to current law are also proposed for non-dividend distributions.
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Iv. PROPOSAL OF THE CUMMITTEE TO REFORM . .
DOUBLE TAXATION CF INVESTMENT

A. In General

The Ullman Proposal was a step in the right direction. However, the
proposal failed to gather the broad support necessary fof passage by Corjress.
Perhaps the major reason for this lack of support was its failure to grant the
benefits of corporate tax incentives to shareholders.

Since the Ullman proposal substantial work has been devqted to the double
tax issue. Leading commentators have explored élte:natives available for double tax

2
___l.:gl,ief.‘/ Further, the American Bar Association Section of Taxation has recently

. ) formed a special committee to exploie the double tax problem. The Technical

]

shareholder credit method of integration. |

s

B. Overview

The underlying thildeophy of the proposal is that the tax consequences to.
the shareholder should be the same as if he, rather than the corporation, had earned
the incame, Although work on the proposal is ongoing, its major features may be set

forth,

C. The Mechanigm 3

. Y
A shareholder receiving a dividend, as defined under current law, is

allowed a refundable credit for tax actually paid at the cocporate level and further
receives the effect of designated corporate tax benefits. A dividend received by

‘See, C. MoClure, Must Corporate Incame Be Taxed Twice? (Brookings, 1979); and
» Warren, The Relation and Integration of Individual and Corpocate Incame Taxes, 94
Harv. L. Rev, 720 (1981).

13-385 0 - 8) - 2%
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the shareholder is grossed up (increased) by the amount of U.S. taxes paid by the
corporation (on ordinmary income and onpit.al gain) and by the amount of creditable
foreign taxes paid. No groes-up ia made with respect to investment ltax credit and

An example of the operation of the proposal, in its present form, is
attached as Appendix . ' ‘

D. Treatment of Corporate Level Tax Benefits

1. Investment Tax Credit

: v
) The investment tax credit is treated as a tax paid for purposes of ,

camputing the shareholder credit. ~However, because the investment tax credit does
not reflect a cash outlay by the corporation (as distinguished fram U.S, taxes paid
and for/eig'\ taxes paid), the actual dividend received by the shareholder should not
be grossed up by the amount of !:he investment tax credit. That portion of the
shareholder credit that is attributable to the investment tax credit is treated as
investment tax-credit in the hands of the shareholder, subject to the general
limitations on utilization of such credits at the shareholder level.

1

2. Foreign Tax Credit

Foreign taxes eligible for'_the foreign tax credit are treated in the saue
manner as taxes paid to the United States., Thus, the amount of the dividend
distributed to the shareholder would be grossed up by the amount of such foreign
taxes paid. That portion of the shareholder credit that is attributable to the
foreign tax credit is treated as foreign tax clredit in the hands of the shareholder,
st.bject to the general limitations on utilization of such credits.

The foreign tax txecilt presents issues which are under study by our .

Technical Advisocy Cammittee at this time. Due to the complexities involved at the

) .
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shareholder level, alternatives to the above treatirent of the foreign tax credit are
being prepared which sould simplify the handling of this credit.

3. Tax-BEx Income aq

Tax-erempt income earned by the corporation is passed through to the
shareholder as a bax free distribution. ' Thé pass through of tax-exempt income '
<teq:irea neither groas~up of the shareholder dividend nor_allcuance of a credit to
the shareholder. '

4. long-Term Capital Gain .

- Long-term capital (and section 1231 of the Code) gain diséributed to the
shareholder is to be separately stated and treated as such in the hands of the
shareholder. The amount of the dividend is grossed up by the amount of corporate
capital gain tax paid. “

.

5. Certain Accelerated Deductions

.

The most praminent accelerated deduction is the Accelerated Cost Recovery

- 'Systen (ACRS) allowance. Under the proposal accelerated deductigns, such as ACRS, |
are treated as benefits subject to the pass tﬁrough. In each case, the acceleration

Y

element is treated as tax free inoome. ] .

Fbr exaxpie, in the case of ACRS, ‘the excess of the allowance over the
amount allowable under the straight-line method is treated as the acceleration
element, ﬂ;e straight-line amount is onmputed using the rules set forth in section

312(k) of the Code for camputation of earnings and profits.

_ 3/  _Thé appropriate treatment of other accelerated deductions should be considezed,
for example: aining exploration and devel t expenditures, intangible drilling
ocosts, and research and experimental expenditures. .

-
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E. Operating Rules

1. Ordexil:ng of Incame Available foo Distribution

As several cageqories of incame receive special treatment, rules are
. 'nemessary to establish the source of the dividend distribution. Distributions are
m‘de from the cumulative accounts maintained by ;he corporation.
" Distributions are deemed made in the following order: ordinary incame,
long-term capital gain, tax-exempt incame, and, finakly, the acoount created by.
certain accelerated deductions. i
Distributions are considered’ made E;cm the. cumulative account balances as
o of ahe most recent taxable year for which a tax retum has been filed. This is
necessary as ‘current information will not be available when the distribution is
made. The shareholder receiving the dividend includes it in incame at the
- appropriate time under-the shareholder's accounting method.

The shareholder will receive an information return which includes a.ll
relevant tax information necessary ‘for the shareholder’s tax return. This treatment
should simplify the procedure at the shareholder level Apperdix C to this
statement illustrates one form in wlfnich shareholder i.nf?matim ocould be presented.

2. Effects on Basis of Stock

The basis of stock is not affected by distributions from taxable income
included in the gross~up and credit. Basis is not reduced for distributions which
are treated as tax free. However, distributions in excess of the above amounts are
treated as under current l&",._iﬁ._, they first reduce basis and, after basis is
exhausted, fesult in gain.

s
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3.  Audit Adjustments . ’ : ’ .

Audit adjustmerfu;s are reflected in the corporation's cumulative accounts -

and thus affect future rather than earlier distributions, A penalty rnedxanlsn_l_s TR
under study to preclude unjustified characterizations that are_ later reversed on

audit. This penalty mechanism will lessen any potentﬁl for manipulation in usin?

acoount balances as of the most recently filed federal income tax retwrn. B

F. Retain $100 Dividend Exclusion -
as Alternative to Credit ,

. The existing provision which permits stockholders to exclude up to $100 of
their dividends (section 116 of the Internal Revenue Code) should: remain in the-Yaw
as an alternative to the credit. The primary beneficiaries off.t:l:xis. rule would_be

small investors whose annual dividdnds are $100.or less.

.
.

G, Sﬁn;narz ., —— \ \

The unfairness of the double tdx and the substantial benefits fram its
elimination are clear. Relief f;cn the double tax shOt;lé oocur as quickly as
possible. Accordingly,' we urge that a shareholder cradit mechanism be adopted which
grants shareholders the effect of tax bemfit:s earned by the corporation.

The shareholder credit should not be limited: by corporate taxes paid. 1€
adopted, the shareholder credit acoounts should ceflect all taxes paid plus tax
incentives now in the law. 1‘his aould also prevent discrimination among /\
ocorporations on the basis of tax incentives which could otherwise cause a shift of
capital among corporations. In particular, corporations relying on tax incentives
to, offset mjor'inve‘si:kent programs and which have the gré;test need for capital
should not be penalized by the new system which i#”intended to enhance capital

° Sformation, -~

P
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A.

\

ECONCMIC JUSTIFICATION . ° -

In General

»

The economic distortjons caused by the double tax have been described many /.

- times. Perhape the best summary is contained in the April 4, 1977, report by the
staff of the Jaint oauuttee on 'rafatiop. The report states:

The double tax on dividends significantly increases the cost -
of funds for oorporaté investment financed by new issues of -
stock. As a result, the before-tax rate of return on such
investment projects must be higher for t:mwé’o be profitable,
and corporations, therefore, undertake f. investments than
they otherwise would.

ﬁt'n'tinit‘t- »
Because the double taxation of dividends raises the cost of
funds to corporate business relative to non-corporate

-business, it leads to inefficient allocation of capital.

Qorpbrate investments need to be more profitable than non-
corporate invéstments if they are to yield a sufficiently
large after-tax return to make it worthwhile for a business to
undertake them. Pram the standpoint of econcmic efficiency,
there s too little capital in the corporate sector.

EE N E NN R EE

Current la@ also encourages the use of debt finance relative
to new k issues, since interest psyments are deductible
and divi are not. More.debt increases the risk

associated with corporate financial structures because firms
must ‘meet higher fixed charges for interest and face greater
risks of bankruptcy. This causes corporations to undertake

¢ 2Ytoo few risky investment projects. ’

o,

Gimilar conclusions were reached by the Task Force on Capital Focmation of

the Ways and Means Caunitl:;h»\r{fepott on its meeting-ot February 24, }977:

There is a &od’reasm to believe that integration will make
corporations more eager to invest. The reduced tax burden on
corporate-source income will make more potential investment
projects profitable, so that corporations should be more
willing to invest in them, Therefore, at times of excess
capacity in the econcmy, integration will increase the amount
of capital formation. In doing s0, it will stimulate the
econcmy and reduce unemployment. .
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The amany other reasons for eliminating the double tax in terms of tax
eq ity and economic benefits are set forth in the various recent proposals for its
elmination discussed wrder Corporate Integration Proposals above, In addition,
there have been a number of econamic studies which analyze the benefits from the
L7

e.imination of the double tax,
VI, QONCLUSTON

There is ample justification for the elimination of the unfair double tax
now, The inequity of taxing corporate distribitions twice is clear. The ecorxmic
cenef.ts of its elimination are documented and reprecent a realistic approach to
Jenerating the business expansion and jobs required if we are to meet our present
and long-term econcmic goals. Pinally, the U.S. is lagging behind other industrial
nations which have incorporated the elimination of the double tax into their tax
aystems, piacing U.S. cocporations at a competitive disadvantage in lntem;timal

Sommerce.

4 See, for example, Harberger, "The Incidence of the Corporation Income Tax," The
Journa. of Political » LXX, No. 3; Rosenberqg, "Taxation of Income from
Capital by Industry Group,® (Barberger and Bailey, editors), The Taxation of Income
From Capital, (Brookings, 1969); and McLure, "Integration of Personal

Jorporate Inoome Taxes: The Missing Element in Recent Tax Reform Proposals,® 88
Barvard I, Rev. 532 (1975).
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APPENDIX B

Schedule 1

Example of Shareholder Credit Operation

Assumed Corporate Accounts
Prior to Distribution

Ordinary income $100.00
- Foreign source $25
- U.S. source 75
Pre-credit tax attributable to ordinary income 46.00
Tax credits allocated to ordinary income:
a, Investment Tax Credit (I1TC) 12.40
b. Foreign Tax Credit (FTC) 10.00
Net ordinary U. S. tax paid 23.60
Ordinary income available for 66.40
distribution (1-2+3a)
Long-term capital gain 100.00
Pre-credit tax attributable to long-term 28.00
capital gain .
Less:
ITC allocated to long-term capital gain 7.60
Net capital gain tax paid 20.40
Long-term capital gain available for 79.60
distribution (6-9)
Excess accelerated deductions 50.00
Tax exempt income 100.00
Foreign tax credit (assume all allocated to 10.00
ordinary income)
Investment tax credit 20.00
Net available for distribution 296.00

(5 +10 +11 +12)

- .
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EXAMPLE 1

Tax Treatment of Shareholders

Pull Distribution of All Amounts
Available for Distribution

Ordinary income distribution

Gross-up for ordinary U.S. income tax paid
Gross-up for foreign tax paid

Grossed-up ordinary income distribution
Long~-term capital gain distribution
Gross-up for captial gain tax paid
Grossed-up long-term capital gain distribution
Shareholder credit*

- U.S. tax paid - $44.00 (‘ +9)

- Foreign tax paid - 10.00

- Investment tax credit -_20.00
Tax free distribution(ll + 12)

30% Shareholder

Schedule 2

$ 66.40
23.60
_10.00
100.00
79.60
20.40
100.00

74.00
150.00
50% Shareholder

Taxable income (grossed up):

Ordinary income $100.00
Capital gain (100 less the
capital gain deduction

of 60) 40.00
$140.00

Shareholder tax (tax rate
x $140) 42.00
Shareholder credit . ( 74.00)
Tax dvue (refund) { 32.00)

$100.00

40.00
$140.00
70.00
( 74.00)
( 4.00)

The Technical Advisory Committee is considering
appropriate limitation for the foreign tax credit and

the investment tax credit.

1. Examples 1 and 2 reflect only the treatment of the dis-

tributed amounts.

2. After the full distribution in Example 1 all corporate
accounts listed in Schedule 1 would be depleted and have

a zero balance.



29.
30.

31.
32.
33.
34.
35.

36.

37.

38.

39.
40.

Derived as follows:
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Schedule 3

EXAMPLE 2

Tax Treatment of Shareholders

$50 CASH DISTRIBUTION TO SHAREHOLDERS

(Assume Corporate Accounts as in Schedule 1)

Ordinary income distribution $ 50.00
Gross-up for U.S. and foreign tax paid 25.30
(50.00/66.40 x 33.60)*
- U, S. Tax - $15.30
- Poreign Tax = 10.00
Grossed-up ordinary fncome distribution 75.30
Long-tetm capital gain distribution (See order-
ing rules at page 16) 0
Gross~-up for capital gain tax paid 0
Grossed-up long-term capital gain distribution 0
Shareholder credit
- Actual U.S. tax paid - $15.30
- Foreign tax paid - 10.00**
~ Investment tax credit - 9.34**+
34.64
Tax free distribution (See ordering rules
at page 16) 0
30% Shareholder 50% Shareholder
Ordinary income (grossed up)
$ 75.30 $ 75.30
Shareholder tax {(tax rate
x $75.30) 22.59 37.65
Shareholder tax credit { 34.64) ( 34.64)
Tax due (refund) ( 12.05) 3.01

availahble for distribution) x total taxes paid.

