S. Hra. 99-246, Pr. VI

TAX REFORM PROPOSALS—VI

HEARING

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-NINTH CONGRESS
FIRST SESSION

JUNE 19, 1985

(Taxpayer Organizations and Public Interest Groups)

2k

Printed for the use of the Committee on Finance

_ U.S. GOVERNMENT PRINTING OFFICE
51-2190 WASHINGTON : 1986

$.96/-2)



COMMITTEE ON FINANCE
BOB PACKWOOD, Oregon, Chairman

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

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

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

JOHN H. CHAFEE, Rhode Island DANIEL PATRICK MOYNIHAN, New York
JOHN HEINZ, Pennsylvania MAX BAUCUS, Montana

MALCOLM WALLOP, Wyoming DAVID L. BOREN, Oklahoma

DAVID DURENBERGER, Minnesota BILL BRADLEY, New Jersey

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

STEVEN D. SYMMS, Idaho DAVID PRYOR, Arkansas

CHARLES E. GRASSLEY, Iowa
WiLLiAM DIEFENDERFER, Chief of Staff
MicHAEL STERN, Minority Staff Director

- an



CONTENTS

PUBLIC WITNESSES

Page

Baumbush, Peter L., treasurer, Fair Tax Foundation, accompanied by Livia
Bardin.. ..o et bbb saa e st e sae b arerranes 140

Campbell, Nancy Duff, cochair, Coalition on Woman and Taxes and managing
attorney, National Women's Law Center...........c.c.c..lvveveiieniniceenirsesvensrsennenees 34
Citizens For Tax Justice, Robert S. McIntyre, director of Federal tax policy...... 6
Coalition on Women and Taxes, Nancy Duff Campbell, cochair 34
Davidson, James D., chairman, National Taxpayers Union........c..ccoccvniicnnins 88

Fair Tax Foundation, Peter L. Baumbush, treasurer, accompanied by Livia
BAPAin....ocvviiceiiees et ettt et ae e e 140
Forman, Maxine, cochair, Coalition on Women and Taxes.............. 70
Goffman, Joseph, staff attornez Public Citizen's Congress Watch. 100
Haskell, Floyd K., chairman, the Taxpayer’'s Committee ... 2
Mclntyre. Robert S director of Federal Tax Policy, Citizens For Tax Justice... 6
National Taxpayers Union, James D. Davidson, chairman...............coovevinvennneene 88
Public Citizen's Congress Watch Jose f{h Goffman staff attorney.. 100
The Taxpayer’s Committee, Floyd K. Haskell, CRAITINAD c..coooorere oo 2

ADDITIONAL INFORMATION -
COmMMILLEe Press FEleASE ........cciiiiiccrrriiriiiireiineenirr s resssssenste e sresns s eseassarsonsss 1
Prepared statement of the Taxpayer’'s Committee............ooccccrnrieccsnneneniiniinn 4
Prepared statement of the Citizens for Tax JUstiCe..........cccvvennvivceevercnmenieriieneens 9
Prepared statement of Nanc Duff Campbell and Maxine Forman........c....o.on. 35
Prepared statement of the Women's Equity Action League ..., 72
Prepared statement of James D. Davidson .........c..ccccovvvecnenennn ) |
Prepared statement of Joseph Goffman............ e 103
Prepared statement of Peter L. Baumbush ..o 142
COMMUNICATIONS

COMIMON CAUSE ... ettt eesrisescstseesera et st tasases saesssssssesesesrseeaesessssstetsresesbstsrensinne 150
Citizens for a Sound Economy 168
Article by Robert Capozzi and Jeffrey C. Smith ..o 172

an



TAX REFORM PROPOSALS—YVI

WEDNESDAY, JUNE 19, 1985

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

The committee met, pursuant to notice, at 9:30 a.m. in room SD-
215, Dirksen Senate Office Building, the Honorable Bob Packwood
(chairman) presiding.

Present: Senators Packwood, Chafee, Grassley, Long, Moynihan,
and Bradley.

[The press release announcing the hearing follows:]

{Press release, June 11, 1985]

CHAIRMAN PAckwoob ANNOUNCES FINANCE TAx REFORM HEARINGS

Senator Bob Packwood (R-Oregon), Chairman of the Committee on Finance, today
announzl:ed further Committee hearings in June on President Reagan’s tax reform
proposal.

Chairman Packwood announced the second five days of hearings, as follows:

On Wednesday, June 19, 1985, the Committee will receive testimony from wit-
nesses representing taxpayer organizations and public interest groups.

The Committee will hear from public witnesses on the impact of the tax reform
proposal on capital formation on Thursday, June 20, 1985.

On Tuesday, June 25, 1985, invited witnesses will discuss the issue of whether the
tax-exempt use of industrial development bonds ought to continue.

On Wednesday, June 26, 1985, public witnesses will testify on research and devel-
opment tax credits, and venture capital formation.

The Committee will receive testimony from economists on the impact of the Presi-
dent’s tax reform proposal on the economy on Thursday, June 27, 1985.

All hearings will begin at 9:30 a.m. and will be held in Room SD-215 of the Dirk-
sen Senate Office Building.

The CHAIRMAN. The hearing will come to order, please.

