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(1) 

TAX REFORM: LESSONS FROM THE 
TAX REFORM ACT OF 1986 

THURSDAY, SEPTEMBER 23, 2010 

U.S. SENATE, 
COMMITTEE ON FINANCE, 

Washington, DC. 
The hearing was convened, pursuant to notice, at 10:12 a.m., in 

room SD–215, Dirksen Senate Office Building, Hon. Max Baucus 
(chairman of the committee) presiding. 

Present: Senators Wyden, Nelson, Carper, Grassley, Hatch, 
Snowe, and Bunning. 

Also present: Democratic Staff: Holly Porter, Tax Counsel; Mi-
chael Grant, Detailee; and Lily Batchelder, Chief Tax Counsel. Re-
publican Staff: Tony Coughlan, Tax Counsel. 

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR 
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE 

The CHAIRMAN. The committee will come to order. 
Jeffrey Birnbaum, who wrote the book on the 1986 tax reform, 

said this: ‘‘The tax code is like shrubbery—the more severely it’s 
pruned, the bigger and stronger it will grow back.’’ 

In 1986, Congress pruned the tax code pretty severely, but it has 
grown back bigger and stronger and, once again, it needs to be 
pruned. The tax code is now about 70,000 pages long. 

A recent article in The Economist reported that Americans collec-
tively spend more than 7 billion hours filing returns. That is the 
equivalent of nearly 4 million workers toiling full-time, year-round, 
just to handle the paperwork. 

The Tax Reform Act of 1986 was a landmark law. It affected 
every American family, every American business. It significantly 
reduced taxes for individuals. It eliminated many tax benefits for 
special interests. 

The 1986 tax reform leveled the playing field. No longer could a 
wealthy individual escape taxes by buying into a shelter. No longer 
could a clever investment strategy get investors out of paying their 
fair share. No longer could businesses participate in notorious tax 
shelters. Similar taxpayers paid similar taxes. 

But since 1986, Congress has made more than 15,000 changes to 
the code. Congress made these changes with the best intentions; 
some to collect revenue, some to stabilize the economy, others to 
further certain social objectives, all made for legitimate reasons. 

But each change created additional complexity, and each change 
created the potential for exploitation. 
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Once again, just as in the 1980s, many can largely avoid paying 
taxes if they know how to manipulate the code. A long list of de-
ductions, credits, and exclusions is available to help avoid taxation. 

Those who do not have a savvy accountant and refuse to partici-
pate in tax games often end up paying more. Many honest tax-
payers end up feeling like chumps. 

During his effort to reform the tax code in 1985, President 
Reagan said this: ‘‘The American people are always willing, even 
eager, to do their duty, but you quite naturally resent it when you 
see others shirking theirs. It rankles to know that your taxes are 
so high because others who can afford high-priced lawyers and tax 
consultants are able to manipulate the system to avoid paying their 
fair share.’’ 

Millions of Americans dutifully and honestly file their tax re-
turns. They just want a fair shake. They expect to pay the same 
tax as their neighbor who earns the same money. They expect not 
to feel like a sucker if they do the right thing, and that is not too 
much to ask. 

Some may wonder why we are holding this hearing. They may 
assume that Congress, especially in these times, cannot tackle tax 
reform. They may think times have changed, Congress will not 
compromise or work together, and special interests are too strong. 

That attitude is harmful to our country, it is harmful to the 
American people, and to our democracy. Tax reform is not just 
about the tax code. It is about one of the most direct relationships 
that citizens have with their government. It is important that we 
try to make that relationship as fair as possible. 

Now is exactly the time to talk about tax reform. I am committed 
to tackling it. It is what our constituents sent us here to do. It is 
the right thing to do. They sent us here to meet challenges, not to 
shy away from them. They sent us here to make difficult decisions, 
not to ignore them. 

Our continued prosperity, our international competitiveness, and 
many other factors rest on facing these challenges. 

This is just the beginning. Today we ask, what lessons can we 
learn from the 1986 tax reform? Our witnesses today played a huge 
part in shaping that historic legislation. 

We have a lot to learn from all of you. Thank you very much for 
taking the time to be here. This is an extremely important under-
taking to begin, and thank you very much for coming to help us 
accomplish it. 

We will follow up with other hearings, obviously, and we will dig 
into other areas of the code. This will be quite exhaustive over a 
significant period of time. Nothing will be off the table. But this is 
the beginning, and thank you all so very much. 

So let us prune back the code. Let us restore fairness to this fun-
damental relationship with the government, and let us start today. 

[The prepared statement of Chairman Baucus appears in the ap-
pendix.] 

The CHAIRMAN. Senator Grassley? 
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OPENING STATEMENT OF HON. CHUCK GRASSLEY, 
A U.S. SENATOR FROM IOWA 

Senator GRASSLEY. Thank you, Mr. Chairman. This is a very im-
portant subject to be discussing, something we probably should 
have been discussing for a long period of time; not just under your 
chairmanship, but a lot of chairmanships. 

Thanks to the panel for coming. 
There is a consensus among the people of this country that the 

tax code is too complex and ought to be replaced. The problem 
comes with what to replace it with. 

Senator Packwood was fond of saying, ‘‘Many taxpayers accept 
complexity that favors them.’’ When we consider the complexity of 
the regular tax system and the creeping effects of the AMT, you 
have a recipe for disaster. Because of the way the AMT is struc-
tured, with no indexing, this AMT problem grows exponentially 
from year-to-year and more and more people are pulled into this, 
and that begs for a permanent solution. 

So there is no question that we have a big problem. It is a prob-
lem the committee should focus on, and thank you, Mr. Chairman, 
for doing that. 

While we all agree something should be done, the key premise 
that needs to be fleshed out is whether we assume current law lev-
els of tax relief remain in effect, or whether we assume that the 
bipartisan tax relief plans of 2001 and 2003 have expired. 

If we use the latter assumption, that the post-2010 record-level 
tax increases go into effect, then the tax reform reality becomes a 
historic tax increase. 

President Obama campaigned on the, quote-unquote, ‘‘current 
policy’’ as opposed to a, quote-unquote, ‘‘current law’’ baseline. In 
an editorial appearing in The Wall Street Journal on August 14, 
2008, Obama advisers Jason Furman and Austan Goolsbee wrote, 
‘‘The Obama plan is a net tax cut—his middle-class tax cuts are 
larger than the rollbacks he has proposed for families making over 
$250,000. Senator Obama would pay for this tax cut by cutting 
spending.’’ 

Whatever one’s opinion of the specifics of this tax policy, I think 
most taxpayers and certainly this Senator support the idea of low-
ering the overall level of taxation and are certainly opposed to in-
creasing the overall level of taxation beyond that 50-year average 
of 18.2 percent of gross national product coming into the Federal 
Government for 535 members of Congress to spend. 

Since January 2009, Dr. Furman has been Deputy Director of the 
National Economic Council. Since last week, Austan Goolsbee has 
been Chairman of the Council of Economic Advisers. 

As the Congressional Budget Office noted this past June in a 
publication titled ‘‘The Long-Term Budget Outlook,’’ revenues or 
taxes collected by the Federal Government have averaged around 
18.1 percent, compared to the 18.2 percent I just stated from my 
own memory, as a percent of gross national product over the past 
40 years. 

My reading of Dr. Furman’s and Dr. Goolsbee’s quote is that 
Candidate Obama was elected, in part, upon a promise to not in-
crease the level of taxation. 
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An important question that must be answered before tax reform 
can be attempted is whether reformers are committed to holding 
taxes at or below the historical level of taxation of that roughly 18 
percent of gross domestic product. 

Given President Obama was elected, in part, upon a promise of 
a net tax cut, I do not see how any reform could contemplate in-
creasing the historic levels of taxation. 

As I have noted in the past, I believe that, for fundamental tax 
reform to truly succeed, it would require the full support of a White 
House in possession of an unambiguous mandate directly from the 
American people. 

What this means is that a president must campaign and be elect-
ed, in part, on his vision for our tax system, as President Reagan 
was. Unfortunately, we are not able to speak with President 
Reagan anymore on his role in enacting the Tax Reform Act of 
1986. But because of his absence, we should not take the impor-
tance and responsibility of the executive branch for granted in this 
process as we move forward. 

Aside from creating the political clout necessary to get a com-
plicated bill enacted into law, if a candidate sticks to the principles 
of tax policy he campaigned on and, of course, won on, it is more 
likely that the American taxpayer will see reform as beneficial and 
support it. 

So, Mr. Chairman, I raise the point because, if we are to enter 
a tax reform playing field, we need to know the rules, including the 
size of the playing field and the revenue terms. Are we assuming 
tax reform is not possible without a record tax increase, is my basic 
question. 

Thank you very much. 
[The prepared statement of Senator Grassley appears in the ap-

pendix.] 
The CHAIRMAN. Thank you, Senator. 
I will begin with our witnesses; first, with Mr. Gephardt. Mr. 

Gephardt is recognized for many roles that he has played: Speaker, 
certainly, of the House of Representatives, but also as a primary 
co-author of Bradley-Gephardt, I think it was 1982, to kind of help 
really get the ball rolling here. Thank you very much, Dick, for tak-
ing the time and giving us your insights. 

Next, Bill Archer. Bill Archer was the chairman of the House 
Ways and Means Committee. And when we passed the 1986 law, 
I think, Bill, you might have been the ranking member of the com-
mittee. I cannot recall exactly what your capacity was, you will tell 
us. 

Buck Chapoton, Treasury Department. This committee has a 
very fond regard for you, Buck, and your advice over the years, and 
you have always been straight, just telling it like it is, never any 
political slant to it, just solid policy. 

The same with you, Randy, obviously. Randy Weiss was Deputy 
Chief of Staff for the Joint Committee on Taxation. Randy brought 
a smile along with his expertise, with a sense of humor, as well. 

So, we thank you all so very much. 
So, Dick, why don’t you begin? Obviously, we want to hear, from 

your perspective, how it was put together, some of the challenges 
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you faced, how you overcame them, and we will just take it from 
there. 

STATEMENT OF HON. RICHARD A. GEPHARDT, PRESIDENT 
AND CEO, GEPHARDT GOVERNMENT AFFAIRS, WASHING-
TON, DC 

Mr. GEPHARDT. Thank you, Mr. Chairman, very much. I thank 
the ranking member, Senator Grassley, and other members of the 
committee who have been so effective and important on these tax 
questions. And I really want to first say that I admire you for tak-
ing on this important subject. It is important now, it always has 
been important, and it can be done, because we were able to do 
something in the late 1980s. 

My name is Dick Gephardt, and I am honored here to testify 
about the 1986 landmark legislation. I represented Missouri’s third 
congressional district for 28 years and served as Democratic Leader 
of the House for 14 years. On my first day in Congress, I was ap-
pointed to both the Ways and Means Committee and the Budget 
Committee. I was fortunate. 