(actual distribution / ordinary income

Assumes distribution deemed to be made first from foreign

source income. This is being reviewed by our Technical

Advisory Comittee.

Investment tax credit allocation derived as follows:

50.00/66.40 x 12.40 = 9.34



41.

42.
43.

44.
45.

46.
47.

48.

19.

50.

S1.
S52.
53.

54.
55.
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CORPORATE CUMULATIVE ACCOUNTS AFTER
$50 CASH DISTRIBUTION IN EXAMPLE 2

Ordinary income

~ Poreign source =~ § 0
- U. 8. source - 24.70

Pre~credit tax attributable to ordinary income
Less:

a. ITC allocated to ordinary income
b. PTC allocated to ordinary income

Net ordinary tax paid

Ordinary income available for
distribution (l1-4)

Long-term capital gqain

Pre-credit tax attributable to long-term
capital gain

Less:
ITC allocated to long-term capital gain
Net capital gain tax paid

Long-term capital gain available for
distribution (6-9)

Excess accelerated deductions
Tax exempt income

Foreign tax credit (assume all allocated to
ordinary taxable income)

Investment tax credit

Net available for distribution
(5 +10 +11 +12)

Schedule ¢

$ 24.70

11.36

3.06

8.30
16.40

100.00
28.00
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APPRNDIX C

Shareholder Information Form
FORM _1099X*

Total ABOUNt Paid tO YOU..ssteeessassronssascrscsascsncsssnsssnasss § 296,00

Information for Your Federal Income Tax Return (Porm 1040):

a.

b.

(to be reported as gross income on Line __ of Form 1040)

Long Term Capital Gain INCOIDE. .ccverecssrcvrsvscasaarsnosssses
(to be repocted on Schedule ___ of Form 1040)

Tax Credit for U.S. Inccme Tax Paid by the
COTPOLALLION. s ccerranvsesnrenacasasossssssasssonsesnastavannsne
(to be reported on Line ___ of Porm 1040)

Tax Credit for roreign Taxes Paid by the
COUPOrALION. e aevnesososcroonostossoesvsessasssssecsasssscsanes
(to be reported on Line __ of Form 1040)

(to be reported on Line ___ of Porm 1040)

Other Federal Incame Tax Information:

Reduction in Basis Of yOUr StOCK...esseesesncersscrncasanssnne
(the tax coet of each share of stock owned
should be reduced by the amount indicated)

100.00

100.00

10.00

20.00

'xﬁis form reflects a shareholder receiving the entire cash distribution from
Appendix B, Example 1.

11-385 0 - 83 - 26
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September 14, 1982

Written Statement for Inclusion in Printed Record of Senate
Finance Committee Hearings on Flat-Rate Tax Proposals (Sept.
27-29, 1982)

According to President Reagan "....people were contributing
to charities long before there was a system of taxation."”

Even if such a time ever did exist, we can be sure that
those stone-age philanthropists did not give as much as they
would have been able to, had their government endorsed their
giving by reducing its cost to them.

Certainly the statement has little relevance to our society,
since taxation not only pre-dates the existence of a United States
of America, but helped to trigger its birth,

A simple Flat Rate Tax is believed by many to unfairly load

the burden of taxation onto the backs of the low and middle in-
come levels., These people have not characteristically had access

to the tax incentives available to the wealthier members of our
society anyway. The net result of this "simplification" appears

to be a hidden but unearned tax break for those in higher brackets,
while removing the tax incentives to support those institutions
which help maintain the society they enjoy.

Most of the stated advantages to a Flat Rate Tax are already
in place, some by way of the 1981 Tax Act, others to be phased
in over the next few years.

In these times of high unemployment and intensified social
stress on working class families and the poor, can we justify a
new tax sSystem which seems to tip the scales in a disadvantageous
way far these people?

It seems a singularly untimely proposal,

If the Flat Rate Tax is passed into law, we urge serious con-
sideration of tax credits as a means of encouraging philanthropy
from all levels of society, rather than a system based on brackets,
or worse yet, no system of incentives at all.

This Administration has espoused support for the time-honored
method of private philanthropy that is truly and uniquely American.,
In severe economic times, there should be greater, not less at-
*ention given to the needs of organizations which face the effects
of that economic stress at the most critical point.

Sincerely

Glow Brocho

Glen Braddy

Development Office

The Salvation Army/Omaha Nebraska
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Summary
Testimony of R
Emil M. Sunley
Deloitte Haskins & Sells

on
Flat-Rate Tax
Submitted to
Senate Committee on Finance
September 30, 1982

Proposals for a broad-based low-rate tax provide a road map
for how the income tax should evolve. When Congress is
able to reduce taxes, priority should be given to reducing
marginal tax rates. When Congress must raise revenue,
priority should be given to removing tax incentives that
are no longer needed.

The issues of broadening the individual tax base and going
to a flat-rate tax involve two separable but interrelated
issues, It would be possible to broaden the tax base and
lower marginal rates without changing the degree of
progressivity. Tax burdens, however, would be altered
significantly for many taxpayers within each income class,

The individual income tax remains a progressive tax. The
average federal income tax burden rises from 2.3 percent of
expanded income in the under $5,000 income class to 24.3
percent in the $200,000 and over class.

Broadening the income tax base would lead to simplification
to the extent that deductions, credits, and special tax
computations are repealed. Not all base broadening
measures result in simplification, however.

The impact of inflation on the income tax and the proper
relationship between the corporate and individual taxes are
two issues that must be faced when considering fundamental
revision of the income tax.
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. Testimony of
Emil M. Sunley
Deloitte Haskins & Sells
on
Flat-Rate Tax
Submitted to
Senate Committee on Finance

September 30, 1982

My name is Emil M. Sunley, and 1 am Director of Tax
Analysis in the National Affairs office of Deloitte Haskins &
Sells, an international accounting firm. We welcome this
opportunity to present our views on proposals for a flat-rate

income tax.

The federal income tax is no longer viewed as one of the
fairest taxes. In fact, according to a national public opinion
survey, the federal income tax was chosen by more people for

the third year in a row as the worst tax; that is, the least
1/ ‘

fair, of the nation's major taxes.

Though the local property tax was a close second in the

worst tax competition, those who chose the federal income tax

1/ Advisory Commission on Intergovernmental Relations,

Changing Public Attitudes on Governments and Taxes
(1981), pp.4-5.
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as the worst one tended to be under.the age of 44, have a high
school education or better, have children in the home, and live

in urban areas or the South.

There are surely many reasons why the federal income tax
won the worst tax competition. First, continuing inflation has
pushed taxpayers into higher and higher tax brackets. The
federal income tax as a percent of personal income has risen
from 9.9 petrcent in 1975 to 11.9 percent in 1981. Though the
tax cuts provided last year will reduce the income tax to 10.3
percent of personal income in 1984, just how the income tax
should hgndle inflation remains an unsolved problem. Second,
as each new deduction, credit or exclusion is added to the tax
law, the income tax becomes more complex and is viewed by many
as more inequitable. Third, many taxpayers believe that they
pay more taxes than those with higher incomes who take
advantage of tax shelters and other tax breaks. They believe
that they pay more than those with lower incomes who have
generous zero bracket amounts and exemptions or who simply fail
to report all their income. Contrary to these public
perceptions, the income tax remains a progressive tax, but, 1
hasten to add, nowhere near as progressive as is suggested by

the progression of the marginal tax rate schedules.

The broad popular support for a flat-rate tax reflects

widespread dissatisfaction with the income tax. It also

reflects a yearning for a simpler world, at least a simpler
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tax. Though it may not be possible to go all the way to a
broad-based, low-rate tax, proposals such as Bradley-Gephardt
provide a road map for how the income tax should evolve. When
Congress is able to reduce taxes, priority should be given to
reducing marginal tax rates instead of providing new
exclusions, deductions, or credits. When Congress must raise
tax revenue, priority should be given to base broadening; that
is, to removing tax incentives that are no longer needed or of

lower priority.

I should say at the outset, that proposals made in the name
of simplification and fairness to repeal all special
exclusions, deductions and credits often fail to recognize that
the income tax is used to encourage and subsidize many
activities. Before the various subsidies are repealed,
Congress must do the hard work of evaluating them to determine
which ones should be repealed, which ones modified, and which
ones replaced with direct expenditures. To the extent that
current tax subsidies are modified or replaced with direct
expenditures, revenue is not available to meet revenue needs or

to lower marginal tax rates.

Base Broadening vs. Flat-Rate

The debate over broadening the individual tax base and

going to a flat-rate involves two separable but interrelated
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issues. The first {s how broad should be the tax base be. The

second is how progressive should the tax be.

Exclusions, deductions and credits shrink the size of the
individual tax base. 1In 1978, only 43,5 percent of personal
2/

income was subject to tax at positive tax rates.= In that
year personal income was $1,722 billion, and the amount of

income taxed at positive rates was $750 billion. (See Table 1l.)

What accounts for the differences between personal income
and income taxed at positive rates? Exclusions reduce the
potential tax base by 18.4 percent. The largest exclusions are
tax-exempt interest, transfer payments such as social security,
and nontaxable labor-related income such as employer
contributions for group life insurance, pension and profit
sharing, and group health insurance. (It should be noted that
under the conventions of national income accounting realized
capital gains are not included in personal income since such

gains are not income from current production.)

The adjusted gross income (AGI) of nontaxable individuals

and the nonreported AGI total 9.4 percent of personal income.

2/ Although personal income as defined in the national income
accounts is not the ideal tax base, it has been used as a
proxy for a comprehensive base by Treasury and the Joint
Committee on Taxation, especially when looking at the

impact of inflation on average tax rates.
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The zero bracket amount and itemized deductions total 15.8
percent of personal income. The personal exempticns for
taxpayers, dependents, the aged and the blind total another 7.7
percent of personal income. Finally tax credits offset or

shelter 5.2 percent of personal income from taxation.

What all this suggests is that there is considerable roow for
broadening the individual tax base. And it must be remembered
that if the base {s broadened, the ;ame amount of revenue can be
raigsed with lower marginal tax rates. It is the marginal tax
rate--that 18, the rate of tax on the next dollar of income--that
determines the incentives to work, to save, and to invest. The
basic efficiency argument for a broad-based tax is that if all
income, or possibly all consumption, were taxed at the same rate,

the allocation of scarce resources would be improved.

It would be possible to broaden the base and lower marginal
rates without changing the degree of progressivity. The

Treasury's Blueprints for Basic Tax Reform, released in 1977,

demonstrated that {f a comprehensive income tax base is used, a
tax rate schedule with three marginal tax rates -- 8, 25, and 38
percent -- would maintain the revenue yield of the tax and
approximate quite closely the then current degree of
progressivity. Although the comprehensive or broad-based tax
could maintain the degree of progressivity, tax burdens would be

altered significantly for many tsxpayers within each income

class. Those whose income was not fully taxed under current law
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wouid pay more tex while others would benefit-from the lower

marginal tax rates.

Going to a flat-rate tax or a flat-rate tax with large
personal exmeptions would reduce the degree of progressivity. As
ioseph Minarik of the Congressional Budget Office recently has
snown, a flat-rate tax will reduce the tax burden of the highest
income taxpayers and increase the burden of the middle groups of
taxpayers -- and even lower groups depending on whether a large
personal exemption is allowed.gl

This result, which is surprising go many people, follows
.mmediately from the fact that the federal income tax remains a
progressive tax. Even after the 1981 Act is fully phased in, the -
average federal income tax burden risesufrom 2.3 percent of
expanded income in the under $5,000 income class to 10.6 percent
:n the $20,000 to $30,000 class to 24.3 percent in the $200,000

ans over class. (See Table 2.)

How progressive should the income tax be? There are no easy
answers .0 this question. A rtrecent Louis Harris poll indicates
that 62 percent of the people favor a 14 percent flat tax,
eliminating neerly all deductions.ﬁ/ This would suggest strong

support for reducing progressivity. The results of the poll,

([

Joseph J. Minarik, Testimony before Subcommittee on
Monetary and Fiscal Policy of the Joint Economic Committee
(July 27, 1982).

¥y

Business Week (September 6, 1982), p. 15.



402

however., should be interpreted with caution since responses to
other questions in the poll suggest that the public also opposes

giving up most deductions when asked specifically about them.

- Even if there is a political consensus that the income tak
should be progressive, this consensus would provide little
guidance as to whether progressivity should bg increased or
decreased. There clearly is a trade-off between increased
progressivity and efficiency. The inefficiencies induced by the
income tax in the work-leisure and savings-consumption choices
are a function of the marginal tax rates. Increasing the
progressivity of the income tax increases these inefficiencies.
The costs of these inefficfencies,~however, are difficult to

quantify, and there is no known way to compare them with the

gains in equity that might flow from a more progressive tax.

The appropciate degree of progressivity should depend in part
on the progressivity of government expenditure programs. It
should also be recognized that to achieve certain base-broadening
measures, such as full taxation of capital gains, the top
individual rate must be significantly reduced, probably to 30
percent or lower. Moreover, reducing progressivity would make it
easier to achieve equity between single individuals, one-earner
families, and two-earner families. Both the single and marriage

penalties can be reduced.
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Simplification

The wide-spread public interest in a broad-based tax is not
because of its efficiency gains; rather it represents a yearning
for a simpler tax. Most taxpayers do not understand the income
tax. They do not or cannot prepare their own returns. Even tax
professionals--accountants and lawyers--are often uncertain how
the tax law will apply to a given transaction. The complexity of
the income tax undermines the self-assessment system. Lower
marginal rates which can be achieved by broadening the tax base
are a key to simplification since lower rates will reduce the
incentive value of the exclusions, deductions, and credits that

remain.