This is a continuation of one of many hearings we will be having
on the tax bill through the rest of this month and July and Sep-
tember. Whether we go into October or not will depend upon how
rapidly the House is moving. We are trying to get as broad a spec-
trum of testimony as we can from as many groups that include a
cross-section of this country as possible. And today we have a cross-
section of representatives from tax reform groups and from people
who have been fighting before this committee for a long period of
time for justice in tax policy.

We will start with a panel consisting of a former colleague of
ours, Floyd Haskell, who we worked with in this committee for 6
years, and Robert McIntyre, and Nancy Duff Campbell, and
Maxine Forman, if you all want to take your places. But we will
start off in the order of the witness list with Senator Haskell.

)
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Senator MoyNIHAN. Mr. Chairman, would you allow just one
moment? | just would like to welcome our guests and of course our
colleague and friend Senator Haskell, and just add, should I have
to leave, that this is the fiftieth anniversary of the passage by the
United States Senate of the Social Security Act of 1935, and we are
having a series of statements on the floor. Only because I have
agreed to participate in this commemoration will I perhaps not
hear all of this testimony. .

Senator HaskeLL. Thank you, Senator Moynihan.

The CHaIRMAN. It's good to have you with us, Floyd.

Senator HaskEiLL. Thank you.

STATEMENT BY SENATOR FLOYD K. HASKELL, CHAIRMAN, THE
TAXPAYER'S COMMITTEE, WASHINGTON, DC

Senator HAsxeLL. Mr. Chairman, it is a pleasure to be here. And
I understand from the letter I received that the statement will be
included in the record in full.

The CHAIRMAN. I should say to all of the witnesses that all of
your statements will be in the record. You were very kind to get
them in ahead of time so that I could read them last night and this
morning, and they will be in the record in their entirety.

Senator HaskeLL. Well, I certainly will summarize mine.

Mr. Chairman, obviously you and your committee have a full
plate ahead of you, because tax reform which has been sort of wan-
dering around for a long time is finally front and center.

Clearly, there are many reasons why there should be tax reform;
not the least of them is economic efficiency, the attempt to get sim-
plicity, which is a drive on behalf of many people who really resent
the complexities of our Code, and the complexities of our Code
make it very difficult to administer. And therefore, there should be
reform for a great many reasons.

In my opinion, however, Mr. Chairman, the overriding reason for
reform is the effect that our tax laws have had on taxpayer morale.
It is not surprising news to either you or Senator Moynihan that
the Harris Poll in 1970—80 percent of respondents found that, they
felt anyway, their opinion was, the tax laws favored the rich and
the powerful. That is not news. Nor is it probably news that the
Yankelovich Poll taken for the IRS last year—the response, again,
to the same type of question was again 80 percent.

However, in the Yankelovich Poll there is an item which was
startling to me. They asked the people polled, “What do you think
about cheating on taxes?” One-third of the respondents said, well,
they thought there was nothing wrong with that; another third
were ambivalent on the issue, didn’t know, ‘“Well, maybe yes,
maybe no,” and only one-third felt that it was wrong to do it,

Now, this, to me, is a change of public attitude very much for the
worse; but when you think about it, it really isn’t so odd. Every-
body reads in the newspapers, sees on TV, hears on the radio about
tax shelters. The vast majority of the people in this country don’t
hﬁve the money to invest in tax shelters. Their response is to
cheat.

Now, the Commissioner of Internal Revenue, Commissioner
Egger, in a speech of about a year ago would I think support what
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I am saying, because he said that cheating was a form of revenge—
that is his word, revenge—against-a system believed to be unfair.

Now, obviously this situation can’t be allowed to continue for the
public morale of this country and the public morals of this country.
To my way of thinking, reform is the answer. You have in your
committee, Mr. Chairman, the Bradley-Gephart Bill. This is a true
reform bill, something that could be embraced as fair. The Treas-
ury Department in November came out with Treasury-1. This,
again, is a true reform bill. That could be embraced as fair.

Treasury-2—1I use that word because most people use it, the plan
that the President articulated a couple of weeks ago—Treasury-2,
on the other hand, is really a half-way measure. It is surely an im-
provement on the present system, but it is a great retreat from
Treasury-1. For example, in Treasury-2, more families in the over-
$200,000 group get tax cuts than those in the mid-income group.
Capital gains are taxed at one-half the rate of wage income; the oil
industry’s intangible drilling cost on successful wells is retained;
and organized labor got what it wanted on fringe benefits; to say
nothing of organized charity.

Americans, in my view, are going to say, if this bill is passed,
“So, what's new? Business as usual.”

Probably if Treasury-2 was adopted, there would be a bit of eu-
phoria when it became law, but in my view the cynicism will soon
return.

So, Mr. Chairman and Senator Moynihan, I strongly urge this
committee to look at Bradley-Gephart and at Treasury-1 as a basic
blueprint.

Thank you very much.

The CHAIRMAN. Thank you.

Mr. Mcintyre.

[Senator Haskell’s written testimony follows:]
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STATEMENT BY ROBERT S. McINTYRE, DIRECTOR OF FEDERAL
TAX POLICY, CITIZENS FOR TAX JUSTICE, WASHINGTON, DC

Mr. McINTYRE. Good morning, Senator.

_The CHAirMAN. I don’t know if you were here when I indicated
your statement will be in the record in its entirety, and if you can
abbreviate it we would appreciate it.

Mr. McINTYRE. Thank you, Senator.