From my first day here until my last, I truly believed that a fair, 
simple, and transparent tax code was important for our country 
and our people. We advanced that goal in 1986, and I believe that 
today, tax reform can still play an important role in restoring pub-
lic trust in our government and our country. 

In 1982, Senator Bill Bradley and I introduced the Fair Tax Act. 
We proposed to simplify the code, making it easier to understand 
and clear that it was designed to benefit all Americans, not just 
one group or another. 

We targeted shortsighted special interest loopholes. Let me give 
you a prime example—super dairy cows. There was a large tax 
break for investing in high yield dairy cows; yet, due to Federal 
dairy programs, there was already a glut of milk. There was so 
much milk, in fact, that cheese was spoiling in Federal warehouses. 
Yet, the code still pushed millions of dollars into this dairy tax 
shelter. 

Once we put the bill in, we then reached across party lines. Con-
gressman Jack Kemp and Senator Bill Roth were proposing an al-
ternative, but important Republican tax reform proposal. We 
worked closely with them to promote reform and regularly debated 
each other to draw attention to the issue. 

We also had leaders like President Reagan who were genuinely 
willing to negotiate with the other party. These were leaders who 
were true champions of conservatism and liberalism, but who were 
not hamstrung by partisan extremists who vilify compromise and 
promote obstruction. 

On tax reform, President Reagan came to the same conclusion 
that we did—that the best approach was to reform the current in-
come tax system and not abandon it or go to a completely new sys-
tem, such as a consumption tax. 

The House and Senate tax committees then held comprehensive 
hearings, like you are today, that built a solid understanding of the 
workings of the tax code. It was critical for Congress and the public 
to really understand what was happening and why it was hap-
pening. 
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Education of the members and the public was critical to reaching 
the bipartisan consensus we were finally able to reach. 

I see many parallels today to what we faced in 1986. In 1986, 
memory of the deep recession of the early 1980s was fresh on 
everybody’s mind, as well as the energy crisis of the 1970s, in-
creased international competition, and the sharp rise in unemploy-
ment. All of these factors exist even more starkly in 2010. And just 
as in 1986, the public’s faith in our government was at a low. 

So it is time for us to look again at simplifying the tax code. We 
need to look at every provision and ask, ‘‘Is this really for the 
greater good? Is this the best way to grow the economy? Can we 
really afford provisions that only benefit one group or another?’’ 

You now face an even greater fiscal challenge. Today’s deficit is 
twice as large as a percentage of the gross domestic product. In 
1986, the deficit was projected to stabilize and decline. Today, the 
best estimates have it growing substantially, particularly at the 
point when the vast pool of baby-boomers are retiring. 

A responsible tax policy will contribute to solving the debt prob-
lem. 

Not only must we keep the deficit in mind, we must also be 
aware that, by simplifying and closing loopholes, we are joining the 
larger debate about the distribution of tax benefits and burdens. If 
the effort to reform the code is undertaken, I would recommend 
these four quick lessons from 1986. 

First, the process has to be transparent and open so that the 
public is aware step-by-step of what is happening. 

Second, it needs to be a studied process. In 1986, the committees 
conducted hundreds of hours of hearings, not for grandstanding, 
but for learning and for getting information in front of everybody. 

Third, it has to be bipartisan. We worked with the White House, 
even though we were Democrats and the President was Repub-
lican. We understood from the start that any final agreement was 
going to be a compromise and not a plank out of our party plat-
forms. 

Fourth and last, perhaps most important, nothing can be off lim-
its. The tax code is a powerful tool for good policy, such as pro-
moting job creation, or putting homeownership within the reach of 
American families. 

Let us make certain, however, that every section is so justified. 
Remember, until 1986, super dairy cows were considered a sacred 
part of our tax code. 

So we simplified the code. The widespread stories about wealthy 
people and big corporations gaming the system to pay no taxes dis-
appeared. Today, special provisions are back, and the American 
people, conservatives and progressives, are more skeptical than 
ever that their government is working. 

Real tax reform can send a powerful signal that we, the people, 
still own our government. 

Thank you for letting me be here, and I look forward to the ques-
tions. 

[The prepared statement of Mr. Gephardt appears in the appen-
dix.] 
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The CHAIRMAN. Thank you very much, Mr. Gephardt, I appre-
ciate it. 

Mr. Archer? 

STATEMENT OF HON. WILLIAM R. ARCHER, JR., SENIOR POL-
ICY ADVISOR, PRICEWATERHOUSECOOPERS, WASHINGTON, 
DC 

Mr. ARCHER. Mr. Chairman, I would start out by saying that I 
can associate myself with your statement and with that of Senator 
Grassley, and that would probably knock out a big part of my own 
statement. 

The CHAIRMAN. Repetition usually works pretty well. 
Mr. ARCHER. But I do appreciate your holding this hearing and 

your commitment to tax reform, which I think is essential to a bet-
ter country, fairness, growth, jobs, and making us competitive in 
the global marketplace—and that is one thing that I would accen-
tuate. 

Today, we are in a very different environment globally than we 
were in 1986. And in my opinion, we need to be able to not only 
compete, but to win the battle of the global marketplace, and taxes 
are an extremely important part of that. 

But as you requested, I am going to focus on the key factors that 
led to the Tax Reform Act in 1986 and the challenges that Con-
gress faced. 

Please note that, although I am now associated with Price-
waterhouseCoopers, I do not speak for them. I speak on behalf of 
myself, and what I say is my own view and should not be attrib-
uted to PWC. 

For 30 years, I represented the 7th district of Texas in Congress 
and was fortunate to be on the Ways and Means Committee for 28 
years, and to be chairman of that committee for the last 6 years. 

There were a lot of factors that led to the reform in 1985–1986. 
But I am convinced, as Dick Gephardt said, that President Ronald 
Reagan played the single most important role in bringing about the 
passage of the 1986 act. But I am not the first person to believe 
that. 

Tax reform requires presidential leadership. It did then, and it 
is my opinion that it is true today. 

Reagan was passionate about individual tax rates, and he often 
recounted that, in World War II, his income from acting was taxed 
as high as 91 percent, leaving him with only 9 cents of each addi-
tional dollar of work, and he understood from this experience that 
high rates discourage people from working harder and undercut 
economic opportunity. 

He was discussing his situation with Chairman Rostenkowski 
about the 91-percent rate that he endured during World War II, 
and it is reported that Rostenkowski showed surprise and quickly 
replied that he did not think Reagan was a good enough actor to 
be in the highest tax rate, adding a bit of levity to the whole con-
sideration. [Laughter.] 

As Dick Gephardt said, bipartisanship is essential, and the bi-
partisanship of the congressional leadership at that time was crit-
ical to the ultimate passage of the bill. 
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Both Chairman Rostenkowski and Senate Finance Chairman Bob 
Packwood demonstrated strong leadership, as did other committee 
members, such as Dick Gephardt, who was then on the Ways and 
Means Committee, and Bill Bradley, who was on the Senate Fi-
nance Committee, which was really important to the ultimate suc-
cess. And when tax reform seemed to stall, Chairman Rosten-
kowski initiated a dialogue with the American people that was en-
titled ‘‘Write Rosty’’ in a public outreach campaign. 

Treasury officials were absolutely essential, and Secretary Baker 
worked tirelessly day after day with the members of the committee 
in working out compromises and seeing that there was ultimate 
success. 

His presentation of Treasury II became the basis for all of the 
discussions for tax reform. So I think it is extremely important that 
Treasury be involved. 

Other factors, of course, contributed. The public became very, 
very critical of what they perceived as an unfair tax code. And nu-
merous press accounts revealed that some in society who paid low 
levels of tax compared to their income were selling losses to others 
and engaging in other schemes to avoid tax. 

These concerns of fairness caused many Americans to support 
tax reform, and I think fairness is the most important issue to es-
tablish in order for any tax reform, even today. 

The U.S. had come out of back-to-back recessions in the early 
1980s, and tax reform provided an opportunity to promise long- 
term economic growth. So growth became the second major goal in 
1986. 

Mr. Chairman, as you mentioned, even then, the tax code had be-
come too complicated, and it was such a complex document that 
simplicity became the third goal of tax reform then. It was inter-
esting that, the day before the Ways and Means Committee was to 
hold a hearing on Treasury II, Secretary Baker appeared before our 
committee. And the day before, we had been delivered a 500-page 
summary of Treasury II. I did not have time to read it in detail, 
but I scanned through it and found that, in the chapter on taxation 
of foreign source income, international taxation, I could not believe 
my eyes, because it read, ‘‘The current law is complex and difficult 
to administer. Our proposal will make it more complicated and 
more difficult to administer.’’ 

So in the hearing, I asked Secretary Baker about this, and I read 
that statement in the summary to him, and I said, ‘‘How can you 
claim that this is simplicity?’’ And he said, ‘‘Well, Congressman Ar-
cher, that’s why we put simplicity third in the order of things.’’ 

Later on, when I was talking to him privately, I got on him again 
a little bit about simplicity. He said, ‘‘Well, we knock 6 million peo-
ple off the rolls, and that certainly is simpler for them.’’ And I said, 
‘‘Yes, for them; but for those of us who continue to do our tax re-
turn, it’s a heck of a lot more complicated,’’ and it was. And I was 
doing my own tax return, even when I became chairman of the 
Ways and Means Committee. I was very conscious of the complex-
ities in the code. 

But mindful of the budget deficits in 1982–1983, Reagan insisted 
that tax reform be revenue-neutral, and that became a rule that 
everyone operated under. 
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Unfortunately, revenue neutrality makes it very difficult to cre-
ate sound tax policy, and you also create winners and losers, and 
losers inevitably are going to scream very, very loudly against what 
you are doing. So that is something that you are going to face in 
your current-day tax reforms. 

In the end, I opposed the 1986 tax reform bill. Going in, I had 
really wanted to support lower rates, but I found that the offsets, 
to me, were creating a bigger problem than the benefits from the 
lower rates. 

One thing I would encourage you to do is to be very careful about 
what the economic consequences will be of what you do and thor-
oughly consider that, because I was convinced that the retroactive 
changes in real estate taxes were going to undermine the value of 
real estate, which would, in turn, undermine the savings and loans; 
and, unfortunately, that happened at a cost of somewhere between 
$100 billion to $200 billion to the American taxpayer, which most 
of us remember with the Resolution Trust Corporation and the sav-
ings and loans. So that is very important to consider—what are the 
economic consequences of what we do—and to thoroughly under-
stand that. 

In addition, I think it is important to understand the cost of en-
forcement, the cost of compliance, both to the IRS and to the indi-
vidual taxpayers, because that can be a drag on the economy. And 
unfortunately, compliance became much more costly after the 1986 
act. 

I have more in my statement, Mr. Chairman, but I am already 
over my time. 

The CHAIRMAN. Mr. Chairman, go ahead. If you have some more 
to say, we want to hear it. 