Would broadening the income tax base lead to simplification?

The answer is both yes and no.

Some changes would clearly lead to simplification. The first
step might be to broaden the tax base by eliminating all
deductions, credits, and special tax computations added to the
tax laws since 1969. This is an impressive list of items with
which to start. There is the deduction for contributions to
individual retirement accounts.rthe exclusion of interest on all
savers certificates, the tay,c:edit for political contributions,
the child care credit, the WIN credit, the jobs credit, the

residential energy credit, and the alternative minimum tax. Over

the last twelve or thirteen years, the tax law has become much
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more complicated as a result of adding new deductions, and

particularly new tax credits.

The second step would be to prune itemized deductions. The
strategy of tax reform during the 19708 was to raise the standard

deduction, now known as the '"zero bracket amount," so as to
switch taxpayers off itemizing and onto the standard deduction.
For most individual taxpayers without business income, itemizing
deductions was the single major source of complexity until

Congress started enacting all the tax credits.

In 1969 just under 35 million taxpayers itemized their
personal deductions, and they represented 46 percent of all
taxpayers. By 1980, when the standard deduction had been greatly
liberalized, the number of itemizers decreased to under 29
million or only 31 percent of ail taxpayers. In other-words, the

proportion of taxpayers itemizing fell by one-third over the

period 1969 to 1980.

As you know, that led to a backlash. \The charities, in
particular, argue that the reduction in the number of taxpayers
itemizing had an adverse impact on charitable giving. Congress
in the 1981 Act did not increase the zero bracket amount. -
Instead, it extended the charitable deductions to nonitemizers.
This new, above the line deduction will first apply in the 1982

tax year.
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A third step for simplification would be to eliminate the
distinction between capital gains and ordinary income. This
would require the full taxation of capital gains, including those

accrued at the death of the taxpayer.

The distinction between capital gains and ordinary income is
a major source of complexity. Most tax planning revolves around
it. It would not be simple, however, to fully eliminate the

distinction between capital gains and ordinary income.

In 1973, the Commission to Revise the Tax Structure
recommended annual taxation of accrued gains and losses on
capital assets. Many tax experts believe accrual taxation is not
practical. Without accrual taxation, the realization principle
must be retained. Major simplification probably would be

obtained only if there is full offset for capital losses.

Some would argue that in a world of full taxation of capital
gains there still should be some limitation on the ability of
taxpayers to deduct realized losses against other income. Absent
some limitation, taxpayers would have an incentive to realize
their losses and let their gains run. There would continue to be
a significant preference for capital gains and an incentive to

engage in rollover investments such as commodity straddles.

However, if there is some limitation on the deductibility of

capital losses, then it would be necessary to maintain a
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distinction in the tax law between capital gain property and
ordinary income property. This distinction is the source of the

. complexity surrounding the treatment of capital gains.

Not all the steps in broadening the tax base will lead to
gimplification. Taxing employee benefits and transfer payments
will not simplify the tax law. A major issue is how should they

be taxed.

Consider private pensions. Currently, employer contributions
to qualified pension plans are not considered current income to
the employees. Also, earnings and pension trusts are not taxed
currently. Under a broad-based income tax, accrual of pension
rights should be considered income. Employees each year would
include in income the year-to-year increase in the expected value
of the retirement benefits. To avoid taxing employees on
hypothetical benefits they may never obtain, future benefits
would be included in income only to the extent that the employee
is fully vested. Needless to say, these rules are considerably
more complex than the current rules for taxing retirement

benefits when received.

Similar problems arise when considering the appropriate tax
treatment of social security. The social security system
involves elements of a pure insurance system and of a welfare or

tax-transfer sysEem. 1f one views social security primarily as a

tax-transfer system, then one would tax social security benefits
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in full when received, and one would give no recognition to the
prior employer-employee contributions. However, if one views the
social security system as a type of insurance, then the
appropriate treatment of social security would be very similar to
the rules for the tax treatment of private pension plans and

other private employee benefits.

Finally, there is the area of measuring business income.
Most of the complexity in this area would remain even under a
broad-based income tax. That is to say one would continue to
need rules to determine what are ordinary and necessary business
expenses, what is the appropriate treatment of travel and
entertainment expenses, over what period and how rapidly should
capital costs be recovered, what trules should apply to inventory
accounting, what is reasonable compensation in the case of
closely held corporations, and special rules relating to like-
kind exchanges and installment sales. The complexity in this
area would be limited to the small portion of taxpayers who have

business income.

Corporate Income R

Most of the flat-rate tax proposals have focused on the
individual income tax. It would not be desirable, however, to

broaden the tax base for individuals, particularly with respect

to business income, without making corresponding changes in the
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corporate income tax. Otherwise, individuals would often
Incorporate businesses merely to gain the advantage of
exclusions, deductions, or credits no longer available under the
individual tax. If the top individual rate is reduced to the
neighborhood of 30 percent, the top corporate rate should be
similarly reduced.

Like the individual tax, the same amount of corporate tax
could be raised by applying lower marginal rates to a much
broader base. A broad-based corporate tax would have a
gignificant effect across industries, raising the tax paid by
capital intensive industries. Treasury figures indicate the wide
disparity in effective tax rates across industries on the income
from new depreciable capital.él (See Table 3.) Even after the
changes made by the Tax Equity and Fiscal Responsibility Act, the
effective tax rate on new depreciable capital ranges from 9.0
percent in motor vehicles to a high of 40.0 percent in services

and trade. (See Table 3.)

Effective corprate tax rates also vary widely because of
incentives for specific industries such as percentage depletion
for hard minerals, capital gains treatment of timber income, the

bad debt reserve for financial institutions, and the DISC

3/ The effective tax rates were calculated by first
determining the before-tax real rate of return required to
provide a four percent after-tax real return, taking into
account allowable depreciation and investment tax
credits. A required before-tax rate of return of six
percent would imply an effective tax rate of 33-1/3
percent.
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incentive for exporta: If the corporate income tax base is going
to be broadened by removing these incentives, Congress must
decide whether they should be replaced by direct expenditures.
Special incentives may not be needed if the corporate rate is

reduced significantly.

In the discussions of the appr&priate treatment of
corporations under a broad-based tax, consideration should be
given to integrating the corporate and individual income taxes.
One of the most significant trends in tax policy in recent years
has been the movement in national tax structures from classical
systems of separvate taxation of corporations and their
shareholders toward some form of integration of corporate and
shareholder taxation with respect to distributed corporate
profits. This trend grows out of an increasing concern over the
impact of the double tax burden which the classical system places

on income from capital in the corporate sector.

The double taxation of corporate profits, once at the
corporate level and again at the shareholder level, creates three
types of distortion which reduces the efficiency of capital
markets. First, the classical system distorts the allocation of
capital between the corporate and the noncorpérate sector.
Second, it encourages corporations to retain their earnings in
order to avoid the double taxation of dividends. Third, it

encourages the use of debt finance because interest payments are

deductible for tax purposes and dividends are not. This

11-385 0 - 83 - 27
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distortion in favor of debt may increase the riskiness of a
business as well as its probability of bankruptcy. Integration
of individual and corporate taxes would reduce these distortions

and thereby increase economic efficiency.

There are a variety of methods of integrating the corporate
and individual iﬁcome taxes. One could simply treat the
corporation as a partnership. All of the corporation's earnings,
whether distributed or not, would be imputed to the
shareholders. The corporation tax could remain in place as a
withholding tax which would be creditable against the
shareholders' tax liability. A less complete or partial method
would be to integrate corporate and individual income taxes with
respect only to dividends, as is done in many foreign countries.
This can be done at the corporate level by providing a tax
deduction for dividends paid or a lower rate on distributed
income. Alterna&ively, it can be done at the shareholder level
by an imputation or shareholder credit system. These two basic
approaches to partial integration can be made identical with

respect to their impact on corporate and shareholder cash flow.

Although it is recognized that a movement toward corporate
integration would improve the allocation of capital, it is not
clear that it would increase the level of investment. The major
concern is that corporate integration would reduce the '"tax" on

distributions and thereby encourage additional distributions, -

reducing business savings. Unless increased savings of
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individuals offset the reduction in business savings, total

savings would be reduced.

The benefits of partial integration are spread very unevenly
acto;s industries and across firms within an industry.
Integration would provide no benefits for small, closely held
companies that pay no dividends. Integration would also not
benefit rapidly growing or high technology firms that pay no
dividends. Large multinational companies that pay substantial
foreign taxes but little U.S. taxes would benefit little from
integration if the integration scheme provides a credit at the
shareholder level only for corporate taxes paid to the U.S.

government.

For companies that pay no U.S. tax at the corporate level,
the shareholder credit system is essentially a system of
withholding on dividends at the source. Countries that have
adopted a shareholder credit generally tequ}re companies to
prepay the credit if sufficent taxes have not been paid at the
corporate level. In England, where expensing of machinery and
equipment is permitted, many manufacturing companies pay no "main
stream' tax. The only tax paid at the corporate level is the
advanced corporate tax which is, in effect, a withholding tax at

the source,

This is not the place to endorse or not endorse proposals for

corporate integration. Instead we suggest that the proper
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treatment of corporate income has received too little attention

in discussions oi broad-based income taxes.

Inflation and the Income Tax

The recent interest in indexing the tax system stems from the
high rate of inflation we have experienced for the last several
years. If inflation were proceeding at an annual rate of only
one or two percent as it did in the early 19608, there would be
much less concern with an alteration of the tax law as complex as
indexing. On the other hand, if the rate of inflation were to
accelerate and reach a level of 20 percent or more a year as in
some other countries, almost everyone would favor indexing.

Thus, one factor in deciding whether to index the tax system is
the projection of likely future inflation rates. If we expect a
moderate tate of inflation, say six to seven percent, we must
then decide whether the complexities involved in going to an
index system are worth the gains, or whether there are ad hoc
adjustments involving much less tax complexity which could

achieve the same ends as indexing.

There are two separate issues in indexing the tax system:
(1) the treatment of fixed dollar amounts such as the rate

bracket boundaries and (2) the proper measurement of income.

Analytically they are separable. One could adjust the nominal
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dollar amounts of the Internal Revenue Code, as Congress did in
the 1981 Act, without adjusting the measurement income, or vice

versa.

In the 1981 Act, Congress provided ad hoc adjustments in the
tax rates phased in over three years to offset the bracket creep
from recent and anticipated inflation. The bracket widths, the
zero bracket amount and personal exemptions are scheduled to be
indexed beginning in 1985. Given that the inflation rate has
decreased much more rapidly than was assumed during thé
considerdation of the 1981 Act, the ad hoc tax reductions are
turning out to be larger than expected. In fact, the
Congressional Budget Office estimate for the amount of increased
revenue from bracket creep made in February 1982 for the period
FY82-86 is $96 billion less than the estimate CBO made in March
1981. This suggests that the third year of the tax cut or the

beginning of indexing might be delayed.

The second issue, the measurement of income, is the more
difficult one. Ideally, the base of the income tax system should
be real income--income measured in current not historic dollars--
because that is the best measure of ability to pay. Moreover,
the tax is paid in current dollars. With reasonable price
stability, nominal income pfovides a satisfactory approximation
of real income. But under high ratee of inflation, this is no

longer the case. Particularly severe problems arise in four
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areas: depreciation, inventory accounting, capital gains, and

debt.

It may well be that making only some adjustments for
inflation, say depreciation, and not others will increase the
inequities and inefficiencies of the tax system. For example, if
depreciable assets are financed by debt it may be inappropriate
to adjust depreciation for changes in the price level while
permitting a tax deduction for the inflation componet of
interest payments. The indexing required to measure real income
would substantially increase the complexity of the income tax
system and greatly increase the recordkeeping requirements of
individuals and firms. Until there exists a greater consensus
concerning the best means of adjusting financial and operating
statements for inflation, it would be inappropriate for the
T;easuty Department or the Congress to attempt to impose any

particular "correct' method.
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Table 1

Reconcilation of Personal Income and Income Taxed at Positive
Rates, 1978

% of Personal

$ billions Income
Personal income, 1978 1,722 100.0
Less exclusions from AGI =317 -18.4
Equals Adjusted Gross Income AGI 1,405 81.6
Less AGl of nontaxable )
individuals,nonreported
AGl, and reconciliation -162 -9.4
Less zero brackxet amounts for
nonitemizers on taxable
returns -115 -6.7
Less itemized deductions on
taxable returns . -156 -9.1
Less exemptions on taxable
returns -132 -7.7
Equals taxable income on taxable
returns 839 . 48.7
Less income offset by credits on
taxable returns -89 -5.2
Equals income taxed at positive
rates, 1978 750 43.5

Source: Eugene Steuerle and Michael Hartzmark, "Individual
Income Taxation, 1947-79," National Tax Journal (June 1981),
pp. 145-66.
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Table 2

Distribution of Expanded Income, Tax Liabilities, and Effective
Tax Rates under 1984 Law at 1981 Income Levels

Expanded Effective
Income Expanded Tax Tax
Class Incomead/ Liability Rate

($000) ($ millions) ($ millions) (%)
0-5 17,502 403 2.3
5-10 98,683 5,772 5.8

10-15 162,794 12,526 7.7

15-20 188,211 17,462 9.3

20-30 416,709 44,080 10.6

30-50 509,658 63,833 12.5

50-100 230,678 38,687 16.8

100-200 83,904 18,656 22,2
200+ 67,540 16,385 24.3
Total 1,775,679 217,803 12.3
a/ Expanded income is eq@al to adjusted gross income plus

tax preference income excluded from AGIl less investment
expenses to the extent that they do not exceed
investment income.