I appreciate the opportunity to be here. As you know, our coali-
tion of public interest, labor, and grass roots citizens groups repre-
sents tens of millions of average Americans. You also know, I am
sure, that we have long felt that tax overhaul was absolutely neces-
sary to bring fairness and economic common sense back to our tax
laws. As a result, we were delighted with the President’s speech,
which in many ways sounded like one of ours, a good populist
speech urging a fairer tax system.

Unfortunately, we are very disappointed with the President’s
program. We don’t think it does an adequate job of closing the
loopholes and ending the tax dodges. We don’t think it does enough
for the average taxpayer, and we don’t think it constitutes the
basic reform that the Tax Code needs.

Over the last decade or so, the tax laws have become, by our
lights at least, increasingly unfair to middle and lower income
Americans. In fact, for most Americans the reality has been that
their taxes have been going up and up. Lower income people have
seen their taxes more than double since 1978. Middle income
Americans have seen their taxes go up by 15 to 20 percent. And
yet, of course, the government is not collecting more money. Be-
cause, at the same time, taxes in the corporate sector and taxes on
upper income Americans have gone down. We now see hundreds,
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probably thousands, of our major companies no longer payin
taxes. General Electric, Boeing, Weyerhaeuser, the list goes on an
on. We see thousands of very upper income Americans, according
to the IRS, who no longer pay taxes. And that is the tax shift
which has occurred over the past decade, where ordinary taxpayers
have paid more and those best-off taxpayers have paid less.

We think that reversing this tax shift is what tax reform ought
to be all about. And we believe that is what the average American
thinks as well, which is why so many ordinary American taxpayers
are excited about the prospect of reform.

Because the Administration’s tax plan does not reverse the tax
shift, we do not think it constitutes real reform. To the contrary,
the Administration plan continues previous policies favoring the
best-off Americans. It doesn’t really redress the imbalance between
individuals and corporations, and it doesn’t deliver the knock-out
blow to tax shelters and economic distortions that the country
needs to sustain long-term growth. In fact, the Administration plan
as now written would exempt the lion’s share of business profits,
through such things as faster depreciation even than current law
and continued special preferences for the oil and gas industry. It
would exempt half of the predominate form of income of the best-
off Americans, capital gains. And it would allow the continued ex-
ploitation of tax shelters. On top of this, it has very, very large rate
cuts for corporations and the very richest Americans. As a result,
it is more of the same as far as we can see.

Not only that, but we are convinced, and I think many people
are starting to agree, that the Administration bill is a long-term
revenue loser of large proportion.

Insofar as the bill does lose revenue, it is going to have to be
made up somehow, and we are worried that that revenue will be
made up by even higher taxes on middle and low income Ameri-
cans. As you know, many of the business lobbyists are already ad-
vocating some kind of a national sales tax or other program to in-
crease taxes on our constituents, in many cases by tripling them.

We think the Con%ress can design a fair and economically sensi-
ble tax system and that the Administration program can provide a
beginning. But unless basic changes are made in the program, we
do not think it will satisfy what the American public wants. .

Now, what kind of changes are we talking about? We are talking
about real depreciation reform that actually taxes businesses on
what they make and not on some figment of their accountant’s
imagination. We are talking about asking the oil and gas industry
to pay taxes just like working people, not get subsidized. We are
talking about treating capital gains just like other income. We are
talking about getting rid of the large rate cuts at the upper end of
the income spectrum and giving some more relief to people whose
taxes have gone up over the last decade—that is, middle income
Americans.

If you do these things and make some other changes we have
suggested in our testimony, we think you will have earned your
place in history as “the great tax reformers.” On the other hand, if
you follow the lead of the President, which we think is just more of
the same, we are going to have to be back here again and again
asking for tax justice on behalf of middle income Americans.



Thank you.

The CuairmaN. Thank you.

Ms. Campbell.

{Mr. McIntyre's testimony follows:]
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Statement of Robert S. Mclntyre
Director of Federal Tax Policy, Citizens for Tax Justice
Before the Senate Committee on Finance
Concerning Fundamental Tax Reform
June 19, 1985

1 appreciate the opportunity to appear before the Committee today on behalf
of Citizens for Tax Justice. Our coalition of pubdblic interest, labor, and grassroots
citizens groups represents tens of millions of average American taxpayers who have
a vital stake 1n restorting fairness and economic common sense to our tax laws.

Let me begin by noting that we, probably like most Americans, were delighted
by the President's May 28 speech, 1n which he promised us real reform of the tax
code. We wera especially pleased when the President told the big corporations and
wealthy tax avoiders now snubbing their noses at the tax collector that "the free
rides are over." As we all know, there i1s no way that tax relief can be provided
to hard-working average American taxpayers unless those individuals and companies
ncw not paying their fair share are brought back onto the tax rolls.

Unfortunately, the President's tax program does not measure up to the promises
of his speech. Because the plan does not do an adequate job of closing the loopholes
and ending the tax dodges, it does not constitute the basic reform that the tax
code so desperately needs. And, as a result, the plan dces not offer real long-
run tax relief to middle-income Americans.