Mr. ARCHER. Even though the 1986 act was revenue-neutral 
overall, the corporate sector suffered a $120-billion net tax in-
crease, and those moneys were used to offset a reduction in indi-
vidual rates. But in my view, this 25-percent increase in corporate 
tax payments was a deterrent to job creation and was not in the 
best interest of the country. And, Lord knows, today, jobs are a 
major item that have to be a concern in whatever you do. 

I mentioned the real estate taxes were made retroactive, and 
would strongly urge you to not have any retroactivity in your final 
product. Retroactivity is a violation of promises to the American 
people and should be avoided at all cost. It was a major, major de-
fect in the 1986 bill, not just on real estate, but the retroactive 
cancelation of the investment tax credit, which affected jobs. 

I want to accentuate again that you should end up, in my opin-
ion, with a tax code that permits us to be competitive in the global 
marketplace. I do not believe that we can remove ourselves from 
the global marketplace, and I think we will rise or fall in the future 
depending on how well we do competing. And we not only need to 
be competitive, we need to win, and our tax code is a major, major 
item in determining whether we win or lose in the global market-
place. 

The ultimate international tax system, in my view, should be one 
that at least is on a level playing field, the way foreign countries 
tax their corporations; and, if it is not, we will lose the battle of 
the global marketplace, and we will watch the loss of high-paying 
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jobs, as our companies are bought out by foreigners who have a 
lower tax rate with their corporations. 

Simplicity is an incredibly noble goal, but it fights equity, and it 
fights what is perceived as fairness by a lot of people, and I, like 
Dick Gephardt, encourage you to look at every one of the complex-
ities in the code and find out whether they really are beneficial and 
not whether they help some special interest group. 

When I was chairman of the Ways and Means Committee, I was 
so concerned about tax credits cluttering up the code that I just 
drew a line and said there will be no new tax credits while I am 
chairman, and there were not. 

Since 1986, over 70 new tax credits have been added to the code. 
And, Mr. Chairman, I sympathize with you, because you are trying 
to extend expiring provisions. And I have looked at your proposal, 
your tax proposal, and, frankly, I did not realize all of the expiring 
tax credits and tax provisions that are in there to help out the most 
minute parts of our economy. 

The Budget Act has contributed to that, too. The Budget Act ba-
sically has brought about a sunsetting of provisions for revenue 
purposes, and then you have to come back and try to renew those 
instead of making them permanent in the code. 

Another thing I would say that is important is to try to create 
certainty in whatever your ultimate product is. 

So I thank you for taking this on—what I think is a very ambi-
tious undertaking—and I wish you well. And I also will be happy 
to be available to you as the process unfolds in any way that I can 
be helpful. 

[The prepared statement of Mr. Archer appears in the appendix.] 
The CHAIRMAN. Well, thank you very much, Mr. Chairman. You 

have been very candid with your comments, and it is deeply appre-
ciated. 

Buck Chapoton? 

STATEMENT OF JOHN E. CHAPOTON, STRATEGIC ADVISOR, 
BROWN ADVISORY, WASHINGTON, DC 

Mr. CHAPOTON. Thank you, Mr. Chairman. It is really my pleas-
ure to appear before this committee again. 

For the record, I am a tax lawyer. I was assistant secretary for 
tax policy in the first Reagan term. I am now with the investment 
firm of Brown Investment Advisory. 

I should also state I am from Houston, TX, and Mr. Archer was 
my Congressman for many, many years, and I was well rep-
resented; and, of course, we worked closely together when I was at 
Treasury and he was on the committee. 

So I am delighted to be here, delighted to be with this very dis-
tinguished panel, all of whom I have known quite well in the past 
and worked with. And I would really compliment the committee, 
the chairman and the ranking member, both of whom I have 
worked with extensively many years ago, for holding this hearing. 

I want to join my comments with Mr. Gephardt and Mr. Archer 
in the importance of this entire undertaking and the importance of 
the tax code to America. 

As I have stated many times, filing tax returns is the most im-
portant contact, in most cases, the only contact most Americans 
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have with their Federal Government. And so it is very, very impor-
tant that we get it right and they feel like they are being dealt 
with fairly, and I suggest that is not the case today. 

In my summary, I want to do four things. I want to describe 
briefly what I call the five stages of tax reform in the mid-1980s. 
Each had its own political and substantive impact. I want to list 
what I think were the two or three basic achievements in the final 
legislation. 

I want to mention a couple of unusual factors that might have 
facilitated the development and enactment of this historic legisla-
tion. And then I want to describe some lessons that I think would 
be as important today as they were in the mid-1980s. 

Now, the five stages of tax reform, I think it is sort of inter-
esting—if you read ‘‘Showdown at Gucci Gulch,’’ you know them. 
But, first, you had, in December of 1984—and I will bypass the 
President’s very important statement in his January 1984 State of 
the Union Address that really got the ball rolling. 

But then Treasury, in response to that direction, produced what 
we would commonly refer to as Treasury I in December of that 
year, which started the ball rolling. It was a comprehensive and 
theoretically pure, nonpolitical proposal. It redefined taxable in-
come in terms of economic income. It focused on equal treatment 
for equals, a comment the chairman made a minute ago. It was 
massive elimination of tax expenditures. Capital gains were in-
dexed, depreciation was indexed, and capital gains were taxed as 
ordinary income, by the way. 

It was basically an economist’s dream and, some said, a politi-
cian’s nightmare. The White House was, I would say, startled and 
kept its distance. 

The next phase was Treasury II in May of 1985. This was after 
the switch in jobs by Don Regan and Jim Baker. Treasury II toned 
down many aspects of Treasury I. It made political concessions at 
the front end, reflecting, I think, Secretary Baker’s pragmatic ap-
proach, but it was still a very historic, revolutionary—almost revo-
lutionary, you might say—proposal in the tax world. 

The third stage was a Ways and Means bill, December of 1985. 
It was a ‘‘soak the corporations’’ bill, almost no base-broadening for 
the individuals, and corporate incentives were greatly reduced. And 
it came out with lower tax rates. All these bills came out with 
lower tax rates. But it had a top tax rate for individuals of 38 per-
cent and for corporations of 36 percent. 

The fourth stage was the Senate Finance Committee bill, May of 
1986. You will remember this very well. It was the mirror image 
of the Ways and Means bill. It reduced or eliminated virtually all 
major deductions for individuals and repealed relatively few cor-
porate incentives. But the effect was to enable the committee to 
produce a bill that reduced tax rates for individuals to 27 percent 
and corporations to 33 percent. 

The Senate Finance Committee bill passed this committee unani-
mously, an incredible event, and I think most people think that 
was the turning point in the legislative effort on tax reform. 

In the meantime, we had the conference agreement in August of 
1986, where it, not surprisingly, followed the Senate bill more 
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closely on individuals, reduced those benefits, and it followed the 
House bill on corporations and reduced benefits for corporations. 

As Mr. Archer has mentioned, it contained a dramatic shift, or 
it effected a dramatic shift, in the tax burden from individuals to 
corporations, and it came out with top tax rates of 28 percent for 
individuals and 34 percent for corporations. 

When we look at what basically was accomplished by the final 
legislation, I just would summarize it in a few sentences. It re-
duced individual tax rates dramatically. The top rate, remember, 
was 50 percent in 1985. And by the way, remember, it was 70 per-
cent in 1980, when the Reagan team came to town. So it was 50 
percent in 1985. The tax bill, the Reform Act, dropped it to 28 per-
cent, and that was paid for by base-broadening, eliminating indi-
viduals’ deductions. 

The three that were kept were charitable deductions, full chari-
table deductions, the state income taxes, and the home mortgage 
interest deduction. Virtually everything else was affected. And it 
reduced, as everyone said, it reduced tax expenditures quite signifi-
cantly. 

On the business side, it restored market incentives in business 
and investment decision-making and did remove most of the major 
tax incentives for investment, and that was the one of the primary 
goals of tax reform, to return business incentives, non-tax incen-
tives in business and investment decisions. But, of course, in doing 
that, it eliminated the investment tax credit. It lowered marginal 
rates for corporations, as well as individuals, and tax shelters were 
very significantly curtailed. 

At the same time, as Mr. Archer alluded to, the after-tax cost of 
capital was increased, to the consternation of many in the adminis-
tration and many in the business community. And this was a dra-
matic reversal of the tax-based investment policy contained in 
President Reagan’s inaugural tax bill in 1981, which had instituted 
the investment tax credit and the major investment incentives, 
particularly the investment tax credit, and greatly accelerated de-
preciation. You remember the 10–5–3 write-off proposal of 1981. 

So that was a major change in policy, and, certainly, investment 
incentives will be a major consideration for this committee when it 
undertakes this task. 

What permitted development of this historic legislation? You can 
read all the political scientists talking about it. It was a very inter-
esting aspect of the legislation, and I would just say, who really 
knows? But I do point to—or I am impressed by the suggestion 
made by several people that a factor could have been the unusually 
tight control of the process at each stage. 

The circumstances initiating the process, the presidential prom-
ise in the State of the Union in January, in an election year, per-
mitted development and publication of the first draft to be han-
dled—that is, Treasury I—to be handled by a relatively small 
group and all within the Treasury Department. The work was kept 
very much under wraps, and there were really no leaks in the proc-
ess. Political considerations were basically ignored in that process. 

Thereafter, relatively few people had a lot to say about how the 
legislation progressed. In the House Ways and Means Committee, 
Dan Rostenkowski and his staff, to a large extent, controlled 
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events. Excuse me. First of all, I should say Jim Baker and the 
Treasury Department controlled the development of Treasury II, 
the presentation, the position taken before the Ways and Means 
Committee. Then, as I said, Chairman Rostenkowski controlled 
events, to a large extent, in the House. When he got to the Senate, 
Chairman Packwood was in significant control and kept the process 
moving along. 

As I describe in my written statement, each of these leaders 
seemed to take personal ownership of the legislation. They did not 
want it to fail on their watch. 

I think the purity, if you will, of the initial product and its stated 
objectives allowed proponents to maintain the high ground 
throughout the process. Duplicating these conditions would be very 
difficult. 

Finally, let me mention the lessons that we might take from the 
1986 act that would be relevant today. First of all, to even consider 
undertaking fundamental tax reform, the proponents have to be 
certain of the public’s overriding disgust with the current system. 
I think both Mr. Archer and Mr. Gephardt had mentioned that fac-
tor. I think we have reached that stage, but that is a very impor-
tant factor. 

Secondly, I would say establishing principal goals of a reform ef-
fort at the outset, and making sure they are contained in the initial 
product, is essential. It allows the proponents to receive the high 
ground and maintain it throughout the process, if they stick to 
those principals. 

Taxpayers losing deductions need assurance that they are not 
being singled out and that a fair process is in effect, and I certainly 
associate myself with the prior remarks that it has to be open and 
very, very much above-board. 

One of the clearly stated goals to me has to be revenue neu-
trality, which was constantly stated in the 1986 act process; not 
only revenue neutrality, but revenue neutrality within each eco-
nomic segment of taxpayers. 