Sourece: Joint Committee on Taxation
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Table 3
Effective Tax Rates on ?::uggg§:§i7ble Assets for Selected
Effective

Tax

Rate
Agticulcufg——;:;_;_ 22.5
Mining . . 12.6
Primary Metals _ 15.7
Machinery & Instruments 25.7
Motor Vehicles 9.0
Food ) 26.7
Pulp and Paper 11.8
Chemicals 17.7
Petroleum Refining 13.0
Transportation Services . ‘ 12.2
Utilities 33.4
Communications 21.4
Services and Trade_ 40.0
et 25,4

Industries chosen had at least $5 billion in new
investment in 1981.

Average includes industries not shown in the table.

Note: Assumes a 4 percent Teal after -tax rate of returm and 6

percent inflation.

Source: Office of the Secretary of the Treasury, Office of Tax

Analysis, September 14, 1982,

T - ———
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SPOON RIVER
FOUNDATION

RE:

T0:

FROM:

DATE:

Written Statement for Inclusion in Printed Record of Senate Finance
Committee Hearings on Flat-Rate Tax Proposals (September 27-29, 1982).

kAR

Robert E. Lighthizer
Chief Counsel, Committee on Finance
Room 2227, Dirksen Senate Office Bldg.

Washington, D,C. 20510 O -
. - e
David L, Deopere ‘-,.'Jk"“'“\ A P

Executive Vice President, Spoon River Foundation
302 East Main, Sufte 530
Galesburg, IL 61401

October 8, 1982

The Spoon River Foundation, a subsidiary of the Spoon River Center for
Community Mental Health, was created approximately one year ago. The
mission of the Foundation 18 to build an endowment for the continued

local support of mental health programs offered in our service area
(Henderson, Henry, Knox, and Warren Counties). As you are aware, charitable
donations are an integral part of the building of such an endowment.

As Executive Vice President of the Spoon River Foundation, I am deeply
concerned about the proposed flat-rate tax snd its impact upon charitable
giving to institutions such as the Spoon River Foundation. -

Should the proposed flat-rate tax be implemented, all tax incentives for
charitable giving would be abolished. Although most irdividuals donate
to charitable organizations primarily as a result of their support for
the organization's service to the community, charitable deductions offer
incentive for individuals to make more substantial donations. Therefore,
with the implementation of flat-rate tax, we can anticipate a marked
reduction in the level of charitable giving and in the level of local
monetary support for not-for-profit organzations.

Our Foundation is also aware of some of the merits associated with flat-rate
taxing. Therefore, rather than opposing this method, we are advocating that
some changes be incorporated into the proposal. These alterations are
1isted below:

1. Award all taxpayers a credit of fifty percent (50%) of the amount
of charitable donations, This fifty percent is not dependent
upon the taxpayer's bracket. This credit reduces the tax itself,
not the amount of income subject to tax.

2. Alternatively, establish a progressive credit rate, based upon
the taxpayer's adjusted gross income.

In both cases, we advocate that a celling be places on the-level of credit
an individual can receive; this will eliminate the individual's strategy
in totally avoiding payment of taxes vis-a-vis charitable contributions.

I hope you will strongly consider these alternative proposals for flat-rate
taxing. I must reiterate that implementation of the currently proposed
falt-rate tax car severly threaten the continued operation of may charitable
organizations, Without the essential services that these organizations
offer to people-in-need, the quality of life in our communities will be
greatly impaired.

Thank you for your consideration in this most important matter.
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TESTIMONY OF

Scott Sklar
Political Director

Solar Lobby '

Mr. Chairman, Distinguished Committee Members,

I would like to thank you for this opportunity to
present our case against the extreme over-simplification
of the income tax system. Although we agree that the
current system is complicated, and in need of consider-
able reform, we feel that the enactment of extreme
tax-simplification measures would be a grave error.

Such action would be detrimental to the effectiveness
of Conyress, for it would eliminate two of the most
valuable tools Congress can employ in the pursuit of
National policy goals--tax deductions and credits.

The elimination of these tools leaves Congress no
alternative évenug to follow toward the realization
of national goals, other than the implementation of
costly federally-sponsored programs. Such programs
generally require cumbersome administrations and mech-
anisms to carry out their objectives. Tax credits,
on the other hand, need no similar structures, because
they have the ability to circumvent the bureaucracy,
and give benefits directly to the individual.

Furthermore, tax credits arc much more sensitive
to market conditions than are most direct outlay programs.
In a sense, tax credits do not alter the fundamental
decision-making process of the marketplace; funds claimed
as tax credits are simply factors--however important--

in the cecnsumer's decision to invest. In outlay programs,
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however, decisjons are made more unilaterally, by Congress,
its staff, or program administrators. Since the current
administration has put- a premium upon the use of a
free-market approach'to business, it séems paradoxical
that Congress should eliminate the use of tax credits,
leaving direct outlay programs as their only method for
pursuing national policy objectives.

As an example, the renewable energy tax credits
have been instrumental in the shaping of a more balanced
national enefgy plan. In 1977, cnergy-related issues
were receiving a great deal of attention from the public.
The threat of supply shortages and disruptions was
great; Congress and the Administration responded by
attaching top priority to the goal of enrergy independence.
One aspect of the effort aimed at reducing our dependence
upon imported oil, was the residential solar tax credit.
Implemented in 1978, and enhanced in 1980, this program
provides homeowners Qith ingentives to save encrgy
by applying renewable resource systems to their homes
wherever possible. It includes a tax credit for 40
percent of the first $10,000 spent on solar, geothermal,
or wind-powered equipment.

The response irom the public was overwhelming.
The number of returns claiming the solar credit rose
from 76,555 nationwide in 1979, to 153,721 in 1980.

Simultaneously, investments in solar and renewable encrgy
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equipment rose from $97 million in 1976, to $386 million
in 1980--an increase of 298 percent. Not only did this
give a tremendous boost to the solar industry, but the
energy savings were substancial. 1In 1980, renewable
resources generated 2.6 Quadrillion BTU's for residential
purposes, a figure which translates into a savings of

452 million barrels of oil. This number is projected

to climb to 553 million barrels by 1985.

The tax credits also served to pull new energy
technologies into the marketplace. Manufacturers were
able to sell more renewable resource equipment; increased
sales ure bringing the costs down, and soon, as the
cost of the equipment gets lower, and the cost of con-
ventional resources climbs, the need for federal supports
will no longer bc necessary.

While considering any bill that would significantly
alter energy policy, we must keep in mind the fact that
our encrgy supply situation has not substancially changed.
We are still vulnerable to supply shortages and dis-
ruptions. The energy tax credits served to attach the
u.s. Governmeni's "stamp of approval" to efforts that
involved renewable resources, as one aspect of a national
cffort to reduce our dependency and vulnerability.
Removal of these credits is tantamount to sendin; a
signal to the public that the goal of energy indepen-

dence is no longer a national priority.
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STATEMENT OF GLENN W. TEICHMER,
RETIRED INTERNAL REVENUE AGENT,
FOR THE SENATE FINANCE COMMITTEE
HEARING RECORD ON FLAT RATE TAX
AND MAJOR REFORM PROPOSALS.
September 28, 1982

"If the income tax is to survive it must be simplified: it must be reduced
to a code and regulations that are easily understood by any educated layman;
and above everything else, all, absolutely all of the special provisions, exemp-
tions, deductions, and credits must be taken out of the Code or reduced to such
a bare minimum that all taxpayers can again respect the income tax law."

That carefully reasoned opinion was explained by Malcolm Reed 20 years ago

in his article, Is the Present Income Tax Law Equitable?, TAXES magazine for

July, 1961. His masterful exposition of the Internal Revenue Code's inequities
provides clear insight for anyone interested in equitable income taxation.
Therefore, this statement intends to identify and explain how to correct
easy-to-remedy defects that make the Code's directions for computing taxable
income impossible to understand: the undefined meanings of the words, "cost"
and "income". -
Due to the interrelationships between and among various Code provisjons, -
the absence of a clear and precise definition of the word, "cost", makes most
of the Code's directions for computing taxable income incomprehensible. As the
Court stated in Lisner,73-1, USTC 9299, "It is axiomatic that a true code --
which Congress intended here to create -- is primarily different from statutes
in that a comprehensive, cross-related scheme of laws is presented. No one sec-
tion can be interpreted without reference to its place in the scheme of things."
Absolutely basic Code section 1012 states, "The basis of property shail
be the cost of such property except as otherwise provided...."
The meaning of '"cost" must be known to determine the tax basis of every

property acquired for doing and/or relinquishing something, the amount of most
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expense, expenditure, and depreciation deductions, and the gain or loss from
most dispositions of property. Nevertheless the Code nowhere defines the mean- =
ing of "cost”. Furthermore, I confidently defy you to find any published def-
inition or explanation that indicates how and why the equal-in-return-for-equal
exchange concept is used to determine the cost of acquired items.

The absence of a clear and precise definition of income is another barrier
to understanding of the Code's directions for computing taxable income. B8asic
Code section 61{a) states: "Except as otherwise provided in this subtitle, gross
income means all income from whatever source derived..."

The meaning of "income" certainly must be known to determine what is and
what is not "gross income", the most important component in the "taxable income"
computation. Nevertheless, the Code nowhere defines the meaning of the word.

1 again confidently defy you to find a published definition or explanation that
indicates how and why the equal-for-equal exchange concept is used to identify,
measure, and name every amount of income that comes into being.

Consequently, throughout thirty years of auditing federal income tax re-
turns, audited taxpayers often asked, "Can you tell me what income is in words
I can understand?"

After 20 years of searching, the key to understanding of the exact meanings
of cost, income, and every undefined accounting term in the Code was found in
the Thomas Crawley Davis income tax case decided by the U.S. Supreme Court in
1962. The key is the equal-in-return-for-equal exchange concept therein used
to determine income and cost.

Mr. Davis contended he derived no income from transferring shares of cor-
poration stock to his‘Qife during divorce preparations. His transfer of stock
was made to obtain release of her marital rights. By the laws of their state,
Mrs. Davis had a right to receive a share of her husband's property if they

divorced.
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Financial reports and income tax returns clearly show that all accounting
items are measured in dollar and cent units. Mr. Davis claimed no income result-
ed because the money value of the received rights release was impossible to
measure.

To the contrary, the Court used an established legal premise, "absent a
readily ascertainable value, it is accepted practice where property is exchanged...
to hold that the values of the two properties exchanged in an arm's-length
transaction are either equal in fact or are presumed equal."

Applying that equal-for-equal exchange concept, the Court found the received
rights release had fair money value equal to the $82,250 Mr. Davis could have
obtained from sale of the stock he relinquished to get the release. §ince Mr.
Davis had purchased that stock for $74,775, he derived income from his disposi-

tion of it computed as follows:

A) Value of received rights release $82,250
B) Mi?us cost tax basis of the stock

relinquished to get the release -74,775
C) Income from disposition of stock 7,475

Notice that no money was involved. Also notice that the Davis income com-
putation shows the three corditions that must be satisfied before any income
can come into being:

A) Money and/or something with measurable money
value must be received. (why owner's use of a
personal residence creates no income)

B) Something must be done and/or relinquished to
get the amount received (why gifts and inheritances
are not income)

C) And if any property is relinquished to get the
amount received, only the amount received in excess
of the remaining cost or other adjusted tax basis
of the relinquished property is income. {why received
loans and returns of capital are not income)

Investigating what countless taxpayers received for what they did and re-
linquished that could be measured in money has made it apparent that exchange --

equitable reward for what benefits others and equitable punishment for what
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is harmful -- is the fundamental operating principle of America‘'s economic,
tegal, and social systems. America's competitive exchange economic system
beneficially uses human greed to efficiently produce and equitably distribute
what people most need and want. Laws that require active, fair, and open comp-
etition in professional exchanges restrain that greed by balancing the greed
of each against the qreeds of others.

As a result, income is a berefit (score) measured in money units which a
person or business organization wins from professionally competing in America's
huge exchange game. A pro competes in a game for money or profit. Therefore,
professional exchanges exclusively involve money and/or things that have money
values possible to measure with the equal-for-equal exchange concept of the
Davis case.

Different from professional exchanges, family members, friends, lovers,
etc. commonly do things for each other which they do not and would not do for
a stranger solely for money. The special personal relationships required for
such exchanges to occur make the money values of the exchanged things impossible
to measure with the equal-for-equal exchange method. Therefore, those exchanges
are personal instead of professional. -

Because income is measured in money units, only professional exchanges
can create income. For example, the kisses true lovers exchange create no in-
come because those kisses are personal instead of professional exchanges.

The most quoted definitions of income by the U.S. Supreme Court repeatedly
uses the words, gain, profit, and capital. Those terms have meanings as
vaguely defined as the meaning of income. Consequently that definition, like
the Code's directions for computing taxable income, is impossible to under-
stand. i

According to the AMERTCAN HERITAGE DICTIONARY OF THE ENGLISH LANGUAGE,

income is "Money received for labor or services, from the sale of property or

"11-385 0 - 83 - 28
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from investments®.

That definition erroneously indicates receipt of money is required to create
income. Remember Mr. Davis received no money from his disposition of corpor-
ation stock which created income.

Additionally, that definition fails to indicate that money from a sale of
property is income only to the extent that the amount received 1s in excess of
the seller's remaining cost or other adjusted tax basis for the sold property.
Saleable properties rarely have zero tax basis.

When published definitions and explanations of income are ngearched, you
find they use terms with unknown or vague meanings that make them incomprehen-
sible or they are incomplete or incorrect. Even basic Code section 1001 (b)
specifying the received amounts to be taken into account in computing gains and
losses from dispositions of property omits satisfactions of debt, personal and
other services, the usage of borrowed money and property etc., which have measur-
able money values. The common sense Davis case income determination logically
took into account the money value of a debt extinguishment which was not money
or property specified in section 1001 {b).