In deciding what we want from tax reform, 1t helps to step back and ask an
even more fundamental question: What do we want from the tax system? For most
pecple, the answer, we think, 1s fairly straightfcrward. We want the tax system
to raise enough money to fund the government, and to do so i1n & way that is fair
and that makes exonomic sense. To achieve these goals, a good tax system should
ask individuals and businesses to pay taxes on_what they actually earn, and taxes
should be assessed based on taxpayers' ability to pay them, As this Committee
wisely noted back in 1669, “only by sharing the tax burden on an equitable basis
1s 1t possible to keep the tax burden at a ievel which 1s tolerable for all
taxpayers."

Over the past decade, however, the principle of sha?mg the tax burden on an
equitable basis has largely been ignored. The reality 1s that most middle and
lower income Ameracan families have seen their taxes steadily increase--despite
numerous so-caliled "tax cuts,” including the 1981 changes 1n tax rates. Because of
inflation-driven bracket creep and, to a lesser degree, higher social security
taxes, the federal tax rate on families at the poverty level has more than doubled
since 1978. HMiddle-income families have experienced tax increases of 15 to 20
percent over the same period. At the same time, the tax burden on corporaticns
and the ypealtniest individuals has dramatically declined, as more and more loopholes,
shelters, and “incentives” have been added to the tax code. Reversing this tax
shift is at the heart of what real tax reform 1s all about, and it 1s precisaly
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the hope for such a reversal that has average Ameraicans excited at the prospect
of reform.

But, despite some good points, the administration's program does not come
sven close to delivering real tax reform. Instead of reversing the tax shift, it
continues previous policies favorinug the richest Americans and it fails to redress
the imbalance between individuals and corporations. Moreover, i1t dces not deliver
the knockout blow to tax shelters and economic distortions that the country needs
to sustain long-term growth.

The admanistration proposes to exempt the lion's share of business profits,
through such things as even faster depreciation write-offs than current law and
continued special preferences for the oil and gas industry. It would exempt half
of the predominant form of income enjoyed by the extremely well-off--capital gains--
and would allow the continued exploitation of tax shelters. On top of this, the
administration would cut the statutory corporate tax rate by 28 percent and slash
the top perszonal tax rate by 30 percent from current law, to only half the rate
that applied when the administration took office.

As a result, the administration proposal provides only modest tax relief to
middle-income Americans. And even that small relief is likely to be short lived.
Because of 1its failings, the administration program appears to entail a substential
long-term revenue loss--at a time when tax revenues are already far short of
paying for the costs of government services. Inevitably, that revenue shortfall
will have to be made up, and lobbyists and politicians are already talking about
stiff new taxes on middle and lower income families as a way of doing so.

Congress can design a truly fair and economically sensible tax program that
provides real tax relief to middle income taxpayers. But to do so, 1t must make a
number of basi¢c changes in the program the President has presanted. To be&in with,
Congress must address the most salient defect in the President's tax plan--from
the point of view of fairness, economi¢ growth, and revenue sufficiency: the’
program's failure to restore the corporate income tax.

THE DECLINE OF THE CORPORATE INCOME TAX

The decline of the corporate income tax--and the resulting shift in the tax
burden onto average wage-earners--has been well documented and well publicized.
Studies by the staff of the Joint Committee on Taxation and Citizens for Tax
Justice have found that the average effective corporate rate on the nation's
largest companies has fallen to 14-1b percent. The Congressional Budget Office
reports that the average effective corporate tax rate has been cut in half since
1980. 1In Citizens for Tax Justice's October 198k Jeport,

Reagan Years, we found that the median tax rate for the 250 large, profitable
companies we examined was only 8.7 percent. Of the 250 corporations, more than
half enjoyed at least one year between 1981 and 1983 in which they paid no federal
income taxes or received tax refunds. A quarter of the companies paid no federal
income taxes at all over the entire period, inciuding giant firms such as General
Electric, with $283 million in tax rebates on top of its $6.5 billion in pretax
domestic profits; Boeing, with $267 million in rebates on top of its $1.5 billion
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in profits; Dow Chemical, with $223 million 1in refunds on $776 million in profits;
and Tenneco, with $189 million in refunds on $2.7 billion in earnings.

Back in the 1950s and 1960s, corporate i1ncome taxes paid for about a quarter
of the cost of federal spending, other than the self-financed social security
system. By 1084, corporate income taxes paid for less than 9 percent of federal
spending other than social security.

The socurce of this striking decline in corporate taxes 1s the unparalleled
growth 1n corporate and business "incentives" over the past 15 years, and most
notably under the current administration. In 1970, the list of officially designated
corporate "tax expenditures" totalled just $8.3 billion. For fiscal 1986, those
provisions are estimated to amount to $119.9 billion--or $1.69 for every dollar
estimated to be paid in corporate income taxes. Since 1970, the federal government
has foregone $690 billion in revenues due to these "incentives.” Including the
interest paid to fund these tax breaks, the total addition to the national debt
from these provisions since 1970.now stands at almost $1.2 trillion.

Cost of Corporate Loopholes
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Moreover, the same loopholes that have undermined the corporate tax have also
fueled the proliferation of individual tax shelters. According to a Public Citizen
study, such tax shelters are now costing the Treasury more than $24 billion annually.

It 18 precisely this growth in loopholes and the resulting decline in taxes
paid by our most profitable corporations and our wealthiest citizens that has made
the average taxpayer 8o angry and disgusted with the federal tax system. Back in
1972, before the loophole craze took hold, Americans told pollsters they considered
the federal income tax the "fairest” of all the taxes they paid. Since 1979,
‘however, as tax burdens on average citizens have risen, the federal income tax has
been annually cited in the same polls as the "least fair tax" by more pecple than
any other tax.