The public cannot think that what is being foisted upon them is, 
in secret, a tax increase. If future tax increases are needed, a re-
formed code would be a vehicle that does much less damage to the 
economy in raising taxes than would be done if we had to use our 
present Internal Revenue Code to increase revenues. 

Finally, let me mention the fact that has also been mentioned be-
fore. The Nation’s chief executive is going to have to use all of the 
resources available to the President, both political and substantive, 
if this effort is going to be successful, and the President just has 
to be committed to the process. 

So let me stop there. It is an interesting subject. We never get 
tired of thinking about it, and it is disturbing how far we have 
come since 1986. One of the things you asked us to address was 
what might have caused that, and, frankly, Mr. Chairman, it is 
hard to say. I think we all have our thoughts on it, but it is really 
hard to say. But it happens in a free society and with a Congress 
that is making the decisions, and it is going to happen in the fu-
ture. But that does not mean we should not bring the system back 
now into a very fair system that we can be proud of and, frankly, 
that can lower rates and lower disincentives in our economy. 
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Thank you very much, Mr. Chairman. 
[The prepared statement of Mr. Chapoton appears in the appen-

dix.] 
The CHAIRMAN. Thank you, Buck, very, very much. I very much 

appreciate that. 
Mr. Weiss? 

STATEMENT OF RANDALL D. WEISS, Ph.D., MANAGING DIREC-
TOR, ECONOMIC RESEARCH, THE CONFERENCE BOARD, 
NEW YORK, NY 

Mr. WEISS. Chairman Baucus and members of the committee, 
thanks very much for inviting me to testify at today’s hearing. It 
is really a great honor to be sitting at this table, not as a staff per-
son, but as someone whose experience you are looking to draw 
upon to help you in this very important effort. 

As the committee did in 1986, it is really important for Congress 
to periodically review the income tax, which generates the major 
share of Federal tax revenue, in order to raise that revenue as fair-
ly and efficiently as possible. And the big advantage of a com-
prehensive tax reform effort is that many tax provisions can be 
changed at the same time, so that you can shape a package that 
accomplishes these objectives and balances out many competing 
considerations. This is very difficult to do, as you know, if you are 
working with tax bills that only deal with a few provisions at a 
time. 

What I would like to do in my remarks today is just to focus on 
a couple of aspects of the 1986 act that I think were responsible 
for generating the large appeal that it did. And when you look at 
the votes that occurred and realize that versions of the bill passed 
by 20–0 in the Finance Committee and in the full Senate by 97– 
3, you realize that there were aspects that made this very popular 
and cut across party lines. 

I think that there are two features of the act that were critical; 
one, the substantial rate reduction that it achieved; and, two, the 
significant improvement in the public’s perception of the fairness of 
the tax. 

Also important were two other aspects of shaping the act—rev-
enue neutrality and de-emphasis on adjusting taxes’ distribution by 
income class. I believe all of these considerations would be impor-
tant for and allow success of a tax reform effort in the current envi-
ronment. 

Now, let me elaborate a bit on these items. An important part 
of the Congress’s ability to produce legislation that accomplished 
these objectives was the experience that it had had in tax legisla-
tion immediately before the 1986 act. 

The popularity of low tax rates had been demonstrated during 
the elections and tax debates of the early and mid-1980s. Taxes are 
very complicated, but most people understand how important rates 
are in determining how much they pay to the government. 

President Reagan had made tax rate cuts a focus of his 1980 
election campaign, and the subsequent Economic Recovery Tax Act, 
ERTA, of 1981 featured large individual tax rate cuts and indexing 
of their brackets. 
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Congress learned that tax rate reductions were very popular. The 
public’s perception that the income tax was unfair, driven by count-
less stories of high income individuals and large corporations that 
paid little or no tax, was pervasive during the 1980s. 

The unfairness problem had become so serious and the act’s at-
tack on it sufficiently compelling that even members who were not 
enthusiastic about the substance of the act felt they had to avoid 
being blamed if it failed to become law. 

During my work during the 1986 act, talking to many members, 
I had very similar conversations. They said, ‘‘This may be causing 
problems. I have constituents who may be harmed, but this is 
something that I can’t be seen to be blocking, to seem to be an ob-
stacle to the progress of this act.’’ 

Both of these key features of the act, low rates and perceived 
fairness, were accomplished by substantial broadening of the tax 
base, and that was really the key, the mechanism by which these 
objectives were accomplished. 

So deductions, exclusions, and credits were scaled back so that 
tax liability more closely related to taxpayers’ actual income. 

Now, by the time the 1986 act was being debated, members of 
both political parties in both houses had already become familiar 
with and comfortable with enacting base-broadening provisions. 
Right after the 1981 passage of ERTA, substantial budget deficits 
were projected as far as the eye could see, which is an interesting 
parallel to the current situation, and both the administration and 
Congress embarked on a series of acts to reduce the deficit. 

President Reagan insisted on low tax rates, but he did not object 
to raising revenue. Indeed, his administration proposed substantial 
base-broadening measures that were incorporated in the 1982 and 
1984 tax legislation. 

Although many of these provisions met with substantial opposi-
tion, this experience allowed Congress to understand that broad-
ening a tax base would not lead to some of the dire consequences 
that some had predicted. I think this experience with base- 
broadening was really important in helping members feel com-
fortable with what was being done in the 1986 act. 

Now, the question arises, of course, will these features of a new 
tax reform act generate substantial support today, and I believe the 
answer is yes. I think tax rate reduction is still critical and pop-
ular, and I think that that would be an important part of any fu-
ture tax reform effort. 

Fairness has become an issue again, and it is not so much that 
there are numerous stories of people avoiding all their tax, but that 
there are so many overlapping incentives in the code that, along 
with the alternative minimum tax and people’s increasing delega-
tion of their tax preparation to tax professionals and computers, it 
is very difficult for many people to understand how their tax liabil-
ity is determined and to make decisions accordingly. 

A perception of fairness requires that people see that their tax 
liability is determined according to some logical principals, and 
sometimes currently it is hard to do that. 

Another issue that would be also addressed by tax reform is the 
extraordinary amount of uncertainty in today’s tax rules and tax 
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environment. One way to measure this is to count the number of 
expiring provisions. 

As of early 1989, just a few years after the act, there were 14 
provisions that expired either that year or the previous one. In con-
trast, as of early this year, there were 141 provisions that expired 
last year or will expire this year, and these include some funda-
mental aspects of the tax system, such as the rate structure and 
the existence of the estate tax. 

This uncertainty is causing grave concern among a wide variety 
of taxpayers and may be inhibiting economic growth. Tax reform 
would be an effective process for Congress to actually deal with 
these expiring provisions and make decisions about their long-term 
fate. 

In conclusion, I would like to congratulate the chairman and 
members of the committee for beginning to consider how to make 
another round of tax reform happen in the near future. 

I will be happy to answer any questions. 
[The prepared statement of Mr. Weiss appears in the appendix.] 
The CHAIRMAN. Thank you, Mr. Weiss, very much. 
A question I have is—it seems, in your testimony, that the per-

ceived and actual unfairness in rate structure was a major driver 
back in that earlier era. But the individual rates are a lot lower 
now than they were then. 

But I do think your last statement raised another prospect, 
which I think is stronger, maybe stronger now than it was back 
then, and that is uncertainty. I just sense that the public, whether 
individual side or business side, is uncertain about whether to hire 
new people, invest or purchase something or whatnot, not sure 
what the lay of the land is going to be 4, 5, 6 months or a couple 
years from now. 

Some of that is implementation of health care reform, some of 
that is maybe implementation of financial regulatory reform, but I 
think some of it also is related to the tax code, especially the busi-
ness side. Is this expiring provision going to be here next year or 
not? 

I guess my first question is, do you agree that that is a greater 
driver today, this uncertainty, than it was back then, and is it 
strong enough to replace, if you will, a perceived unfairness? 

I may be wrong, and this would mean that unfairness in rates 
anyway is less of an issue today than it was back then, but I just 
wonder if you could address how we take advantage of people’s con-
cern about complexity; that is, their tentativeness by not knowing 
how to predict the future. 

To what degree is that a driver we can capitalize and take ad-
vantage of? 

You, Randy, or anybody who wants to answer that. 
Mr. WEISS. I will start off. Yes. As I mentioned, I certainly do 

think that the uncertainty of what the tax rules will be next year 
and in the future is really important. 

People make commitments or decisions that really depend on 
knowing what the consequences will be in the future in terms of 
how they will be taxed. And so I think clearing up that uncertainty 
would be very helpful and would be appreciated by many. 

The CHAIRMAN. It drives me nuts, frankly. [Laughter.] 
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We have all the expiring provisions and it just—we have become 
an extenders Congress, even a maintenance Congress, and we did 
not come here to do that—at least I did not. 

So it is not only the public, which is far more important, I think, 
that is uncertain about the future. But I can just tell you that 
many of us in the Congress are very frustrated with trying to deal 
with all the expiring provisions, too. It is a big problem, greater 
problem than earlier. 

Dick, were you going to say something? 
Mr. GEPHARDT. I think part of the reason that we get into that 

is that it has to do with the deficit and the budget. 
Congress does not want to make something permanent, because 

you get these 10-year, even beyond 10-year forecasts, and, if you 
leave things permanent, then you run into budget problems. 

So I suppose that is the reason. It may be that tax reform gives 
you a counter-reason to clear that up and make your decisions on 
what you want to put in the code and keep in the code and what 
you are going to throw out. 

I want to associate myself with the remarks that have been made 
here on certainty. Just take the R&D tax credit. I think companies 
are really not using it to the extent they should today, because it 
is uncertain, and you can go down the list. I think it is really an 
important factor. 

So I think it is something to look at, and it may be something 
that you can do in tax reform as you go through this big change. 

The CHAIRMAN. Another question. How critical is revenue neu-
trality in achieving success? 

I mean, like you said, it is critical, and I think maybe you, Bill, 
I think you may have mentioned it, as well. We have these huge 
budget deficits. Yet, revenue neutrality is certainly something the 
public will see as, ‘‘Well, gee, maybe it is revenue-neutral, it is not 
a backdoor way to tax us more.’’ 

But yet, we have these big budget deficits, and maybe the an-
swer partly is what you said, Buck. If you are going to have to 
raise revenue sometime, the predicate, the precondition of having 
already achieved tax reform might make it easier, if it is necessary 
to later raise revenue. 

Mr. CHAPOTON. Mr. Chairman, I think that is a strong argument 
for tax reform. There is going to be a lot of pressure to raise rev-
enue, and we just should not do it with what we have now. 

The CHAIRMAN. Any other comments? 
Mr. ARCHER. I agree with that, but I think, politically, it makes 

it a lot more difficult. If you could assume some loss of revenue, 
you can then bridge a lot of problems that are created, and those 
problems had to be bridged in 1986, and it was not easy to get over 
a lot of them. 