The meaning of cost usually must be known to determine the gain or loss
derived from dispositions of property. Fortunately the Davis decision makes
clear how the equal-for-equal exchange concept is used to derermine the cost
of acquired items. _

Concerning the cost Mrs. Davis would have for computing gain or loss on
subsequent dispasition of the shares of corporation stocks she received from
Mr. Davis, the Court said, "---- the same calculation that determines the amount
received by the husband fixes the amount given up by the wife and this figure,
i.e. the market value of the property transferred by the husband, will be taken
by her as her tax basis for the property received."

That statement in combination with the contents of Code section 1012 means
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cost 1s the fair money value of anything receiveg for doing and/or relinquishing
something at the instant it is received. Conditions A and B that must be satis-
fied for income to come into being also must be satisfied for cost to come into
being.

During 1926 Congressional discussions concerning income from dispostions

of property, Mr. Reed of Pennsylvania said, "---- in computing that profit, the
fair value of all property that he receives in exchange is included...The
critical moment is the insiant when he receives it, .and its value as of that
time determines his taxable profit." Sefdman's Legislative History of Federal
Income Tax Laws, 1938-1861, page 580.

Consequently, income comes into being at the instant received in the form
of money or anything that has measurable money value, However, according to
Code section 451 (a), permitted accounting methods may advance or delay the
accounting and taxation of some received gross income; but the total amount of
every kind of received gross income eventually must be taken into account under
every permitted accounting method.

The following remembered incident now will serve as the assed test of
whether clear understanding of how the equal-for-equal exchange concept {s used
to identify, measure, and classify income has been communicated: Years ago, an
internal revenue agent helped a very attractive prostitute prepare her federal
income tax return. When the return was completed, she strongly insisted that
Bert take $20 for his able and willing assistance. It's recalled that Bert
emphatically told her again and again, "But I'm not allowed to take CASH!"

If Bert got any, what amount and kind of income did he get? Call IRS
Taxpayer Information to ascertain if your answers are correct.

Seriously, every taxable {ncome accounting {tem investigated and determined
in the 20 years since the Davis decision indicates the equal-for-equal exchange

concept can be used to clearly and precisely define the meanings of cost, in-
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come, and every accounting term used in the Internal Revenue Code. Understanding
of the nature and role of that concept in accodnting makes clear that most of
the Code's directions for computing taxable 1income inequitably violate America's \
fundamental exchange operating princ1ﬁle. '
Therefore, clear and precise definition of cost, income, experditures, and
expenses should be the first step towa;d achieving greater equity, simplicity,
balance, and economic efficiency in the tax system.
Sucﬁ definitions are possible. They are needed to make the Code and regu-
lation "...easily understood by any educated layman."

The perceptive Accounting Commentary in BUSINESS WEEK for December 20,1976,

pointed out that, "Somehow accountants have never sat down and defined assets,
liabilities, revenue, expenses or capital. And that, probably more than any
other factor, explains much of the confusion, inadequacy and abuse of present

accounting.”
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THOMAS JEFFERSON UNIVERSITY

.- T Philadelphia, 19107
“ il s Jevel pement (215)928-7990

[) .
A '
September 22, 1982

Written Statement for Inclusion in Record of Senate Finance
committee Hearings on Flat-Rate Tax Proposals (September 27-29, 1982)

Robert E. Lighthizer, Chief Counsel,
Committee on Finance, Room 2227
Lirksen Senate Office Building
washington, DC 20510

Lea: Mr. Lighthizer:

Please find enclosed my written statement for inclu- ‘
s:or 1n the Printed Record of Senate Finance Committee Hearings
cr Flat-Rate Tax Proposals (September 27~29, 1982).

Thank you.

Sincerely yours,

[gveg

.

ral
— P ETe
/J‘.‘-w*("//"' ///‘ '-6(1,“ tpa
Francis J. McGovern

Associate Director of Development/
Director of Planned Giving

FoM amh
Enclosure
¢:. The Honorable H. John Heintz

The Honorable Arlen Specter
The Honorable Thomas M. Foglietta

AN ACADEMIC BEATLTIHCENTER
Jeferres Wrdre ( silege Colirge of Gradaaie Studics
Thoma, sefierrem { mamersers Nowpnial College of Alived Healih Sciences
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Written Statement for Inclusion in Record of Senate Finance

Committee Hearings on Flat-Rate Tax Proposals (September 27-29, 1982)

A simplified tax s}atem--with no charitable deduction--would remove all
tax_incentives to charitable giving. Although donors contribute to
charities because they believe that the charities are worthy of support,
the charitable deduction often permits them to give much more than would
otherwise be possible.

While it would be inappropriate for Thomas Jefferson University to oppose
a flat-rate tax or a simplified tax system, it wishes to indicate to
Congress that if a flat-rate tax or a simplified tax system, or a combina-
tion of the two, is enacted, a credit should be permitted for charitable
gifts. The tax savings--and hence the tax incentives--would be a direct
credit which reduces the tax, itself.

A credit of 50% of the value of the charitable gift could be permitted.
This would qenérate the same tax saving as the present charitable deduc-
tion for a taxpayer in the 50% bracket.

If Congress feels that a 50% credit for all donor-taxpayers is not
proper, a graduated credit--based on a taxpayer's adjusted gross income
could be permitted. If Congress is concerned that some donors would
avoid paying taxes entirely through charitable gifts, a limit could be
placed on the credit (similar to the present percentage of adjusted
gross income ceiling for the charitable deduction). The present carry-
over rules could be maintained.

Thank you.

Sincerely yours,

S - ‘

e FRV RN

F/: o 3;/,, <N Pt
rancis J. McGovern

Associate Director of Development/
Director of Planned Giving

Thomas Jefferson University

1020 Walnut Street - Room 619
Philadelphia, PA 19107

(215) 928-7990

FJM/dmh
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UNIVERSITY OF NEBRASKA FOUNDATION
2038 HOLDREQE. . O BOX 30188
LINCOLN, NEBRASKA 68503

PHONE (402) 472-2151

Robert L. Lighthizer, Chief Counsel
Committee on Finance
Rm., 2227, Dirksen Senate Office Bldg.
Washington, D.C. 20510.
WRITTEN STATEMENT FOR INCLUSION IN PRINTED RECORD OF SENATE FINANCE

COMMITTEE HEARINGS ON FLAT-RATE TAX PROPOSALS (éeptenber 27-29, 1982)

Proposals to simplify the income tax structure of the nation must be given
serious consideration by all thoughtful citizens and responsible organizations,
since the remarkable success of our voluntary compliance approach depends on the
people's ability to understand their taxes and their perception that the system
is, on the whole, a fair one. Both of these underlying prerequisites are threatened
by the present complexity of the Tax Code and its numerous deduction provisions.

However, lest a pendulum be pushed too far too fast, it must be remembered
that our economic system is complex and a simplistic tax structure that ignored
the variety of taxable situations_could. itself, quickly come to be seen as
inherently unfair under many circumstances.

As an educator for most of my life and the present chief executive of a
state university-related public foundation, my specific concern is with the charit-
able deduction for gifts to benefit qualified education, religious, health,
cultural, social assistance and other nonprofit organizations.

I understand that proponents of the elimination of all deductions including
the charitable deduction have observed that people were contributing to charity
long before there were income taxes and charitable deductions. May I respectfully

suggest that although the widows gave their mites to the church and there were

THE UNIVERSITY OF NEBRASKA-LINCOLN THE UNIVERSITY OF NEBRASKA AT OMAHA
THE UNIVERSITY OF NEBRASKA MEDICAL CENTER
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occasional generous benefactors of a hospital or college, the past had no com-~
parable pattern of broad support of nonprofit organizations from all economic
levels such as is encouraged by our existing system of charitable tax incentives.

Since 1969, there has been growing awareness of the advantages of ''life
income gifts"” through qualified charitable remainder trusts which make it
possible for middle economic classes to consider very significant charitable
arrangements. Any sweeping simplification that wipes out these incentives and
the efforts of hundreds of institutions to educate their natural constituencies
on this way of giving would seriously set back the local and regional organiza-
tions that can be most responsive to the needs of society with the greatest cost
efficiency (compared to channelling the same amounts through the federal govern-
ment and back to one place or another, for one purpose or another).

It seems clear that business and industry will be unable to make up the
amount of federal funding support being lost to local institutions. To remove
at the same time frow our social machinery a key factor in private individual
support could be a blow from which hundreds or thousands or worthy organizations
and institutions might never recover, and the damage could occur too quickly to
permit remedial action in many instances.

Others more versed in the intricacles of taxation can address the varfous
options open for modification of a flat-rate tax plan to preserve at least the
present incentive levels for charitable giving. My plea 1is that this specific
issue be very carefully addressed before the rush for simplicity harms our total
society more than the present complexity.

Respectfully submitted,

}L"’Q‘CQ‘VVt“ ~
D. B. Varner, Chairman
University of Nebraska Foundation
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Tels 804  277-52
Sx 623 5255

VIRGINIA TAXPAYERS ASSOCIATION  cisura va 24505

Statement by Kenneth White, President
Opposing Proposals for a Flat-Rate Income Tax
before
United States Senate Committee on Finance

Hearings September 27-29, 1982

Mr., Chajrman, my name is Kenneth White and I am President of the
Virginia Taxpayers Assoclation. 1In addition to conducting for almost
10 years the more usual activities of a state taxpayer organization, such
as fighting increased gasoline taxes, increased state expenditures and
excessive state general obligation bonds, the Virginia Taxpayers Association
has the distinction of being the only organization in the country that
correctly told the Senate Committee on Banking, Housing and Urban Affairs
July 30, 1979 at the confirmation hearing of Paul A. Volcker as Federal
Reserve chairman that, quoting from our prepared statement then, "inflation
can bve expected to accelerate at a dangerous rate under his (Vplcker's)
administration, and his nomination should therefore be rejected by the
United States Senate," (UNQUOTE). While in recent months there has
appeared to be, on the surface at least, some decline in the dangerous
inflation that did in fact follow Volcker's confirmation, it has only come
about following bankruptey of thousands of American businesses caused
largely by ruinous interest rates imposed by the same Volcker as z
"corrective measure”, and we submit that every taxpayer and consumer in
this nation would today be far better off if the Senate had listened to

the Virginia Taxpayers Association and refused to confirm Volecker in 1979,
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for this One man at the head of our banking system these last three years
has cost all of us untold billions, through his disastrous hiking of
interest rates, and indeed billions in taxes just from increased interest
on the national debt, Part of our statement at that time was placed 'in
the Congressional~Record by Senator Jake Garn, now Chairman of the Senate
Banking Committee, on August 1, 1979, page S 11301,

The Virginia Taxpayers Association has bteen on the prevailing side
in two other appearances btefore congressional committees. One was our
testimony May 1, 1980 before the House Ways and Means Committee against
the then-proposed withholding tax on interest and dividends, which
received favorable comment in Barron's Magazine among other national
publications. The other was our testimony before the Senate Judiciary
Committee June 21, 1979 on the intolerable cost to taxpayers of an
additional federal paid holiday, which was placed in the November 9, 1979
Congressional Record in its entirety, page E 5547,

While admittedly the various proposals for a flat-rate income tax
now‘before the Pinance Committee appear to offer the very attractive
feature of simplifying paperwork and causing less time and trouble to
a great many people, we in the Virginia Taxpayers Association regret that
many otherwise conservative members of Congress, as well as outside
publications and organizations which have recommended such a tax, have
not thoroughly researched this very important question, including a
review of the basics of income tax law itself as set forth by the Supreme
Court.

First, though, we should make very clear one outstanding fact that

we believe all proponents of the flat-rate tax will agree on: That the
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primary motivation benind this tax is not at all to accommodate lessened
government expenditures. Indsed,\a number of the proponents argue that,
if the flat rate is set at the right level --- perhaps somewhere around
15 per cent --- the new tax will actually help in bringing in enough
revenue to dalance the budget and eliminate the bydget crisjs. In other
words, it will pot be necessary to reduce to any significant degree or
at _all the present monstrous level of government spendingt This is right
where the whole flat-rate tax idea falls apart «-- even in advance of
legal considerations -=-~ for those of us who have been in leadership of
the taxpayer movement long enough to acquire some sophistication in
considering proposed legislation., For certainly at the core of taxpayer
movenment principles for almost the last two decades has been, and still
is today, realization that government at all levels is too bdbig and is
spending too much of our money, and that we should certainly not support
any tax measures whatever that facilitate extravagant public spending.

It is indeed regrettable that so many otherwise sound-thinking public
leaders in and out of Congress should have allowed themselves to be
misled in favoring this flat-rate tax proposal., For any tax change such
as that now proposed, designed actually to produce more revenue, will
help take away from government the urgent need and incentive to drastically
glash public spending and is therefore definitely counter-prcductive,

The fact is, as almost all dispassionate analysts would agree, that the
private economy of the United States is being choked to death by insatiable
governmental demands for the limited funds that are available for both
pudblic and private use, and we simply cannot continue in any kind of free

society unless Congress acts now to reduce government appropriations
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which are literally impossible for this economy to support,

But let us look further into what kind of a tax the income‘tax
really is., The Governmental Research and Development Corporation, in
discussing Senator Charles Grassley's S, 2372 and House companion bill
H.R. 5868, calling for a Treasury study of the flat-rate tax, which would
be "the most significant change in the-}ederal tax system since the first
income tax law was adopted in 1913", explains that this would bring about
a change from our precent Net Income Tax (NIT) system to a new Gross Income
Tax (GIT) system., Necessary to a proper understanding of this matter is
realization that "income", which is not defined in the Internal Revenue
Code itself, means not simply ”receipts” but rather "profit" or "gain".
The Supreme Court, in Eisper v, Macomber, 252 U.S, 189, defined "income"
as "the gain derived from capital, from labor, or from both combined..."
(emphasis added), Note that the "gain™ is not the capital or labor
themselves but is separated therefrom. See alsos

",e.0e0ne does not derive 'income' by rendering services and charging

for them," Edwards v, Keith, 231 F. 110,

"Receipts are not synonymous with income."” U, S, v, Clark,
211 F.2d 100 {emphasis added).