THE FAILURE OF CORPORATE AND BUSINESS TAX INCENTIVES

Over the years, as various corporate and business "incentives" were added to
the tax laws, the promise was always made that they would lead to enhanced investment
and economic growth., As more and more people are coming to realize, however,
the loophole-based economic strategy has been a colossal failure. Despite the
enormous cost of the tax breaks, the national savings and investment rate has not
increased. In fact, looking at any long period since World Rar II, the savings
and investment rate has been remarkably constant. From 1948 to 1965, 1t averaged
16 percent of the gross national product. From 1966 to 1973, it was also 16
percent of the GNP. And from 1974 to 1981, it remained at 16 percent of the GNP.
Since 1981, national savings has averaged only 13.8 percent of the GNP, and despite
a large i1nflux of foreign capital, Rross domestic investment has averaged only
15 percent of the GNP.

In January of this year, Citizens for Tax Justice released a study comparing
investment behavior to tax rates for 238 of the nation's largest and most profitable
nonfinancial corporations over the 1981-83 pericd. We found that the 50 companies
that enjoyed the most tax incentives--and thereby enjoyed an average negative tax
rate of minus 8.4 percent over the three years--actually reduced their capital
spending by 21.6 percent between 1981 and 1983. In contrast, the 50 companies
that paid the highest tax rates increased their investment by 4.3 percent--despite
an average tax rate of 33.1 percent.

The facts that business tax incentives been ineffective at increasing investment
and that they have added $1.2 trillion to the national debt are bad enough. But,
in addition, the tax incentives have further damaged our country by distorting
economic decisions. A 1981 Federal Reserve Board study, Public Policy and Capital
Formation, for example, found that tax distortions had led to a “"disturbing pattern
of investment." It went on to note:

"While finding that the overall rate of capital formation is probably
adequate, this study concludes that the existing capital stock is
misallocated, probably seriously, among sectors of the economy and types
of capital, primarily because of distortions caused by inflation and

U.S. tax laws. . . . The biases are substantial. ... As a result,

capital 1s not applied to its most efficient uses. . . . The cost to the
nation has been lessened productivity growth and reduced business output.”
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At the same time, tax preferences have created a wave of tax shelters for
upper-income individuals. Since 1979, syndicated tax shelters have quadrupled,
diverting investment dollars into activities such as llamas, foreign stamps,
already-built shopping centers, empty office buildings, and even a $485 million
shelter in used billboards.

The claims of the lcophole lobbyists that tax subsidies can somehow help
improve our ability to compete in world markets have been proven false by years of
experience. In fact, exactly the opposite 1s true. In its most recent study of
corporate tax rates, the staff .of the Joint Committee on Taxation found that
American multinational corporations pay taxes to foreign governments on foreign
profits at a rate more than triple what these companies pay to the U.S. Treasury
on their US. earnings. Yet our position in world markets has continued to
deteriorate. The time has come to face up to the fact that the loophole-based
economic strategy has been a failure. American companies do not compete better
abroad because they earn tax-sheltered profits at home. To the contrary, by
diverting resources away from their most productive uses, the loopholes undermine
our ability to compete. If America is to sustain and strengthen its international
competitive position, it is imperative that we remove the distortions and
irrationalities from our tax code. R

He might learn a lesson here from the Japanese, who have basically stuck with
the tax system the United States desi3ned for them in the early 1950s. Year in
and year out, Japanese corporate i1ncome taxes provide 25-30 percent of Japan's
national revenues. A Congressional Research Service study found that the average
effective corporate tax rate in Japan 1s close to 50 percent. The Japanese have
maintained the revenues from their corporate tax and have avoided the economic
distortions that we suffer under in the United States by eschewing tax loopholes.
In 1983, Japanese corporations actually paid more in total income taxes than did
American companies, despite the fact that Japan's GNP i1s only a third the size of
ours. The reason was that while our tax laws provided $1.67 in corporate tax
breaks for every dollar paid in corporate taxes that year, Japan's corporate "tax
expenditure budget"” amounted to only 2.7 cents for every dollar Japanese companies
paid 1n income taxes.

Last year, the United Xingdom, which for many years has been victimized by a
loophele-ridden corporate tax code similar to ours, decided to reverse course and
repeal most of its "incentives.” In announcing the program, the British Financial
Secretary stated:

"The UK system before Budget day offered probably the most generous tax
subsidies 1n the world to certain types of investment. It was assumed

that this would mean more and better investment in the UK than in competing
nations. Yet this has not been the case. Disturbingly, the assumption

that tax incentives meant better investment has been proved alarmingly
wrong. There are many reasons why the UK has made poor use of capital

but 1t is hard to escape the conclusion that a tax regime which subsidized
and encouraged projects with low returns has been an important contributory
factor.”




14

To 1ts credit, the Reagan administration's new tax plan does propose ending a
number of corporate and business subsidy programs now embedded in the U.S. tax
code. The i1nvestment tax credit would be repealed, a change that 1s expected to
raise $171 billion over 5 years. Special tax dodges for defensé contractors
and others engaged in long-term contracts would be eliminated. Some of the
preferences for banks and life insurance companies would be phased out. And
s1gnificant reforms are proposed in the international area--designed to reduce tax
subsidies that perversely enccurage American companies to move offshore. He fully
support these reforms, but we do not believe the program goes nearly far enough.
Compared to the plan put forward by the Treasury Department last fall, the new
administration program has scaled back its corporate reform provisions by i
percent and has retained a number of costly and harmful tax preferences.