As I mentioned, some of them were not bridged, and, if you do 
not take into account the economic consequences, you will live 
through some very, very bad situations. And I mentioned in my 
testimony—and I was very concerned then and I was going back 
over, interestingly enough, the comments that I had made on the 
floor and statements that I had made in the Congressional Record 
at the time. 
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To retroactively eliminate the passive loss rules under which peo-
ple invested in real estate, assuming that they would get that, 
caused them to have to dump their real estate projects, and that 
dramatically undermined the value of real estate and thereby un-
dermined the security of the savings and loans, creating a massive 
problem for this country. 

So revenue neutrality, I think, is essential. I do not believe you 
can do it without revenue neutrality, but, boy, it is fraught with 
a lot of problems. 

The CHAIRMAN. Thank you. 
Senator Grassley? 
Senator GRASSLEY. I am only going to have an opportunity to ask 

one question, because mine is as involved as the chairman’s was 
involved. 

I have a second question that I want to leave for answer in writ-
ing, and I hope that each of you will give it the same consideration. 

Before I ask a question, I would continue where Representative 
Gephardt left off on the lack of certainty of the future and not 
using the R&D credit. I find that to also be true for a lot of the 
alternative energy tax incentives that we have, whether it be wind 
or biodiesel. There are currently 23,000 people unemployed in bio-
diesel, as just an example, and solar and other sources of renew-
able energy. 

The extent to which we could give more certainty to them, I 
think we would get people employed tomorrow, the day after we 
pass the bill. 

I would like to address this question to all members of the panel. 
One of the key preliminary questions regarding tax reform is 
whether it should be done on a revenue-neutral basis. Revenue 
neutrality is usually determined from current law. 

The revenue baseline from current law includes a large spike in 
revenue from the expiration of tax relief in the bipartisan Tax Acts 
of 2001 and 2003. You can see the spike for projected revenue data. 

CBO, for instance, shows individual income tax revenues shoot-
ing up by 10 percent and trending upward. You can see the spike 
by taking a quick look at how widespread the 2001 and 2003 tax 
rate relief plans are. Virtually every American income taxpayer 
would face a significant tax increase. 

So, if we were to undertake individual income tax reform with 
the assumption that the reform plan would have to be revenue- 
neutral, it would mean a tax increase of at least 10 percent on indi-
vidual income taxpayers in 2011. 

All of you were involved in developing the tax relief policy during 
1984–1986, as I was. I am pretty certain that some of you would 
agree that the revenue neutrality test ought to be employed assum-
ing the bipartisan 2001/2003 tax relief plans were permanent. 

So the question. Would you care to comment on whether and/or 
why revenue neutrality ought to be applied, assuming current law 
levels of taxation are in effect in 2011? 

I will just go across, starting with you, Congressman Gephardt. 
Mr. GEPHARDT. Thank you for the question. It is a really good 

question, and you have in front of you now issues on the tax code 
that we did not have in 1984 and 1986. You have this question of, 
should the 2001/2003 tax changes be made permanent or not? 
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I want to associate with all who have said that tax reform is 
really hard to do on its own. And, if you get into a quarrel also 
about distribution and deficit reduction in the midst of it, I think 
you cripple the effort. I just do not see how, politically, you can get 
through all of that. 

So I would, I guess, think that maybe you have to decide this 
question of the 2001/2003 tax cuts, make a decision on that, if the 
Congress can and the President can, and then get into tax reform, 
because there is an old song, ‘‘Breaking Up Is Hard To Do.’’ Tax 
reform is hard to do, and, if you complicate it further, it gets even 
harder. 

Senator GRASSLEY. Chairman Archer? 
Mr. ARCHER. I agree with that, but I would say that, in the prac-

tical sense, you are not going to be doing this, Senator Grassley, 
in the next year. It took 18 months from the time Reagan totally 
committed to tax reform and started the ball rolling before it actu-
ally happened. 

By the time you have any reasonable expectations to reach a 
final product, you will have resolved the 2001/2003 tax situation, 
and you will know what your base is and you will know what your 
projections are. 

But you are absolutely right that that needs to be the case. And, 
frankly, I am happy that I do not have to make those decisions. 

Senator GRASSLEY. Secretary Chapoton? 
Mr. CHAPOTON. I agree with both things that have been said. 

Keep in mind that, if you look at what happened in Treasury I, the 
rates were the last thing put on the table. In other words, you 
made the change, then you went to the computers and you saw 
what the rate structure would be based on the new tax base you 
created. 

So you set those rates, I would say, to raise whatever revenue 
is then raised under the then-present tax law. If you can afford 
to—and I do not see how this would be possible—but, as Mr. Ar-
cher says, if you can afford to give away some revenue, it sure 
would solve a lot of problems in enacting tax reform, and I do think 
I would associate myself with him about the concern of the retro-
activity on real estate, because of the demand that it not lose rev-
enue. So, if you can lose some, it becomes easier. 

Senator GRASSLEY. Mr. Weiss? 
Mr. WEISS. I totally agree that bringing deficit reduction into a 

tax reform effort where you have significant changes in the dis-
tribution of tax liability by income class would cripple the effort. 
I totally agree with that. 

I think, as a procedural matter and a process matter, I think the 
1980s showed that Congress can do deficit reduction and tax re-
form at the same time, and that effort succeeded by separating 
these efforts. 

Congress raised tax revenue in 1982 in a big way, 1983 in the 
Social Security amendments, 1984, and then turned around right 
after the 1986 act and had yet another revenue increase bill in 
1987. 

Deficit reduction was a big focus in the 1980s. The Gramm- 
Rudman bill, which had that deficit trigger, was enacted just in the 
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middle of the House Ways and Means markup on the Tax Reform 
Act of 1986. 

So, again, I think as far as structuring a tax reform process, I 
think revenue neutrality is really an important discipline and will 
help promote the success of the effort. 

Senator GRASSLEY. I thank all of you. Thank you. 
The CHAIRMAN. Thank you. 
Senator Carper? 
Senator CARPER. Thanks, Mr. Chairman. Again, it is great to see 

all of you and thank you for your service to our country and thanks 
for your willingness to serve us again. 

We have spent a lot of time in this room in the last year and a 
half, with folks sitting at this table talking to us about things that 
we might do, but the issue might be health care, and things that 
we might do to improve outcomes, to improve health care outcomes 
for Americans, but to do so for less money. 

A number of the ideas that were suggested by witnesses at this 
table were ideas that later on we tried to get CBO to score. And 
some of the measures that we are convinced would save money, a 
lot of prevention stuff and wellness ideas, instead of it being scored 
to save money, they actually scored it to cost money. 

It was just counterintuitive, but that is the way they did their 
scoring. 

Mr. Chairman, I am trying to think of how we reconcile the ad-
vice that we are getting here for deficit neutrality, how do we 
somehow square that with the fact that we have huge deficits, and 
they are not getting any smaller; in fact, over time, depending on 
what we do with these expiring tax cuts, they could get even 
larger. 

I am trying to figure out, how do we somehow be consistent with 
the advice that you are giving us, that is, deficit neutrality, and, 
at the same time, look at the size of these deficits that we face 
today and could face even more later. 

I just want to throw this idea out here, and I just want to ask 
you fellows to respond to it. If we were to adopt ideas, tax ideas, 
that, in the end, are deficit-neutral, at least that is the way they 
are scored by CBO, but in our hearts and in our minds, we know 
they are going to generate more economic activity, stimulate the 
economy, and grow revenues, if that might be a way to thread the 
needle here. 

I just send that generally as an idea. I just want to put it there 
on your tables and ask you to respond to that. 

The CHAIRMAN. I want to add, first, it is Joint Tax that is going 
to be doing most of the estimating, not CBO. 

Senator CARPER. I am sorry. 
The CHAIRMAN. And all apologies to Randy. And not to take all 

your time, but I think we are going to have an easier time agreeing 
with the estimates of Joint Tax than we did with CBO, because of 
the nature of the beast. They are just very different. 

Senator CARPER. Good. So I would like to ask each of you to re-
spond. We face a conundrum here, I think. 

Mr. GEPHARDT. Well, one of the things I think you can do is go 
back and look at the estimates that were made in 1985 and 1986 
and then look and see what happened. 
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Let me take you over to health care in CBO for a minute. I am 
told, I did not investigate this, so I may be wrong, that some of the 
estimates that CBO gave us on some of the cuts in Medicare that 
were made in 1987 were too low, that the actual experience was 
much better than they said it was going to be. 

So I encourage you to—I do not know what the facts are, but I 
really encourage you to look. I have always believed that tax re-
form would increase economic activity, more people would comply 
with the code than do today, et cetera, et cetera. 

So you have a case model in front of you, and I urge you to look 
at the history of this and see what happened. 

Mr. ARCHER. I think your point is very well taken, Senator Car-
per, and I struggled with this as both chairman of the Joint Com-
mittee on Taxation and chairman of the Ways and Means Com-
mittee, because I was not satisfied that we were getting accurate 
estimates. 

To me, that is what ought to be talked about, not whether it is 
dynamic or anything, but is it accurate? And I think Congressman 
Gephardt’s point is well-taken. We could never get them to go back 
and say this is what we estimated, now here is what actually hap-
pened. And, of course there are things other than taxes that deter-
mine how the economy is going to work. So that is difficult to do. 

But I would suggest to you, Mr. Chairman, to the degree that 
you have the power to do so, that you reform the estimating proc-
ess. And that is not easy, I know, because I struggled with it. 

But at the time I was chairman, the CBO determined the base-
line, and then the joint committee could only make its estimates 
on top of what that baseline was. And there was no consideration 
of what you said, Senator Carper, that what you are doing may in-
crease growth and may increase revenue by having a better econ-
omy—no consideration of that. 

I think you have to pull together the baseline and the inde-
pendent tax revenue estimates so that, if you have a major change 
in the tax code, which you would in tax reform, that you force there 
being a change in the baseline at that time, too, to represent what 
is going to happen to the economy as a result of what you have 
done in the tax code. 

Senator CARPER. Mr. Chairman, my time has expired. Could the 
other two witnesses respond to my question, please? 

The CHAIRMAN. Yes. 
Senator CARPER. Thanks. Please. 
Mr. CHAPOTON. When I was at Treasury, we did spend some 

time, early on particularly, on sort of a look-back analysis, and I 
think Randy can go through this a lot more effectively. But the rev-
enue estimators operate under constraints, as well, and Mr. Archer 
has referred to some of them. They cannot change the estimate of 
GDP, for example. 

But I just sort of think back at Treasury. At Treasury, we had 
two staffs in my office. We had the staff lawyers and the staff 
economists, which included the revenue estimators. 

I have to say the lawyers always thought they knew the revenue 
estimate better than the economists did, but the economists always 
won. 

Senator CARPER. Mr. Weiss? 
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Mr. WEISS. I would just like to say that the revenue estimating 
process is very difficult. The estimators are faced with making pro-
jections about changes in the tax law for which often there is very 
little evidence. 