".se'income’ as used in the statutes, should be given a meaning as
not to include everything that comes in. The true function of the
words 'gains' and 'profits' are to limit the meaninguof the word

'income®,,."” Southern Pacific Co, v, Lows, 238 F, 7 (emphasis addec

"Income within the meaning of the 16th Amendment and the Revenue Act
means in derjved om, and not accruing to, capital or labver or
both combined,” Staples v S., 21 F,Supp. 737 (emphasis added),

"Congress has taxed income, not compensatioN..esseess.If there is no
*gain', there is no 'income',” U, S. v, Conner, 303 F.Supp. 1187
(emphasis added),

"Profits mean the advance in the price of goods sold beyond the cost

of purchase and in distinction from wages of labor." Maddox v
International Paper Co,, %7 F.Supp. 829 emphasis added).
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“"There is a clear distinction between profit and wages or compensation
for labor. Compensation for labor cannot be regarded as profit
within the meaning of the law," Qliver v, Halstead, 196 Va, 992
{emphasis added).

"Reagonable compensation for labor on services rendered is not
rofit," derdale Cemetery Association v, Matthews, 345 Pa, 239
emphasis added).

The Supreme Court comprehended these statements about the meaning

of "income" in Merchants' Loap, etc, v, Smietanka, 255 U.S., 509, when it
saids "The word 'income' must be given the same meaning in all of the
Income Tax Acts of Congress that was given to it in the Federal Corporation
Excise Tax Act" (emphasis added)}, The Corporation Excise Tax Act of 1909
(36 Stat. 112) just referred to was also the sudbject of another clarifying
Supreme Court decision, Flint v, Stone Tracy Co,, 220 U.S. 107, which
described the tax in question as ™A tax....on corporations, joint stock
companies, associations organized for profit and having a capital stock
repregented by shares, and insurance companies, and measured by the income

thereof, (which) is not a tax on franchises of those paying it, dut a

tax upon the d [e) siness w the advantages which inhere in the
peculjarities of corporate or joint stock organization of the character
descrivbed in the act" (emphasis added).

This same tax, Flint said,

s o » o 1t is an excigse on the
cit

privilege Q1ng a corporate capacj and as such is
within the power of Congress to impoSej...sss,..n0t being direct
taxation, dbut an excise, the tax %g g;oEezlx measgged by the entire
income of the parties subject to it," at pgs. 108~109, emphasis
added), .
"ITndirect taxation includes a tax on busjness done in a corporate

capacity; the difference between it arddirect taxation imposed on
property becayse of its ownership is substantjal and not merely

nominal.
"Excises are taxes laid upon the manufacture, sale or consumption
of commodities, within the country, upon licenses to pursue certain




oce tions and upon co
e Vo the ex
{i not done in the manne:
0, emphasis ad
Not altering, modifying or overruling Flint v, Stone Tracy Co, in
any way but rather building upon it, the 16th Amendment and the two

landmark Supreme Court cases interpreting it immediately afterward simply
acted to assure constilutionality of Flint and the kind of tax it discussed.
One of these two landmark cases, Stanton v, Baltjc Mining Co,, 240 U.S, 103
(1916). said flatly:
"The Sixteenth Amendment conferred no new ggwef of taxation but
simply prohibited the previous complete and p enary power of
income taxation possessed by Congress from the beginning from
being taken out of the category of indirect taxation to which it
inherently belonged" (emphasis added).
Just prior to Stanton in the same year, the Supreme Court also held
in the other landmark case, Brushaber v on Pacjfic Railroad Co,,
240 U.S. 1, which likewise has never been overruled, that the income tax
is an indirect tax, rather than a direct tax, and that the
"command of the (l6th) amendment that all income taxes shall not
be subject to the rule of apportionment by a consideration of

the source from which the taxed income may be derived forbids
the afplication to such taxes of the rule applied in the Pollock

case (Pollock v, Farmer's Loan & Trust Co,, 158 U.S, 601)

by which alone such taxes were removed from the great class of

exclises, duties and imposts subject to the rule of uniformity

and were placed in the other or direct class,”

To summarize, what we have today as brought out in the beginning
of this discussion is a Net Income Tax (NIT) system, where the income tax
is an indirect excigse tax based on a government-bestowed privilege,
although this truth has been carefully concealed from the American public
by the Internal Revenue Service, government officials and the media

generally, and the Virginia Taxpayers Association has publicly caught
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a former Secretary of the Treasury in lying about it (see our (in part)
attached testimony before the House Wayes and Means Committee on law Day,
May 1, 1980, which has never been refuted),

The proposals for a flat-rate tax now before the Finance Committee
would move from this Net Income Tax (NIT) system, which as we have seen
is supported by the 16th Amendment, although much of today's application
of that system is emphatically not so supported, to an entirely new
"gross income" tax system where the word "income"” is not actually or
legally such at all but merely means "pecejpts”. Unfortunately for the
proponents of this new tax, there is at present no constitutional
foundation for such a change and no way for a mere act of Congress to
lawfully bring it about,

’ We are not sure, with all the precedsntial law on the books today,
whether a single constitutional amendment would be sufficient to legally
back up this proposed flat-rate tax, But even if it would be adequate in
law, we must warn congressional backers of the flat-rate idea against such
a constitutional amendment, for the process of ratification by the states
would involve so much public discussion that the truth about our present
Net Income Tax (NIT) system would finally become known by a sufficiently
large segment of U, S. citizens to create an even more unstoppable income
tax revolt than already exists.

There is neither time nor space to cover a second pertinent subject
here --- whole legal briefs have been written about the unlawful nature
of today's "money" --- but we must nevertheless briefly remind this
Committee that with our present counterfeit currency --- Federal Reserve

Notes which are not.evidences of wealth but only evidences of debt ---
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hardly anyone today has any real income. As the Supreme Court has salds
"Lawful money of the United States (can be) only gold and silver
ecoin or that which by law is made its equivalent, so as to be
exchangeable therefor at par and on demand, and does not include
a currency which, though nominally exchangeable for coin at its
face value, is not redeemable on demand." Brongon v, Rhodes,
74 U.S. 229, 274, 19 L.Ed, 141,
At least as often as a brand-new kind of ¥income" tax is proposed in
Congress, it is the duty of all such elected officials to recognize’this
truth, unpleasant though it may be for those in the U, S, government today.
Pinally, we want to assure members of this Committee who have
justifiably shown great concern this year over the matter of so-called
"compliance” with today's tax system, that the fast-growing underground
economy will definitely not be dried up by a flat-rate "income" tax.
{We say "justifiably", but we certainly do not agree with Congress's
so far totally’unsatisfactory response to the undeniable reality of this
situation.,) Too many honest, upright, dedicated and patriotically-
motivated citizens now know the truth about congressionally-promoted
lawlessness in the present application of our tax system to be satisfied
with such a change., And with the proposed "gross income" tax being
really a gross recejipts tax, it does not require any detailed study of
law to notice that today when the government is supposed to tax only
get income it cannot reach its grasping hands into as much of the
_taxpayer's material substance as when it is empowered --- whether lawfully
or not --- to tax gross receipts, Certainly, informed taxpayers will not
stand still when they become fully aware that an initial, say 15 per cent,
rate of tax on gross receipts could almost without debate in Congress be

niked to 20, 25 or 30 per cent in the not distant future to meet "emergency

situations"”.
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In conclusion, all of us are aware that this Committee's action
and that of Congress in passing H.R. 4961, the Tax Equity and Fiscal
Responsibility Act of 1982, in derogation of Article I, Section 7 of
the United States Constitution is now before the U. S. District Court,
and it is our fervent hope that out of this, and the deliberations on
tax proposals now before this Committee, the Constitution itself,
our freedom, and yours also, will finally survive, Thank you.

o

11-385 0 -~ 83 - 29



442

PRESIDENT'S PROPOSAL FOR WITHHOLDING ON
INTEREST AND DIVIDENDS

Testimony by .
Kenneth White, President,
Virginia Taxpayevrs- Association
May 1, 198G

HEARINGS

COMMITTEE ON WAYS AND MEANS
HOUSE OF REPRESENTATIVES

NINETY-SIXTH CONGRESS
SECOND SESSION

APRIL 30 AND MAY 1, 1880

Serial 96-92

Printed for the use of the Committee on Wass and Means

&%

U.8. GOVERNMENT PRINTING OFFICE
400 WASHINGTOX : 1980

{NEXT TWO PAGES
PARTIAL TESTIMONY ONLY)



443

be vetry badly advised and strongly resisted by taxpayers across the
country.

Thank you very much.

[The prepared statement follows:]

STATEMENT OF THE VIRGINIA TAXPAYERS ASSOCIATION

Mr. Chairman, my name is Kenneth White and I am President of the Virginia
Taxpayers Associstion. In addition to conducting for the last seven years the more
usual activities of a state taxpayer organization, such as ﬁghtinﬁ increased gasoline
taxes, increased state expenditures and excessive state general obligation bonds, and
working for the right of initiative and referendum, the Virginia Taxpayers Associ-
ation hes the distinction of being the only organization in the country that correctly
told the Senate Committee on Banking, Housing, and Urban Affairs July 30, 1979 at
the confirmation hearing of Paul A. Volcker as Federal Reserve chairman that,
quoting from gur prepared statement then, “inflation can be expected to accelerate
at s dangerous rate under his (Volcker's) administration, and his nomination should
therefore be rejected by the United States Senate.”” We submit that every taxpayer .
and consumer in this nation would have been far better off if the Senate had
Listened to the Virginia Taxpayers Association and refused to confirm Volcker at
that time, for this one man at the head of our banking system these last nine
roonths has cost all of us untold billions, through his disastrous hiking of interest
rates. and indeed billions in taxes just from increased interest on the national debt.
Dr. Leland E. Traywick, Director of the Bureau of Business Research at the College
of Wiliiam and Mary, is only one of the qualified economists who has documented
the extraordinary error—if indeed it is only an error—of Volcker's devastating high
interest policies, and we believe quite a number of oonsresarnen today would agree
that the Virginia Taxpayers Association was right last July 30. So we hope that our
recommendation and counsel today will bear more fruit before this distinguished
Committee than what we had to say about Volcker, part of which was placed in the
Congressional Record of August 1, 1979, page S11301. The Virginia Taxpayers
Associstion was perhaps more successful on June 21, 1979 in testifying before the
Senate Judiciary Committce on the intolerable cost to taxpayers of an additional
federal paid holiday, since Congress has decided, for the time being at least, not to
o with such a holiday. The VTA's complete Senate Judiciary Committee was
placed in the Congressional rd of November 9, 1979, page E5347.

The first thing the Virginia Taxpayers Association must say to this Committee is
that the same Admiristration which is now asking Con to enact a withholding
income tax on dividends and interest is also giving to Congress and the American

e totally false and misleading information on the crucial question of what
income tax law is all about. On November 8, 1979 President Carter's Secretary of
the Treasury, G. William Miller, repeatedly told the Committee on Ways and Means
both in oral and prepared testimony on the Tax Restructuring Act of 1979, that the
U.S. income tax is “direc? tax” (emphasis added). That this very plain and elemen-
tary statement is absoiutely contrary to the facts is shown by a Library of Congress
analysis which we have attached as Exhibit 1-B, and which makes clear that th.
basic landmark Supreme Court cases on the income tax, Brushaber v. Union Pacific
Railroad Co., 240 U.S. 1 (1916), and Stanton v. Baltic Miring Co., 240 U.S. 103
(1916), have declared unmistakably that the income tax is an indirect tax. Omitted
from this Library of Congress e is the exact statement in Stanton v. Baltic
Mining Co. (supra), which 18 vital to our understanding of this subject, to with that
“Taxation on income was in its nature an excise” (emphasis added). We call your
attention to the fact that no Supreme Court case su uent to Brushaber and
Stanton v. Baltic Mining has ever overruled their basic finding that the income tax
is an indirect excise tax. as the Library of Congress study agrees, so that it is well

settled in the law that the income tax is an indrect excise tax. Such an important
is hardl ary Miller's legal advisers can be ignorant of, 8o

~ {Incidentally, two additional very significant comments must be made about this
pege from the Library of Congress analysis: (1) Brushaber here speaks about an
income tax on dealings in property, but not about a tax on property. Dealings in

rty in BrusAaber refers Lo income to a corporate entity (see infra) from buying,
selling and improvement of property, not income from more passive and/or static
interest and dividends such as this Committee is now discussing. (2) Stanton v.
Baltic Mining declares that the “Sixteenth Amendment conierred no new power of
taxation.” This very clearly means that after the Sixteenth Amendment was passed
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Congress could not collect any new tax that it could not collect before; thus the eo-
called income tax was not really a new or basically different tax but simply another
excise tax, this time measured by income (see infra)).

Now what are the implications to us here today of this indirect excise income tax?
1t is clear we have no choice but to follow the relevant authoritative case law and
98 where we stand before considering the matter now before the Committee. An
abbreviated compilation of relevant findings is as follows: ° .