Although the President's proposal dces call for a short-term increase 1in
corporate taxes of about 22 percent, in the long run 1t entails only a token §
percent corporate tax hike. Not only 1s this small increase insufficient as a
matter of fairness, it also means that the President's plan 1s a long-term revenue
loser. Since corporate taxes now constitute only one-sixth of federal income
taxes, a 9 percent corporate increase cannot sustain the 7 percent long-term
reduction in personal taxes that the program also entails. In addition, the
administration’s insistence on retaining a number of key business tax preferences
has caused 1t to short change the middle class on tax reduction and to propose
adding now 1nequities to the personal tax Jaws.

He think the Congress, starting with this Committee, can and must do better.
By closing the corporate and business loopholes the administration has left open,
the Committee can produce a tax bill that really restores the corporate income
tax, that really eliminates the tax shelter industry, and that provides more tax
relief to middle-income Americans in the bargain,

CHANGES NEEDED IN THE ADMINISTRATION'S PROPOSALS ON
CORPORATE, BUSINESS, AND INVESTMENT INCOME

1. Depreciation:

The single most 1mportant reform in Treasury's November 1984 tax program was
the proposal to repeal the Accelerated Cost Recovery System in favor of depreciation
rules that required businesses to write off their machines and buildings as they
actually wear out. The change 1s needed for a number of reasons, not the least of
which 1s the enormous drain on the federal treasury that accelerated depreciation
entails. Treasury estimated that its depreciation reforms would raise $213 billien
over the 1986-90 period--more than a quarter of the total base broadeners in the
package. .

In addition, the current accelerated depreciation system is the most notorious
distortion in what Treasury called an "irrational" system of business taxation.

As Treasury put it

"The tax law provides subsidies to particular forms of investment that
are unfair and that seriously distort choices 1n the use of the Nation's



156

scarce capital. The interaction of various provisions results in
opportunities for tax shelters that allow wealthy individuals to pay
little tax, create the perception of a fundamentally unfair tax system,
and further distort economic choices.”

Treasury went on to note: "The current {dep-eciation) system 1s obviously deeply
flawed, since effective tax rates vary tremendously among asset types .. ..
Moreover, by reducing effective tax rates below the statutory rate, the tax system
favors i1nvestments 1n depreciable equipment and real estate over 1investments in
labor and i1n inventories.”

Notwithstanding this striking indictment of accelerated depreciation last
November, the Reagan administration has now virtually abandoned its efforts at
majyor depreciation reform. Instead of a system based on the way plant and equipment
actually wear out, 1t proposes a new "Capital Cost Recovery System" that over the
long term would actually be more generous than the current ACRS approach. Even 1n
the short run, the new CCRS system would raise a mere $38 billion compared to ACRS
between 1986 and 1990--an 80 percent reduction from the revenue estimated to be
raised by the fair and accurate depreciation system proposed last fall.

For every class of depreciable property, the present value of depreclation
write-offs under the proposed CCRS would be significantly larger than the present
value of depreciation under ACRS. Total write-offs claimed-on equipment in classes
1, 2, 3, and 5, which cover more than half of all corporate investment, would
exceed those that would be taken under ACRS starting immediately and continuing 1in
every year thereafter. The cost to the Treasury of write-offs for assets in class
4, which i1ncludes about cne-third of all corporate investment, would exceed the
cost under ACRS beginning in about 1892, Eventually, total depreciation taken on
buildings also would exceed the amounts that would be allowed under ACRS.

As a result, the administration's CCRS approach would not produce a tax
system under which corporations and businesses paid taxes based on their actual
profits. Instead, CCRS would exempt approximately half the profits generated from
equity-financed investments in depreciable equipment from tax. Coupled with full
deductions for interest payments and other remaining tax preferences--and despite
the adminstration's proposed token minimum tax--CCRS would inevitably allow many
corporations to continue to pay very low rates of tax and it would produce a new
range of tax shelters. The most important change that needs to be made in the
administration's tax plan is to return to the kind of fair and accurate depreciaticn
system proposed by the Treasury Department last fall.

2,011 & gas:

In 1ts November 1984 proposal, the Treasury Department proposed to eliminate
the major loopholes for the ©il and gas industry. At that time, Treasury announced
that “(tlhe goal of increased reliance on free-market forces underlies the
Administration’s energy policy." It noted that the current system of o1l tax
subsidies "encourages over-production of scarce domestic resources, adds complexity
to the tax system, unfairly benefits owners of those resources, and erodes the
perception of fairness of the tax system”
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Treasury also answered those who claim that Zovernment subsidies to the o1l
tndustry are needed to promote national security. By eliminating distortions
favoring the o:l industry, said Treasury, tax reform would "encourage the development
of alternative domestic energy sources . . . {and] encourage greater conservation,
and that, plus less rapid depletion of domestic resources, would, over the long
run, reduce vulnerability to foreign supply disruptions.”

Now, however, the administration has abandoned 1its free-market stance on
energy tax policy, tn favor of continuing the drain-America-first approach that
characterizes current law. Curiously, it now invokes “national security" for this
perverse policy, making exactly the same arguments that Treasury refuted in 1ts
Rovember program. .