Some are easy. So you can look at tax returns and say, ‘‘Well, 
if I change the rate, this rate is this much revenue.’’ But items 
where there is not direct measurement of the tax provision and for 
which the behavioral response, which is taken into account in the 
revenue estimates, has not been the subject of detailed study, it is 
very difficult to do. 

I believe, certainly, when I was on the joint committee, and I am 
sure that this is the case, the estimators take their best shot at giv-
ing an estimate that they believe is reasonable and realistic. 

I actually wrote an article on trying to go back and look at rev-
enue estimates and see how close the outcome had been to the esti-
mate that was given. I guess the first thing you realize is that, in 
many cases, it is very difficult to answer that question, because the 
estimate assumed that the economy would behave in a certain way 
or there would be a certain amount of investment that was going 
on, and then for reasons totally different and totally extraneous to 
the tax process, those assumptions did not play out. 

So to really know whether an estimate was accurate, you really 
would have to know what the economy would have been hypo-
thetically if the tax provision had not taken place. So it is a very 
difficult exercise in many cases. 

Senator CARPER. Thank you. Thank you all. 
The CHAIRMAN. Senator Wyden? 
Senator WYDEN. Thank you, Mr. Chairman. Mr. Chairman, let 

me also commend you for holding this hearing. And I also want you 
to know how much I appreciate your strong leadership in getting 
the committee into tax reform. I think this is absolutely key. 

The CHAIRMAN. Thank you. 
Senator WYDEN. Gentlemen, as you know, we are having a heat-

ed debate right now about the tax policies of former President 
Bush, George W. Bush, or passing the new proposals of President 
Obama. 

I am of the view that this is the wrong debate to be having right 
now, because either of these approaches would, in effect, write this 
flawed, discredited tax system into stone. And, it seems to me, the 
more relevant debate is to look at how our economy grew when 
Democrats and Republicans worked together on tax reform in the 
1980s to make the code fairer and more pro-growth and simpler, 
and how it grew much more slowly after the tax changes of the last 
decade. 

My old leader, Dick Gephardt, I think talked about a case study. 
Bill Archer is absolutely right. These are relative, because you can 
never precisely determine what tax changes had to do with an 
economy. 

But during the 1980s, when Democrats and Republicans worked 
together on taxes, 16 million new jobs were created, and there was 
a 17.6-percent expansion in payrolls. By comparison, from 2001 to 
2008, 3 million jobs were created, and there was only a 2.3-percent 
expansion in payrolls. 
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So there are some numbers that ought to be looked at to show 
that making the code more pro-growth and fairer and simpler real-
ly does redound to this question of generating more employment. 

So what I would like to do for my first question, for you, Leader 
Gephardt, is to talk about the area we have not gotten into today, 
and that is the international side of the debate. 

The American people, as we know, are all completely disgusted 
with this idea that you get tax breaks for doing business overseas. 
The companies come back, on the other hand, and say, ‘‘We have 
to have those tax breaks because our rate is high relative to every-
body else.’’ 

My question for you, Leader Gephardt, is, would it not make 
sense now, on a bipartisan basis, to talk about taking away those 
tax breaks when American companies do business overseas and use 
those very dollars to lower rates here in our country, to make 
American manufacturing more competitive in tough global mar-
kets? 

Would that not conceptually be a good idea for Democrats and 
Republicans to look at now? 

Mr. GEPHARDT. That is one of the real benefits of going through 
this process is that you—as I said in my statement—get to look at 
each provision that is in the code, really study its effectiveness, 
study whom it helps and whom it does not help, and then make 
a judgment on whether you want to leave it in or not. 

I have not really fully analyzed it, obviously, but you could look 
at the whole array of things that help companies that are doing 
work abroad and see if you could get rid of some of those that do 
not make sense, and then use that revenue, as has been said by 
some of the speakers here, to lower the corporate tax rate for all 
corporations, including those that do business abroad and those 
that do not. 

So that is the kind of tradeoff and balancing that you can do in 
this process. It is, obviously, a compromise, and there will always 
be some who are not happy with your outcome. But, if you can help 
the whole economy grow faster and help American businesses suc-
ceed better, then that is something you really have to look seri-
ously at. 

So I commend you for that kind of analysis. 
Senator WYDEN. Let me ask our panel one other question that 

I have come to think is a serious matter, and particularly when you 
look back at the history of what happened in 1986. 

In 1986, you passed this exciting transformational set of changes 
in tax law and, virtually, as soon as the ink was dry, all the special 
interest groups came back and started trying to jam in to the tax 
code various things to unravel the transformational reform you had 
made. 

Now, no current Congress can ever bind a future Congress. It 
seems to me that, as part of this tax reform debate, at least there 
ought to be a discussion that, when we get real tax reform, under 
the leadership of Chairman Baucus and all Senators working to-
gether, are there ideas that might be considered to make it tougher 
to go back and unravel it this time when you actually get it done? 

I think this issue has to get out on the table. Do any of you want 
to get into that? 

VerDate Nov 24 2008 19:50 Oct 28, 2011 Jkt 000000 PO 00000 Frm 00027 Fmt 6633 Sfmt 6633 R:\DOCS\70694.000 TIMD



24 

Mr. ARCHER. I think that is an excellent point, but I do not know 
how you implement something like that, because, as you said, one 
Congress can say it is statutory, so it can be easily changed. 

Gramm-Rudman was supposed to have great benefits to the defi-
cits, and you know what happened there. It got waived every time 
it began to look like it was going to take effect. 

So I am not sure you can do that. But I would like to just jump 
in on your first question, if I could, for a minute or two. 

Senator WYDEN. With the chairman’s leave. 
The CHAIRMAN. Certainly. 
Mr. ARCHER. I think you do have to go back to determine not just 

whether this sounds good—and the way you described it, it sounds 
good. The way you described it, I think the majority of the Amer-
ican people would likely say, ‘‘Okay, we agree.’’ 

But the real question is, what will that do in the long term to 
our corporations’ ability to compete overseas with their foreign 
competitors? And one of the things that is so tough to do politically 
is to determine that your tax code on international income or for-
eign source income really needs to be in symmetry with the way 
our foreign competitors are taxed by their countries, not in sym-
metry to the way domestic corporations are taxed for activities in 
the U.S., because taxes have an enormous impact on ability to com-
pete. 

Taxes are a major cost of doing business. And it is why we have 
seen, in my opinion, many U.S. corporations having to be taken 
over by foreign corporations in order to compete in the world mar-
ketplace. And now we have an even greater complexity that has en-
tered the arena, and that is country corporations, not just private 
corporations, that have the rules of taxation of their foreign coun-
try, but you have the Chinese who have their own corporations, 
government-owned corporations that are competing in the world 
marketplace. 

So this is going to get more complex and more difficult. But, if 
you want to save the really high-paying jobs that are part of our 
multinational corporations’ activities, you must let them compete 
on a level playing field with their foreign competitors. 

Bankers Trust is now Deutsche Bank, because our tax code put 
extra costs in the way of Deutsche Bank becoming Bankers Trust. 
And I worry tremendously about the growth of this, which I think, 
in the long term, will not be in the best interest of this country. 

I compliment you on your broad-based tax reform proposal that 
you and Senator Gregg put together on a bipartisan basis. It is a 
major move forward to address an awful lot of things. 

But what you brought up on deferral is one of the things that 
I worry tremendously about and what its ultimate economic impact 
will be on our ability to compete in the world marketplace. 

Senator WYDEN. Mr. Chairman, you have given me way too 
much time. Can I just make one other quick point? 

Mr. ARCHER. That is my fault, not yours. 
The CHAIRMAN. One point. Go ahead. I was going to follow up on 

deferral, so go ahead. 
Senator WYDEN. And I think Chairman Archer makes an impor-

tant point. The question, I think, for our policy consideration is 
asking companies, how low does the American rate have to go in 
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order to make you competitive so you can give up some of these 
considerations, and I think the only question I was raising with the 
chairman is how do we get into that debate. 

Thank you, Mr. Chairman. 
The CHAIRMAN. Thank you all. 
Senator Bunning? 
Senator BUNNING. Thank you, Mr. Chairman. 
I want to welcome my two former colleagues from the House of 

Representatives, the distinguished majority leader and my chair-
man, when I was on the Ways and Means Committee for about 6 
or 8 years, I think, who allowed me to head up a lowly sub-
committee called the Social Security Subcommittee, and greatly 
helped me in getting passed my pet project of repealing the unfair 
Social Security tax on seniors, which is, I guess—the people who 
are 65 and older are thankful that you were chairman at the time. 

You succeeded, also, Chairman Archer, in lowering the capital 
gains tax rate, providing death tax relief, and accomplished a 
whole lot of other goals that we worked with you on. And you al-
ways did it with grace and dignity, and I thank you for that. 

Dick Gephardt, I want to thank you for all your years of service 
and your leadership in recognizing that tax rates should be lower 
to help boost economic growth, because you believed that very 
strongly when you were the leader in the House of Representatives. 

The 1986 tax reform was passed the year before I came to Con-
gress. So I cannot take any credit or blame for it. But I think we 
need to take an honest look at whether the 1986 act was really a 
success, as people seem to think it was. 

For example, the real estate market, as has been said, had strug-
gled for years after the law passed. For about 6 years, the commer-
cial real estate market was in the tank because of the 1986 tax 
changes. 

Hundreds of pages of special tax breaks have been added to the 
code since 1986, hundreds. God, I cannot believe the amount. Two- 
thirds of the taxpayers hire someone else to do their taxes, includ-
ing me. And Chairman Archer was the only person on the Ways 
and Means Committee, when I served, who continued to try to do 
his own tax returns, and I guess he succeeded, because he is still 
here. 

Mr. ARCHER. I guess so, because they have not—— 
Senator BUNNING. Come after you. 
Mr. ARCHER. That is right. 
Senator BUNNING. People still believe that the tax code is unfair. 

American people believe the tax code is unfair, no matter what 
bracket they are in. And individual tax rates are creeping up to 
near the levels they were in 1986. 

Half of the American people pay no taxes, none, no income tax. 
They pay the payroll tax. And many of them actually get extra 
money from the Treasury that they never paid into the income tax 
system. 

Every developed country except one has a corporate tax rate that 
is lower than ours. Only one country has a higher tax rate than 
ours. 

The alternative minimum tax, AMT, God bless it, was not in-
dexed for inflation in the 1986 act, and the AMT will soon be steal-
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ing more money from taxpayers than the regular income tax that 
we have. 

So my question to the panel is a very easy one. Is the 1986 act 
really a success? 

Leader Gephardt, would you like to try it? 
Mr. GEPHARDT. I think it was. Senator Baucus, in his opening 

statement, said that—he quoted someone who said the tax code is 
like shrubbery or a shrub that you whack it back and then it grows 
back even bigger and stronger. 