“An excise is an impost for a license to pursue certsin callings or to deal in special
commodities or to exercise cular franchises.”” (East Ohio Gas Co. v. Tax Com-
missioner of Ohio, 43 F.2d 170, 172, emphasis added),
and:

“The terms excise tax and privilege lox are synonymous.” (American Airways v.
Wallace, 57 F.2d 877, 880, ompﬂn‘n added)
and:

“The Corporation Tax, as imposed by Congress in the Tariff Act of 1909, is not a
direct tax but an excise: ° * ° 1t is an excise on the privilege of doing business in a
corporate capacity and as such is within the power of to’i:fou;"'not
being direct taxation, but an excise, the tax is properly measu by the entire
m«;{thopuﬁumbjectwit.' M ‘mintv.SwMimcyCa,mU.S. 107, at

“A tax, such as the Corporation Tax imposed by the Tariff Act of 1909, on
eorll?orutiam. joint stock companies, associations organized for profit and having a
capital stock represented by shares, and incurance companies, and measured by the
income thereof, is not a tax on franchises of those paying it, but a tax upon the
doing of business with the advantages which inhere in the peculiarities of corporate
%j)omt stock organization of the character described in the act. * * *” (Ibid., at

“Indirect taxation includes a tax on business done in a corporate capacity; the
difference between it and direct taxation imposed on property because of its owner-
ship is sudstantial and not merely nominal.

cises are laxes laid upon the manufacture, sale or consumption of commodities,
within the country, upon Licenses to pursue certain occupations and upon corporate
privileges; the requirement to pay such taxes involves the exercise of the privilege and
if business is not done in the manner described no tax is payable.”, (ibid., at 110

“Even if the principles of the equal protection provision of the Fourteenth
Amendment were applicable there is no such arbitrary and unreasonable classifica-
tion of business activities enumerated in and subject to the Corporation Tax Law as
would render that law invalid. There is a sufficiently substantial difference between
business as carried on in the manner specified in the act and as carried on by
ppn.x’nhpt and individuals to justify the classification.” (Ibid., at 111.) (All empha-
sis

“The word ‘income’ must be given the same meaning in all of the Income Tax
Acts of Congress that was given to it in the Federal Corporation Excise Tax Act.”
(Merchants’' Loan, etc. v. letanka, 255 US. , 519 (1921), emphasis added),

and:

. “State law crestes legal interests and rights. The federal Revenue Acts designate
- what interests or rights so created, shall be taxed.” (Morgan v. Commissioner, 309
U.S. 105, emphasis added),

and:

“The right to contract about one’s affairs, including the right to make contracts of
emplozment, is a part of the ‘liberty’ of the individual protected by the 5th Amend-
ment.” (Adkins v. Children's Hospital of D.C, 361 U.S. 525),

and:
“A State may not im a charge for the e ent of a right guaranteed by the
Federal Constitution.” &z‘em‘ v. Pcnmyluan?a,oym righ 4

“The legislature and the ple may not choose to deny a fundamental constitu.
tional right as a8 means of egrloectmg revenue.” (United States v. State of Texas, 252
F. Supp. 234), ‘ )
and:

‘“The Supreme Court has unmistakenly determined that taxes imposed on subjects
other than income, e.g., franchises, privileges, etc. *** are not income taxes, al-
measured on basis of income.” (Keasley & Matteson Co. v. Rathensies,

C.C.A., Penna., 133 F.2d 894, 897 (1943)).
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Misuse

for Years, Misunderstoo

George Washington stated
in his Farewell Address to
the American people In
1796: ‘‘The basis of our
political system is the right
of the people to make and to
alter the Constitution of
government. But the Consti-
tution which at any time ex-
ists, until changed by an ex-
plicit and authentic act of
the whole people, is sacred
and obligatory upon all."”’

By Arthar J. Porth

The term ‘‘direct tax'' has been
misused and misunderstood for
years, and, as a result, many serious
problems have arisen. The purpose
of this article is to explain and show
the proper meaning of this phrase.

The study of the phrase "*direct in the
Constitutional sense’’ starts with a crisis
in communication such as was faced by
Galileo. He could not convince the peo-
ple that the earth was round because
they had been so indoctrinated that the
earth was flat that they were mentaily
unable to conceive of the earth as being
anything but flat.

In our government, the Internal
Revenue Service is under no obligation
to educate the citizens concerning the re-
quirement of apportionment for certain
1axes. As a result, most people have
never heard of a tax that is required to
be laid by apportionment, and both time
and repetition are required for the con-
cept to become understood.

A mention of the phrase ‘‘direct in the
Constitutional sense,’’ even to attorneys,
will be met by a questioning stare. Very
few of our people have ever heard of the
phrase. But be assured that 12 was well
understood by the members of the Con-
stitutional Convention, to the readers of
the ‘“Federalist Papers,’” the judges in
the Pollock case, and in the Brushaber
case, and the congressmen who drew up
the L6th Amendment.

The first time the author encountered
the phrase was in the case of “‘Frank R.
Brushaber vs Union Pacific Ralroad
Co.,"" 240 US 1, on page 1.

The phrase ‘‘direct taxes™ is first
found in the U.S. Constitution in Ar. I,
Sec. 2, Cl. 3: “‘Representatives and
direct taxes shall be apportioned among
the several states which may be included
within this union . . ."" The second time
it appears is in Art. 1, Sec. 9, Cl. 4' **No
capitation, or other direct tax, shall be
laid, unless in proportion to the census
or enumeration hereinbefore directed to
be taken.' In both cases we find the
term ‘‘direct taxes'® used in connection
with the terms ‘‘apportioned’’ and ‘'in

proportion.’*
SPREADING TAX BURDENS
Just  what do the terms

“agpportioned’’ and ‘‘in proporuon’’
mean? They refer to a system of spread-
ing tax burdens upon the states directly,
but indirectly upon the people of the
state.

The terms are clearly explained in the
case of '"Charles Pollock vs Farmer's
Loan & Trust Co.,”" 158 U.S. 601, sn
which the Supreme Court explained that
it required several steps. 11 required a
budget on the part of the federal govern-
ment. It also required a census of the
population in all the states.

Then, based on both the budget and
the census. the tax to be laid upon each
state would be the budget divided by the
census and that figure multiplied dby the
numer of people in the state in question,

But this tax would not be applied
against the individual by the federal
government. Each state would be re-
sponsible for collecting from its citizens
1ts apportioned sum.

The delegates to the convention that
drew up the Consutution were very
knowledgeable about taxes. After ali,
they had just emerged from 2 war based
upon thdir refusal (o be taxed without
representation and so they were deter-
mined that the wealth of the people who
provide for the support of the govern-
ment would only be taxed according to
representation.

They intended that the money required

A. J. Porth is a nationally known
author and lecturer on the Constitu-
tion and taxation.

to run the government would be derived
primagily from imposts and duties and
other excises. But not under the gravest
of situations would the wealth of the
citizens be taxed; that if property were to
be burdened, it would not be a simple
matter.

That such was the intent of the Con-
stitutional Convention is shown on page
16 of the Brushaber case, in which the
Supreme Court states: ‘The classifica-
tion of ‘direct” was adopted for the pur-
pose of rendering it impossible to bur-
den, by taxation, accumulations of pro-
perty, real or personal, except by the
regulation of apporti »

The imponance of an understanding
of the difference between direct taxes
applied by apportionment and of duties,
imposts and excises became a maiter of
national importance in connection with
the tax of 1894, in which the Supreme
Court, in the Pollock case, after hearing
and re-hearing, stated the following:

® "*We adhere to the opinion already
announced that, taxes on real estate be-
ing indisputably direct taxes, taxes on




the rents or income of real estate are
equally direct taxes.

@ ‘‘We are of the opinion that taxes
onpeuomlpmpaiy.oronmeincomeor
personal property, are likewise direct
laxes.

@ “‘The tax imposed by sections 27 to
37, inclusive, of the Act of 1894, 30 far
as it falls on the income from real estate
and of personsl property, bein; a direct
tax within the ing of the Constitu-
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chief concerns were [0 raise

sions, by implicati beyond the clear

revenue, but 10 do 50 in accordance with
the Constitution and thereby avoid
litigation. He mentioned that recent
court decisions had shown that corpora-
tions could Constitutionally be sub-
Jected 10 federal taxes.

There were those in the Senate who
were antagonistic to the Supreme Court
for its decision in ‘‘Pollock.” These
s wanted [0 repeat the provi-

tion, and, therefore, unconstitutional
and void because not apportioned ac-
cording to representstion, all those sec-
tions, constituting one complete scheme
of waxation, are necessarily invalid."

Ia this opinion, the court clearly de-
fined what direct taxes are and ruled that
they must be spplied by apportionment
to be Constitutional.

In the same case, Justice Harlan
stated: *'Congress cannot subject to tax-
ation . . . cither the invested personal
property of the country, bonds, stocks,
and investment of al! kinds, or the
income arising from the renting of real
estate, or from the yield of personal
property, except by . . . the rule of ap-
portionment among lhe states."’

Also in the same case, Justice Jackson
siated: *The decision of the coun,
holding the income tax law of August,

sions of the Act of 1894 and thereby test
the court,

Among such members was Sen. Nor-
ris Brown of Nebraska. On June 17,
1909, he presented S.J.R. 39, which resd
as follows: *“The Congress shall have
power (0 lay and collect direct taxes on
incomes without apportionment among
the several states according to popula-
tion."

At the same time, for the record
Senator McLaurin of Mississippi stated:
I think if the senator from Nebraska
will change his amendment to the Con-
stitution so as to strike out the words
‘and direct taxes in Clause 3, Section 2,
of the Constitution,' and also (o strike
out the words, ‘or other direct’ in Clause
4 of Section 9 of the Constitution, he
will accomplish all that his amendment
prcpou: to xcompluh and not make a
for the en-

1894 void, is based upon the following
propotitions:

@ *‘That atax upcn real and personal
property is & direct tax within the mean-
ing of the Constitution, and, as such, in
order to be valid, must be apportioned
among the several states according to
1heir respective populations.

® "“That the incomes derived or rea-
lized from such property are inseparable
incidents thereof, and so far partake of
the nature of the property out of which
they arise 43 to stand upon the same foot-
ing as the property itself.

‘‘From these pmmm the conclunon
iy reachad thal a tax on incomes arising
fror: both veal and persons! property is
a ‘direct tax’ and subject (0 the same
rule of apportionment &s a tax laid
directly on the property itself, and not
being so imposed by the Act of 1894, ac-
cording to the rule of numbers, is uncon-
stitutional and void."”

So, as a result of the *‘Pollock"* deci-
sion, it was definitely settled that taxes
on real or personal property were direct
taxes, and so could only be applied by

nmn( of a single act of legislation."*

On luly 3, 1909, this suggestion of

Sen, Mcuurm was offeved a8 an

The was re-
jected. By this vote, the words ‘‘and
direct taxes,’” in Clause 3, Section 2, Ar-
ticle 1, and the words “‘or other direct"”
in Clause 4, Section 9, Article [ nf the
Constitution stand unchanged, and the
Conti.ution remains unchanged.

On July 5, 1909, Senator Bristow of
Kansar offered a substitute for S.1.2.
39. It also read: “*The Congriss shall
have power to lay and collect direct taxes
on icomes without arportionment
amony; the several states according to
population.”’

By tequest of Sen. Bristow, the
number of S.J R. 39 was changed to
S.J.R. 4.

S.J.R. 40 became the 16th Amend.
ment of the Conastitution, but the word
“'direct’* was omitted. The 16th Amend-
ment reads: ‘‘The Congress shall have
power o lay and collect taxes on in-
comes, from whatever source derived,

the regulstion of appor and
therefore, the country was without an
income tax law.
TAFT'S WiSHES

When the 6ist Session of Congress
assembled in 1909, President William H.
Taft addressed it and revealed that his

ith apportionment
several states, and without regard to any
census or enumeration.’'

In “Gould vs Gould,”’ 245 U.S. 211,
the court stated: **In the interpretation
of statutes levying taxes, it is the estab-
lished rule not to extend their provi-

among the:

import of the language used, or to en-
large their operation so as to embrace
matters not specifically pointed out.””

So, the [6th Amendment did not
creale a new form of tax, a direct tax not
subject Lo apportionment.

This conclusion is supported by the
count in the Brushaber case. In its opi-
nion, the court stated that all the objec-
tions of the plaintiff could be grouped
together inasmuch as they were all based
on an erronedus assumption, that the
16th Amendment had crested a new
form of tax, a direct tax not subject to
apporiionment.

It is turther supported by the *‘Bee-
land Wholesale Co. vs Kaufman,” 174
S. Rep. 517, A “‘state can (ax its citizens
personally, provided no Constitutional
provisions are violated, but the federal
government cannot tax citizens per-
sonally except in proportion to census.’

Also, referring to U.S. Supreme
Court Digest, Lawyers Edition, Vol. 15
p. 404, 403, 1970

*'d. A 1ax on income, so far as it sp-
plies to rents or income from real estate,
15 within the provision of the U.S. Con-
stitution against direct taxes except when
laid in proportion to population. ‘Pol-
lack vs Farmer’s Loan and Trust Co.,
158 U.S. 601.”"

So, from the fact that S.J.R. 39 called
for a direct tax without apportionment
and that resolution did not pass; md
S.J.R. 40 at one time also calied for 3
direct tax without apportionment but in
the final form the words ‘‘direct tax’
were removed, and in the final form as
passed by Congress the 16&h Amend-
ment did not contain the words *'direct
tax,” there can be only one conclusion.
Namely, the 61st Congress did not in-
tend the words *‘direct tax'’ to be & part
of it.

By leaving out words which would
have required a direct tax, the Congress
complied with the wishes of President
Tafi. It had provided a tax by which cor-
porations could be reached. It was in ac-
cordance with the Coastitution, It would
not result in the litigation, which would
have been certain had it done otherwise.