We believe that Treasury was right the first time. The tax preferences for
the o1l industry do indeed undermine tax fairness, distort economic decisions, and
delay the country’s needed transition to alternative energy sources and increased
conservation. They should be repealed.

3. _Capital gains:

Another major proposal in Treasury I was to end the special 60-percent exclusion

for capital gains, while 1ndexing capital gains for inflation. These two changes
were expected to roughly cancel each other out in terms of total tax revenues.
But they would affect different investors differently. For people with relatively
modest real gains, indexing would usually be a better deal than the exclusion. In
contrast, people with extracordinarily large capital gains reap a windfall from the
b0-percent exemption.

A 1978 study by Mart:in Feldstein and Joel Slemrod found that replacing the
exclusion with i1ndexing would cut capital gains taxes substantially for taxpayers
in the bottom half of the taxpaying population, but would increase them significantly
for the wealthiest individuals.

The authors of the November Treasury proposal correctly noted that the capital
gains exclusion 1is a primary force i1n creating tax shelters and causing harmful
economic distortions. They also concluded that ending the exclusion would help
promote productive investment and discourage wasteful paper shuffling.

Now, however, the administration wants to retain a 50 percent exclusion for
capital gains, contending that it 1s needed to stimulate risky i1nvestments. BSoth
the President and White House Chief of Staff Donald Regan have claimed that the 1§72
" reduction 1n the top capital gains tax rate from 35 to 28 percent was responsible
for the recent venture capital boom. But there 1s little or no evidence to support
this contention. The real boest to venture capital came from 1973 changes 1n the
regulations governing pension funds, allowing them for the first time to get
heavily into the venture capital market.

Fifty-nine percent of the increase 1n venture capital funds between 1978 and
1984 came from pension funds and other tax-exempt entities. Another 29 percent
came from corporate investors such as banks and lafe insurance companies, which
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(a) didn't see their capital gains tax rate reduced to any significant degree; and

(b) don't pay much in taxes anyway. In other words, the venture capital boom was
overwhelmingly dominated by orsanization for which tax “"incentives" are irrelevant.
Only 13 percent of the increase in venture money from 1978 to 1984 came from
individual investors, the people affected by the capital gains tax cuts.

A recent Treasury Department study agreed Lhat the capital gains changes did
not provide any significant aid to venture capital. Not surprisingly, the study
has been suppressed by the Reagan administration.

Even with no special exclusion, capital gains still enjoy the hule benefits
of tax deferral until realization and total exemption when assets are passed on to
heirs. We recommend that the administration’s proposed S0 percent capital gains
exclusion be scaled back cr eliminated from the tax reform package.

4. Tax_shelter reforms.

The abolition of accelerated depreciation, capital gains breaks, and o1l
loopholes, as suggested above and in Treasury's November program, would mean a
real crackdown on tax shelters, both personal and corporate. In addition, further
steps should be taken. Last fall, Treasury proposed to treat limited partnerships
with more than 35 members as corporations, so that tax loss pass-throughs would no
longer be possible for large syndicated shelters. WHe believe this provasion,
along with the tougher at risk rules proposed in Treasury I, should be reinstated
in the tax bill and that the Committee should explore additional measures
specifically directed at stopping tax shelters.

5. _Other corporate base broadening recommendations.

We also recommend that the Committee:

o reject the-administration’'s proposal to extend the research and
experimentation credit;

o reexamine what appear to be overly generous transition rules for the reforms
involving financial institutions;

o repeal the tax credit for Employee Stock Ownership Plans; and

© drop the proposal to index inventories. Indexing inventories might make
some sense 1n a theoretically perfect system, but much inventory 1s financed by
borrowing, and 1t 1s not fair to index inventory costs but not debt. Moreover, the
administration’s proposal to eliminate the LIFO conformity rule should be rejected.
In fact, the conformity principle--which requires companies to follow the same
rules for reporting to the IRS as they use in reporting tc shareholders--should be
extended wherever possible.
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6. Corporate tax rates:

Ha strongly oppose the administration's proposal to reduce the corporate tax
rate to 33 percent. Such a dramatic rate reduction--to a level far below the rate
1n most other major countries--is unjustified. It would in effect reward
corporations for their lobbying successes in the past--lobbying that has been
the key factor in producing our current unfair and economically harmful tax code.
He believe that the corporate rate should be equal to the top personal tax rate,
which, as described below, we believe should be at least 40-45 percent.

PERSONAL TAX CHANGES:

Two weeks ago, the President was asked to comment on the fact that his tax
program would provide him personally with a tax cut of $28,000 a year. The President
responded: "I think that just points out for everyone how advantageous the new
tax system is.* In fact, however, the President's huge projected tax savings
from his program 1llustrates one of its basic defects. Average Americans are not
clamoring for reform because they think the rich need a tax cut. Yet the President's
program grants its largest tax reductions to the wealthiest Americans. The average
1ndivadual earning more than $200,000 would save $10,000 a year in taxes under the
Reagan plan. In percentage terms, the average cut of 10.7 percent for the very
well-off is larger than for any income class except for the poor and near poor.