The history of taxation among human beings is that, whenever 
a tax is imposed anywhere, immediately you have special pleaders 
come in and say, ‘‘It should not apply to me, because I do some-
thing that is really important for society,’’ and then we grant these 
special favors. 

That is human nature, and I do not know that you can change 
that, to go back to Ron’s question. Maybe there is a way, once you 
get it in place, to say, ‘‘Okay, if you want to have that special 
pleading to be granted, then we have to raise the rates to accom-
modate that,’’ kind of a pay-as-you-go tax program that might be 
able to be constructed. 

But my answer to your question, Senator, is I think it did suc-
ceed. I agree with the statement about the real estate industry. As 
I remember it, in the last stages of tax reform in 1986, some of the 
Senators wanted to get a top rate of 28 percent. That was really 
important to them. And they took that retroactive action in order 
to pay for that, because that is what you had to do to make it 
revenue-neutral, and we have talked about that. I think that was 
a mistake. 

So it was not perfect. I have never seen a piece of legislation that 
was. 

Senator BUNNING. Granted. 
Mr. GEPHARDT. But it did accomplish its major goals. It did get 

rates down for almost everybody. It did create a perception and the 
reality of greater fairness. And it did create some simplicity. But 
as usual, the shrub grew back, and we started—it is easy to get 
up and say, ‘‘I think we need a tax break for X, because the country 
really needs that now,’’ and it is very easy to grow this thing back. 

So, if I had one admonition here at the end, it would be to try 
to work out a procedure that would make that harder to do. 

Senator BUNNING. Bill? 
Mr. ARCHER. I do not disagree greatly with what Congressman 

Gephardt said, but I do not think it has been a massive success. 
I think the devastation to the S&L industry, single-handedly, was 
probably the biggest negative in the economy during the time I was 
in the Congress, if looked at just by itself. 

In addition, President Reagan, and I have said this over the 
years, he was mesmerized by the rates. His goal was to get the 
rates down, and they got the rates down. But at what cost? At 
what cost to complexities? 

I was talking to my childhood friend—Jimmy Baker and I grew 
up together in Houston, TX—and I said, ‘‘How can you claim sim-
plicity in this?’’, because I was still doing my income tax. And he 
said, ‘‘Well, we knocked 6 million people off the rolls, and that’s 
simpler.’’ And I said, ‘‘Yes, for people who don’t have to do an in-
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come tax, I won’t argue that it’s simpler. But for those of us who 
have to keep doing it, it’s a heck of a lot more complicated.’’ 

I can remember, for example, during the deliberations in the 
Ways and Means Committee, Andy Jacobs, Democratic Congress-
man from Indianapolis, just threw up his hands, and he said, 
‘‘Well, I can see what’s happening here. By the time you get 
through doing all the worksheets that you have to do before you 
can go to the income tax forms, it’s Miller time.’’ And I will never 
forget that. 

So it did not simplify, and in the foreign area, it made it far more 
complex. Simplicity was not achieved, but people were knocked off 
the rolls, and that is one reason why, today, almost half the people 
pay no income tax, as you mentioned. 

Mr. Chairman, one of the things that I think is going to create 
difficulty for you in this process is to mobilize enough individuals 
to feel like whatever you are going to come up with is better than 
what they have today. 

Now, if they do not pay any income tax, and if a big percentage 
of them are actually getting a check back from the government, as 
Senator Bunning said, which is true, you are going to have a hard 
time selling them that any new program is really going to be better 
for them. And I have worried about that over the years. 

We, as Republicans, were more responsible for knocking people 
off the rolls than the Democrats were, but that is what you have 
to deal with today, because you have to mobilize enough of the 
American voters to really believe in what you are doing to be suc-
cessful, and that is going to be another part of your challenge. 

The CHAIRMAN. Senator Hatch? 
Senator HATCH. Well, it is great to see you folks back, I will tell 

you. Dick and Bill, you have been great people, as far as I am con-
cerned, all the time I have known you. John Chapoton, it is so nice 
to see you again. We appreciate your service. Mr. Weiss, your Joint 
Tax service was very important up here. We appreciate all four of 
you. So this is interesting to me. 

Chairman Archer, let me just start my questions with you. You 
emphasize in your testimony how critical to the success of tax re-
form was the role played by President Reagan. Now, you further 
asserted that successful tax reform today would also require presi-
dential leadership. 

To succeed, then, do you believe that tax reform would need to 
be the President’s number-one domestic priority or just one on a 
list of things that we would like to see happen? 

Mr. ARCHER. Well, that is a matter of opinion. I think it is going 
to be so difficult that it likely will have to be his number-one pri-
ority. It was for President Reagan, and I think that was extremely 
important in getting the job done, and I think all four of us agree 
on that. 

But interestingly enough, too, Mr. Chairman, you are starting 
out with total bipartisan support here from all four of us. I hope 
you can keep that until the end. 

Senator HATCH. Well, you and the other witnesses all mentioned 
that the centerpiece of the 1986 Tax Reform Act was a broadening 
of the tax base and a lowering of the rates. I agree that this rep-
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resented significant and comprehensive tax reform. But my ques-
tion is, was it fundamental tax reform? 

I very clearly recall the persuasive arguments that you made, 
that you, in particular made, when you were chairman of the Ways 
and Means Committee, that we needed to tear the tax system out 
by its roots so it can never grow back to this new monstrosity, as 
it has since 1986. 

Now, do we need a more fundamental reform, such as some sort 
of consumption tax or flat tax, or can we achieve that kind of tax 
system that literally would not allow the re-growth—the bush to 
grow even further? 

Of course, America, in my opinion, needs—by broadening the 
base and the rate-lowering approach, would that be the way we 
should go once again? 

Mr. ARCHER. Well, I think, if you are going to keep the income 
tax, you are going to have to broaden the base. And the only thing 
that—again, a caveat is that, as you broaden the base, you have 
to be very careful that you do not do it retroactively and that you 
know what the economic consequences are likely to be. 

Frankly, I would hope, too, that there would be a thorough anal-
ysis of what the compliance costs are going to be, which are an un-
necessary burden on the economy, in my view. 

But unfortunately, and, again, these are my own opinions and I 
was not part of the majority, but I came away from 1986 very dis-
illusioned as to whether you could ever fix an income tax. 

I welcome the effort that you are undertaking, Mr. Chairman. I 
hope you can. I think it is desperately needed. But I came to the 
conclusion, as you mentioned, Senator Hatch, that we needed to 
tear it out by its roots and replace it with something that, number 
one, would not be a magnet to pull in all kinds of special interest 
provisions and all the things, Mr. Chairman, that you complained 
you have to deal with with the extenders. 

The income tax is just a magnet to bring in those things from 
people who want to say, ‘‘Oh, yes, but my deal is important, so give 
me a special exception,’’ and it undermines ultimately the effort. 

So my views were there in writing, and the dissenting views and 
the statements I made on the floor and everything else, but they 
were not sympathized with by the majority, and I lost. 

However, it is very interesting to note that I was designing a mo-
tion to recommit with instructions that would have fixed some of 
the truly egregious things that I saw in the 1986 act, and I am con-
vinced there were a majority of votes on the floor of the House that 
would have voted for that motion to recommit with instructions. 

On the eve of that, I was called into Bob Michael’s office, and 
Bob Michael said, ‘‘Well, the White House is calling me, and they 
have to take away your motion to commit with instructions.’’ And 
he said, ‘‘I’m going to have to take it away from you and offer just 
a straight motion to recommit.’’ 

In the end, rather than violating tradition and procedures, I 
agreed to go ahead and just offer a simple motion to recommit, 
without instructions. We still got 160 votes against the bill. 

But I am convinced that, had we been able to send it back and 
make four or five changes, it would have been a success, Senator 
Bunning. So anyhow, that is just my opinion, Senator. 
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Senator HATCH. Thank you. Mr. Chairman, if I could ask one 
more question. 

The CHAIRMAN. Yes, fine. 
Senator HATCH. Mr. Chapoton, you played a major role at Treas-

ury in developing the Treasury proposals now known as Treasury 
I and Treasury II. How important a role did these proposals play 
in the process of moving the Congress towards the 1986 Tax Re-
form Act, and can and must Treasury play a similar role in devel-
oping the underpinnings of a viable tax reform plan in the future? 

Mr. CHAPOTON. Senator, I think, as I have said in my written 
statement, I think they played a pivotal role, because they—— 

Senator HATCH. Could you also cover—as I recall, you discussed 
the fact that a flat tax proposal was considered and rejected in the 
early 1980s because of the effect such a tax would have on redis-
tributing tax burdens, if you could address that, as well. 

Mr. CHAPOTON. Well, as I mentioned—well, first of all, to answer 
the first part of your question—I do think it was the work of the 
Treasury, and I think Randy hit on some points that—the whole 
process from 1981 to 1984 was instructive and helpful in the 1982 
and 1984 acts that he mentioned. The fact that they did broaden 
the base, that they did raise revenues, certainly, without raising 
rates, was an important step in the overall consideration of the 
process in 1984. 

In 1982, Treasury was asked to testify on flat taxes, and I testi-
fied, and I alluded to that in my written statement. And the prob-
lem that we were concerned about—we talked in the testimony 
about a lot of the efficiencies and the end simplicity if you go to 
a truly flat tax, but the overriding showstopper, if you will, was the 
redistribution effect of the tax burden from upper-income to lower- 
income. And we give some dramatic examples in the testimony. 

But that was a serious concern, and I do not think the flat tax 
entered into the serious consideration in the tax reform effort in 
1984. 

Senator HATCH. Thank you, Mr. Chairman. 
The CHAIRMAN. A question that comes to my mind is, how impor-

tant is it or how much of a problem is it if individual income tax 
and capital gains—must they be the same as in 1986? Since then, 
capital gains has been a lower rate to spur growth in the country. 

Must there be a differentiation between the capital gains rate 
and income rate or not? Anybody want to take that on? 

Mr. GEPHARDT. Well, it has been a raging debate as long as I can 
remember, and we will all have different views according to how 
we come to this question. I think that, if you can get tax reform 
done and get income tax rates down, you kind of lessen the con-
troversy. 

I am not saying it will go away, but you make it a less controver-
sial question. When the income tax rate is at 70 or 90 percent top 
rate, then there is real fire in the side that says there has to be 
a differential. 

So we always thought in 1986, the lower we could get that top 
rate, then the less differential you would have to have, and you 
lessen the emotion and the difficulty of that debate. 

The CHAIRMAN. Anyone else? 
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Mr. ARCHER. Yes. Mr. Chairman, in the late 1990s, the Joint 
Committee revised its computer revenue estimating process on cap-
ital gains and, for the first time, put in behavioral response. And, 
if you want more revenue from capital gains, you cannot have them 
above 20 or 25 percent. 

If your individual rate is higher than that, and you put the cap-
ital gains rate up there, you are going to lose revenue on capital 
gains, and that—it is interesting to me that ABC, in one of the de-
bates, asked Candidate Obama about that and even said, ‘‘Well, 
don’t you understand that, if you raise the rate, you are going to 
get less revenue?’’ The reporter asked him that. And he did not 
argue with that. 