NOTE

The 61t Congress was well aware that
**No tax can be imposed without express
legislation authorizing it; and unless the
intention of the legislature to lay the 1ax
be explicitly and distinctly shown by vn-
ambdiguous words, the public cannot be
charged with its burden; for, if there be
reasonabdle doubt of the intent, it will be
denied.” “*John R. Stanton vs Baltic
Mining Co.," 240 U.S. 103.
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A LAND GRANT UNIVERSITY

VIRGINIA POLYTECHNIC INSTITUTE AND STATE UNIVERSITY

Blacksburg, Virginia 24061

OFFICE OF THE PRESIDENT

October 11, 1982

WRITTEN STATEMENT FOR INCLUSION IN PRINTED RECORD OF
SENATE FINANCE COMMITTEE HEARINGS ON FLAT-RATE TAX
PROPOSALS (SEPTEMBER 27-29, 1982)

Most of us in higher education probably support the Reagan admini~
stration's attempts to create a more equitable tax system. However,
the passage of a flat-rate tax that precludes credits or deductions for
charitable giving may prove very damaging for the many colleges,
universities, and service organizations across the nation that depend

so heavily upon private donations.

Since taking office, President Reagan has urged the private sector to
accept more of the fiscal responsibility for social, educational and
cultural programs. In many cases, the adoption of these programs by
localities has resulted in an upgrading of the quality of service. But
the benefits of this move will be diminished considerably if new laws
remove the tax incentives from charitable giving.

~N
While most donors contribute because they believe in the merits of a
program or institution, the charitable deduction allows them to give
n;uch more than otherwise possible. Those of us in higher education

agree that a reduction in private donations would severely affect the
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caliber of the programs now offered, because quality ofterings require
money . . . especially at a time when graduates with a high degree
of technological education are so badly needed. At Virginia Tech, we
turn away thousands of applicants each year because of space short-
ages; limited scholarship funds and the like. Take away private
donations and you have removed one of the buffers that keep tuitions
comparatively low. With reduced government funding and lower
private giving, the only other source is higher tuition, a move which
forces education into an unplanned yet creeping elitism.

I think I speak for many in higher education, in urging you to study
a more equitable tax system, but maintain a tax program which allows,
at the very least, a charitable deduction, if not a 100% tax credit for
charitable contributions. Deductions and credits carry a dual benefit
for donors: one, most obviously, it lessens the out-of-pocket impact
of the gift; and two, it provides a subtle yet effective way to recog-

nize and thank donors for their generosity.

I hope you will not give the responsibility for educational programs to
the private sector, then take away the incentive for accepting it.
Sincerely,

”4/4”/! J.Cg‘“

~ William E. Lavery
’ President

‘y,.

WEL:bwg
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WOODBERRY FOREST SCHOOL

WOODBSBERRY FOREST, VIRGINIA

22989
ALL OFFICRS:
708-872-3900
September 30, 1982

Written Statement For Inclusion in Printed Record of Senate Finance
Committee Hearings on Flat-Rate Tax Proposals (September 27-29, 1982)

Mr. Robert E. Lighthizer, Chief Counsel
Committee on Finance

Room 2227, Dirksen Senate Office Building
Washington, D. C. 20510

Dear Mr. Lighthizer,

While supporting the general concept of a flat-rate tax, Woodberry
Forest School, a 501(c)(3) charitable institution, is very concerned
with the possible adverse affect of a flat-rate tax on contributions to
our school and to other charitable institutions.

If a flat-rate tax is enacted, we strongly endorse the concept of
allowing a credit of 50 pereent of the amount of charitable gifts made.
The tax credit could also be a progressive credit - based on a tax
payer's adjusted gross income, and a ceiling could be placed on the
credit to assure that donors do not entirely avoid paying taxes by
making charitable gifts. The present five year carryover rule could
also apply. :

Charitable contributions form the life blood of many of this country's
finest institutions. Whatever changes are made in current income tax
legislation must preserve an incentive for all Americans to support
these institutions,

Sihcerely,

.

(& 3
Peter G. Rice
Treasurer
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western union

SEMATUR DULE RPT DIY MGM
CAPITOL OME DC

SENATOR DOLE [ WNULD BE GLAD TN APPEAR B8FFORE THE SENATE FINANCE
COMMITTE TO PRESENT AN ALTERNATIVE TN THE PRESFNT INCOME TAX, AT THIS
LATE DATE T WOULD APPRECIATE AT THE LEAST THE INSERTION OF YIS

SIMPLE HURRIED SUMMARY OF TMIS ALTERNATIVE INTO THE WRITTEN Y \J
I AM AN ACCOUN HAVE MAD 24

YEARS EXPERIENCE IN TAX PREPARATION, AT THE PRESENT TINME
APPROXIMATELY 1/3 OF MY BUSINESS GROSS INCOME 18 OERIVED FRQOM INCOME
TAX PREPARATION, 1 CONSINER THE PRESFNT INODIVIDUAL ANO CORPORATE
INCOME TAX STRUCTURE AND PROCEDURE 10O RE UNPRODUCTIVE, UNWIELNY,
ARBITRARY, CONFISCATNRY, AND OPPRESIVE TO THE POTNT OF CHARACTERIZING
IT AS BEING A "SWORD OF DAMACLES™ HANGING OVER THE HEAD OF EVERY TAX
PAYING CITIZEN, WITH THE PRIME PURPOSE OF TAXATION TO RE THE 408Y
COST EFFILIENT METHOD NF FUNDING THE OPERATINN OF GOVERNMENT T wWOULD
REPLACE THE PRESENT TAX STAUCTURE OF OUR GOVERNMENTwWMICH INCLUDES
ALL TAX REVENUE RAISING LAWSeWITH A DIRECT SALES TAX ON THE CONSUMER
LEVEL ONLY,, ,COVERING SALES OF ANY KIND, THE NET EFFECT OF SUCH A TaX
®WOULD BE A PROFOUND REDUCTION IN NNN PRONUCTIVF ACTIVITY SUCH AS
ACCESSIVE GOVERNMENT,, ,RESULTING IN SURSTANTIAL REDUCTION IN TRE COSY
OF CONSUMER GONDS3 THE RICH.PAYING THE GREATER PORTION SINCE THEY
WOULD SPEND MOREj) GREATLY REDUCING [F NOT ELIMINATING THE ABILITY OF
DESHONEST CITIZENS FROM PAYING TAXESY A GREATER PRODUCYIVITY) AND 4
MURE FREE SOCIETY SINCE THF TAX PAYING CITVZEN WOULD 8F FRFED FROM
ALL THE RAMIFICATIONS OF OPPRESSIVE TAX LAWS, AN ADDITIONAL RESULT,
POSSIBLY THE MOST IMPORTANT, wOUDL BE THAT EVERY SINGLF AMERTCAN
WOULD HAVE AN INTEREST IM THE FINANCING OF GOVERNMENT SINCF EVFRY TaY
INCNEASL OR DECREASE WOULD OIRECTLY AFFECT WIM OR WER,

FREDERICK E LEWIS

5308 SALLARD AVE NORTHWEST -

SEATTLE wA 9B1O7

16109 EST
IPMPOMX W§H
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An open letter to:

President Ronald Reagan -
Senator Carl Levin .

Senator Donald W. Riegle, Jr.

Representative Harold S. Sawyer

Dear Senator Levin,

It's time for fundamental changes in our tax system. This
letter describes a simple tax system which increases taxes

on "big spenders", but lowers the tax on wealthy who reinvest
more of their earnings. 1t strongly supports private enterprise
by encouraging savings and capital accumulation.

The new tax system has three simple features.

1. The current income tax structure is modified.

¢ Marginal tax rates are raised back up to 70%.

°® "Earned income" receives no special trcatment, and
is also subject to the higher marginal rates.

° Interest expense is no longer deductible.

2. Individuals can elect to place their invesiment assets
in a special "Personal Investment Trust'" (PIT).
° The PIT must hold all investment assets of the individual.
° Withdrawals from the PIT are taxable income to the
individual.
Deposits to the PIT are deductible.
Assets for personal use, such as residence, a yacht,
or decorative art, are excluded from the PI1T.

3. The PIT is subject to a separate income tax.

° Low rate, such as 10%.

° Taxable income includes:
Interest (except tax-exempt interest)
Dividends
Capital gains (no special treatment)
Individual deductible deposits

® Deductions from income include:
Capital losses
Withdrawals (taxable to the individual)
Investment management expenses
Interest expense on loans to the PIT
Depreciation

° Adjustments to tax include investment tax credit.
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Special treatment will be granted on purchase of primary
residence.

Thi

]

o 0 5 00 o ¢

oo 0 0O

Net cash paid (purchase price plus expensces and taxes

less amount of lean) will be deductible in the year
" of purchase. -

10% of net cash paid will be added to taxable income
cach subscauent year for ten years, or until sale.

On sale within ten yecars, the remaining "10% years"
will be accelerated and taxable in the vear of sale.

On sale, net gain is added to taxable income.

Interest paid on mortgage receives a tax credit equal
to the PIT tax rate (10%).

tax system has considerable and diverse advantages.
Savings and capital accumulation is encouraged.
Lavish spending by the wealthy is discouraged.
Income is taxed at low rates if reinvested.
Income is taxed at high rates if used for consumption
by high income taxpayers. )
Indefinite carry forward from high income years is permitted.
Greater capital accumulation will mean more jobs.
Greater savings will mean lower interest rates.
Abandons the discredited "trickle-down" theory of spending
by the wealthy.

Attached you will find examples including a tax table, and
sample calculations on three individuals, showing differences
between the current and proposed systems.

I trust this proposed tax system will receive careful analysis
from you and your staff. 1 will be happy to assist your staff
in further development of the principles embodied in the
system.

Dale E. Lamps /

6486
Grand Rapids, MI 49508
(616)942-0409

g

wWoodbrook S.E.

September 22, 1982 -

ccC:

Various newspapers in Michigan and the Chicago area.
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PROPOSED TAX TABLE (single return; Tax vears beginning
after 1984):

‘

1) (2) (3)
Taxable Tax on Rate on
Income Cel. (1) Excess

S 53,300 §16,115 50%
$ 84,000 530,465 60%
$112,000 553,265 70%

#% For taxable income under $53,300, tax table is unchanged
from current law.

PIT tax rate: 10%.
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THREE EXAMPLES: Smith, Jones and Murphy, for the vear 1984.
© Each has taxable carned income of $150.000 plus investment
income of $150,000.
Each files a "single return".
Tax using curvent table is $137,935.
After tax income is $162,065.
Smith spends $50,000 and invests $102,065.
Jones spends $100,000 and invests $62,065.
Murphy spends $150,000 and invests $12,065.

¢

Smith under the NEW SYSTEM would invest $150,000 of investment
income, plus a PIT deposit of $73,070, for a total of $223,070.
His total tax is $49,237, down from $137,935. His spendable
income remains at §$50,000.

0 0000 0

Taxable income $150,000
PIT deposit -73,070
NET $ 76,930
Tax -26,930
Spendable income $7 50, 001
Investment income $150,000
PIT deposit +73,070
PIT taxable income $223,070
10% PIT tax R $ 22,307
Total tax S 49,237
SMITH JONES - MURPHY
PIT deposit (withdrawal) § 73,070 ($ 76,217) ($219,663)
Income tax $ 26,930 $126,217 $226,629
PIT tax S 22,307 S 7,378 ($ 6,966)
Total tax $ 49,237 $133,595 $219,663
Current law tax $137,935 $137,935 $137,935
Personal spending $ 50,000 $100.000 $150,000
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would continue to provide a significant tax incentive for high income
individuals to give to charitable institutions. Without this incentive
I am quite certain that giving levels by individuals to charitable
institutions will decline significantly.

If Congress is unwilling to allow a 50X credit for all tax payers, a
progressive credit based on a tax payer's adjusted gross income should .
be allowed. To assure that donors do not entirely avoid paying taxes bfﬁk\‘
making charitable gifts, a ceiling could be placed on the credit. The
present five year carry over rule could also apply. Thank you for your
consideration of my viewpoint on this matter.

Most sincerely,

Tt B Psdirsr—

Dr. David B. Madeira
Director of College Advancement
College Counsel

n/419d .
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MESSIAH
COLLEGE %

Geanthom, Pennsytvania 17027 (717) 7662511

September 24, 1982

Mr. Robert E. Lighthizer
Chief Counsel

Committee on Finance

Room 2227

Dirksen Senate Office Building
Washington, DC 20510

Dear Sir:

I write to you, as an administrator in private higher education, to
express my concern regarding proposed changes in our income tax system.
It has come to my attention that Congress is considering proposals
regarding flat-rate tax structures instead of the current progressive
system.

Generally speaking I support the concept of a flat-rate tax system. 1
do believe that it is preferable to our present progressive system for
several reasons. It would, of course, be much more simple and thus less
costly to administer. It would also eliminate the problem of bracket
creep which currently pushes tax payers into higher tax brackets.

Third, it would end the current "marriage penalty" which in our present
structure results in higher taxes for two-earner married couples. And
fourth, it would help stop tax evasion schemes and therefore add
revenues to the federal government,

However, I am very much concerned about the impact of such a system on
charitable giving. I am in accord with the President's position that
most social services should be provided by the states and/or the private
sector. I strongly believe that the federal government should get out
of most of the social services field. However, in order to do so we
must be careful to ensure that individuals will sufficiently support
charitable institutions. Therefore, I urge you not to consider a
simplified tax system that would eliminate the charitable tax deduction.
Instead, it would be much better to propose a low flat-rate tax system
which would provide efther a charitable deduction or, better yet, a tax
credit.

Therefore, I would like to propose the following suggestion: Congress
should enact the flat-rate tax structure which would allow a credit of
50% of the amount of charitable gifts made in any tax year. This would
then be the equivalent of the present charitable deduction for a tax
payer in the highest 50% tax bracket. The allowance of such a credit

O