It was subsequent to that that he revised his proposals and said, 
‘‘Well, the capital gains rate will only go back up to 20 percent.’’ 

So I think, when you are concerned for revenue, and you will be 
in tax reform, that you need to take into account how you are going 
to get more revenue from the capital gains tax. 

The CHAIRMAN. How important is it to pursue tax reform given 
our system, as we know it, or specifically pursue consumption tax, 
VAT tax, other systems? 

Mr. GEPHARDT. I have always believed—we went through all that 
discussion in 1984 and 1986. We looked at VAT taxes, we looked 
at a totally consumption-based tax, a flat tax, a flatter tax, which 
is what we came up with, and my conclusion then, and it is prob-
ably still my conclusion, is that all of those other systems are a 
bridge too far. 

It is almost like perfection in someone’s eyes meeting reality. 
This is a complicated country. It is a large country. It is a diverse 
country. You have many, many different views of what is fair and 
right. 

I simply do not believe you can find a consensus that moves to 
a flat tax or a consumption tax. I understand the arguments that 
people make for that, and I tend to agree with those arguments. 

But putting that aside, I just do not think you can find a con-
sensus in anything other than amending or reforming the code that 
we have. 

The CHAIRMAN. Anyone have a contrary view? Do you want to 
speak? 

Mr. WEISS. I was just going to agree. I think one of the impor-
tant aspects of the income tax is that it is progressive; that higher- 
income individuals pay a higher percentage of their income in tax 
than lower-income individuals. And I would be very surprised if the 
public were to accept a change that did away with that char-
acteristic. 

The CHAIRMAN. Mr. Chapoton? 
Mr. CHAPOTON. As I have said, I think the basic flat tax or par-

tially flat tax does not work; it is not going to fly. You are going 
to have a graduated, consumed income tax, but the problem is you 
have a smaller base, by definition, if you tax only consumption, and 
you have a much higher rate. 

So I think that makes it—and when you get into perceptions of 
fairness, it does not look as good, frankly. And so I think I would 
encourage you not to—I do not think it would work. 
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The CHAIRMAN. Clearly, our goal is to make sure American com-
panies can compete on a level playing field with other countries, 
companies, et cetera. 

Chairman Archer, you talked a bit about this. I hear a lot about 
moving away from worldwide to territorial. I guess the U.K., and 
maybe another country, has recently moved to territorial, osten-
sibly for that reason. You hear from the business community in the 
U.S. that our corporate rates should be lower. 

Your thoughts on what we need to do to maintain and enhance 
and, Chairman Archer’s view, even out-compete other countries as 
we move to tax reform? 

Mr. CHAPOTON. I would just say that is a real issue, a very com-
plex issue because, as Mr. Archer said, the complexity of the inter-
national provisions is immense. And I think he really articulates 
quite well the conflicting views. 

I do think—I have always thought that we should really look at 
a territorial tax. And I think politically, it would be tough to go 
there, but it might make a lot of sense, for the reasons he states. 
They are competing in another—our companies are competing in 
another market, and, if there is a different tax system in that other 
market, then they are competing with one arm tied behind their 
back. 

The CHAIRMAN. Anybody else? 
Mr. ARCHER. Yes. I would just revert back to what I said earlier, 

that a territorial system may be the way to get us competitive in 
the world marketplace. But we have to be very careful as to how 
it is contrived and how it is conceived and the details of it. 

The important thing is to go back to what I said. We must have 
taxation of our foreign source income that is on a level playing field 
with our foreign competitors, and we will win if we are on a level 
playing field. 

But when we are going into the arena with one hand tied behind 
our backs, we are not going to win ultimately, and we are going 
to lose our corporations, and they will become run by foreigners, 
and all the high-paying jobs will be in other parts of the world. 

The CHAIRMAN. Randy? 
Mr. WEISS. I think this is a difficult balancing act. I think it is 

really important to keep in mind that a big part of the inter-
national competitiveness of the U.S. is to make it very attractive 
for companies to do business in the U.S. And so that involves real-
ly, not the taxation of U.S. companies abroad, but rather the tax 
rates on income that is earned in the U.S., by both U.S. and foreign 
corporations. 

So there is clearly a balance. On the one hand, it is definitely im-
portant that U.S. companies have the ability to expand their mar-
kets and drive innovation around the world. On the other hand, it 
is important to be able to attract and stimulate activity here at 
home and attract foreign investment, as well, which has been in-
creasingly important. 

The CHAIRMAN. As we proceed with our hearings, obviously, we 
are going to have to set up an agenda and schedule. Some subjects 
are going to have to come ahead of others. But one of the—Chair-
man Archer or somebody mentioned hours and hours, hundreds of 
hours of hearings to begin to get—to educate members of the com-
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mittee and Congress and so forth. It is somewhat the same ap-
proach that we took in health care reform. 

In 2008, this committee had many hearings on our health care 
system, to the degree we have a system; how does it fit together, 
how does—we had no ideological axe to grind, just the facts so we 
hopefully knew what we were talking about. 

Would you give us some sense of what the order of subjects were 
that you addressed and any guidance you might have in what we 
might look at first, second, or third, anyone? 

Mr. GEPHARDT. I think you have to start where you are, which 
is the concept, the overall tradeoff concepts that you are dealing 
with so that people can start to see what is involved here, that it 
is not a simple exercise, that there are lots of side roads you have 
to go down and things that have to be looked at, and then delve 
into each of these areas we have been talking about in greater de-
tail, because they are the subparts that make it up. 

Let me just mention the international business thing is one of 
the areas you really have to spend some time on. From this discus-
sion, I think it is clear, part of the reason that we put things like 
deferral and other things in the code was because the corporate 
rate here, as Bill Archer said, got ahead of, or more than it was 
in many of our competitive countries. 

So the international corporations came in here and asked for spe-
cial treatment. They asked for a special way to deal with it. 

If you could trade that off—and I do not know if you can, but 
that is what I think you have to look at—to get that rate down, 
is that a better overall outcome than what you have? And that just 
takes hard work, analysis, discussion, getting people to really look 
at the tradeoff and understand it, and see where you are. 

The CHAIRMAN. Thank you. Anyone else? 
Mr. CHAPOTON. That is a tough assignment, Mr. Chairman, but 

I certainly agree. Starting here is a starting point, and you might 
take a lesson from the organization at the Treasury Department 
when it had to undertake the same effort; where do you start and 
what do you look at first. 

The CHAIRMAN. Well, basically, you—you have all been terrific in 
giving us lots of ideas, and I think the answer to my question is 
we just have to start somewhere. We just start, and then we will 
know what the next step is after that. This is not rocket science. 

It will be difficult to find solutions, but I think it will not be too 
difficult to find the subjects to pursue. 

Senator Wyden? 
Senator WYDEN. Thank you, Mr. Chairman. 
I just had one other policy question, and it reflects the point you 

made at the beginning about how complicated this is and the thou-
sands and thousands of pages, and that everybody has to get a pre-
parer and buy software, and then you go through this April filing 
blues after you have done all of this. 

What has left me confident that there still is a real opportunity 
for bipartisanship here is, when you look at some of the recent pro-
posals for simplifying the code, there is a lot of common ground. 

You all recall that the commission that George W. Bush put to-
gether that was chaired, I think, by Senator Breaux and Senator 
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Mack, they came in with a 1-page 1040 recommendation. I think 
it is like 33 lines long. 

Then when you look at everybody else’s ideas, they all go be-
tween like 29 and 35 lines long. And that’s pretty good for govern-
ment work. There are a lot of opportunities for compromise here. 

There is one idea that has come to light I would be interested 
in your opinions on, because I think it could be a real boon for tax-
payers if it was laid out as an option. And that is the idea of saying 
that, if Americans opted for this, nobody would be required to do 
it, it would be completely voluntary. Americans could, in effect, say 
to their government, the IRS, you have all of this information that 
is being reported anyway, about retirement, savings, and a variety 
of areas where information is collected, dividends and the like. If 
people chose it, they could have the government, in effect, take that 
information, do their taxes for them, and then mail it to them, and 
then an individual could revise it. So the people, if they chose it, 
could get out from under some of the hours and hours and hours 
that were devoted to it. 

I think it is an attractive idea. I would be interested—do any of 
you have thoughts on this? And emphasize an option, a question 
of whether taxpayers, come April, could say, ‘‘You fill it out. Send 
me what amounts to a draft kind of code, I’ll make some adjust-
ments, and I’ll mail it in.’’ 

Leader Gephardt, any thoughts, any of you, on this? 
Mr. GEPHARDT. Obviously, anything you can do to make it easier 

for people is a good thing. I take it you are probably looking at peo-
ple who would be in the most simple return, short form or what-
ever. 

Senator WYDEN. Right. 
Mr. GEPHARDT. And maybe it could work for them. I have doubts 

that it would work for people who have a little more complication. 
And as you heard, you do not have to get very high up to have a 
lot of complication with today’s code. 

But if you simplify it and you get more people onto a simpler 
form, maybe that is something that could be looked at. 

Mr. ARCHER. Well, I compliment you on your creativity and your 
determination to do something about this, and I mean that very 
genuinely. But I tend to agree with Congressman Gephardt. 

When I was doing my own return, it took me more time to get 
ready to go to the form than it did to complete the form. And so 
I do not think that having the IRS complete the form would have 
been of any benefit to me. 

Senator WYDEN. I only bring it up because apparently there has 
been interest in this concept, as well, with the taxpayer advocates. 
So it seems to me that we will continue the discussion. 

Chairman Baucus has been great to let this go so long. 
The point, it seems to me, and Leader Gephardt makes the point, 

what we want to do for people is start with a 1-page 1040 form. 
Every single objective analysis, whether it is President Bush’s 

commission or the various proposals that are out there, they are all 
between 28, 29, and 35 lines long. We ought to, on a bipartisan 
basis, be able to do that. 
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Then, it seems to me, that some of the additional ideas—Cali-
fornia has started this concept that I have described on a trial 
basis. It seems to be well-received. 

Leader Gephardt has made the point that not everybody, obvi-
ously, is going to use it. We ought to be looking at trying to give 
people tools to get out from under this idea that they spend their 
entire spring, when they would rather be with their family, wading 
through all this stuff. 

Mr. Chairman, again, thank you for all your leadership. It has 
been a great way to start. 

The CHAIRMAN. Thank you, Senator. You have lots of energy and 
imagination, as Chairman Archer has said. 

I just want to thank you all very, very much, on behalf of the 
whole committee and, frankly, the country. As Senator Carper said, 
you are all great public servants, and you still are serving. We are 
deeply indebted to you. Thank you so very much. I have a hunch 
we are going to be talking to you several times more on this very 
subject. 

The hearing is concluded. 
[Whereupon, at 12:15 p.m., the hearing was concluded.] 
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