What's wrong su}:h that? Fairst of all, the rich already got their share and
more of tax reduction as a result of the President's 1981 tax legislation.
Individuals earning more than $200,000 received an average of $30,000 a year or
more in tax reductions from the 1981 rate reductions and expanded tax aveidance
devices. There 1s nothing even-handed about giving the rich additional large tax
cuts, while short-changing the middle class and, for the poor, merely rolling back
the tax increases that occurred during the President’'s first term.
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A second problem with the tax cuts for the rich 1s more subtle, but perhaps
even more basic. The chief reason why taxes on the well-of{ have fallen so
precipitously 1n recent years--from an effective rate of about 33 percent 1n 1978
to only 20 percent today--has been the sharp growth in "incentives" and tax
shelters. B8ut Congress did not enact those incentives for the purpose of cutting
taxes for the well-off, Instead, they were adopted i1n the hope that they would
help improve the general welfare, by stimulating the economy or diverting investment
toward areas that scemed worthy.

The current thinking--with which we agree--is that the incentives have not
been a success. To the contrary, they have distorted economic activity and resulted
in significant waste of our economic resources, As a result, even the President,
who championed the incentive approach in his first term, 1s advocating the
elimination of many of these provisions.

Why, however, should the benefits of the repealed incentives be retained by
the rich, who were never their intended beneficiaries in the first place? In
effect, well-off investors were supposed to have been middlemen for the distribution
of public benefits through the tax code. We have now discovered that these putative
middlemen have siphoned off a large share of the benefits from the incentives--
which 1s one reason why the incentives should be repealed. But that does not mean
that the middlemen should keep their unjustified and unearned benefits in a reformed
tax system.

He recommend that Committee adopt a personal rate structure with a top rate
of at least 40-45 percent, perhaps for personal income in excess of $100,000. The
rates and brackets should be structured to give greater tax relief to middle
1income families, while avoiding further tax cuts for the wealthy.

a. Deductions for state and local taxes:

The second largest "base broadener” in the administration's revised tax plan
1s the proposal to eliminate deductions for state and local taxes. In support of
this change, the administration charges that the current system results in a
"subsidy" from the citizens of low-tax states to the citizens of high-tax states,
and that, in any event, the revenues from repealing deductibility are needed to
pay for individual and corporate rate reductions.

He find the administration's arguments less than persuasive. Looked at as a
substitute for a direct federal spending program, deductibility of state and local
taxes arguably might appear inefficient or unwarranted. But, while 1t is frequently
enlightening to compare incentive-type tax provisions to direct subdsidies, such an
analysis 15 not always appropriate. Consider, for example, the personal exemption.
It 1s part of the tax code because 1t serves fairness 8cals, helping to exempt the
poor from taxation and adding to progressivity. Yet, if one were to examine the
personal exemption as a spending program. it would appear to be perverse. We do
not hear the administration complaining, however, that, because the personal
exemption 1s worth more to high-bracket taxpayers than those in low brackets,
1t 1s a “subsidy" from the poor to the rich.

Similarly, we think that the deductibility of state and local taxes 1s mcre
appropriately analyzed con fairness terms, rather than as a subsidy. And, on
fairness grounds, we think the deduction makes a Ireat deal of sense. It 1s
useful to compare the deduction for state and local taxes to the charitable
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deduction, a provision that the administration tax program would retain. The
fairness rationale for the charitable deduction 1s that money given away to charity
shouldn't be considered part of an individual's taxpaying capacity. The individual
dcesn't get the benefit of spending or saving the money; instead the benefit

accrues to a charitable organization, which presumably is engaged in activitiess

that serve the public welfare. But at least individuals giving money to charity

do so because they choose to. On the other hand, state and local taxes by delfinition
go toward serving the public--and taxpayers are pequired to make those payments,
Thus, if anything, the fairness case for allowing state and local taxes to be
deductible 1s even stronger than the argument for the charitable deduction.

The 1dea that state and local deductibility makes sense in a fair tax system
1s not a new one. To the contrary, it has long been a fundamental tax policy
principle. In its sem:nal tax policy paper, Blueprints for Basic Tax Reform
(Jan, 1877), the Ford Treasury Department strongly defended the deduction for
state and local taxes as a matter of fairness, and specifically rebutted the
arguments now being made by the administration for eliminating the deduction.
"[Tlhere 1s a strong equity case for allowing a deduction of (stste and local
taxes) in calculating individual income,” Treasury stated in Blueprints. "These
payments reduce the resources available to the payor for consumption or accumulation,
and hence they are properly deductible.

Of course, as the administration points out, retaining the deduction for
state and local taxes will require offsetting changes, both to recover the revenuss
involved and to avold skewing the tax reductions even further in favor of the well-
off. Under current law, the deduction for state and local taxes is worth $4,350
each to families earning between $100,000 and $200,000 a year and more than $13,000
each to families making over $200,000. To some degree, the cost of retaining
state and local deductibility can be offset by further measures to close down tax
shelters, as we have outlined earlier. In addition, however, it will also be
necessary to. 1ncrease tax rates, particularly at the upper-end of the inccme
spectrum, from those proposed by the administration. In fact, to keep state and
local deductibility--as we recommend--without a higher top individual tax rate
would almost inevitably be a distributional dicaster.

Tax Savings from Deductions for State & Local Taxes
Onder Current (1985) Lax

Income No. of Ko. of Amt, of dve, per Ave. per
Class Taxable Taxable S8L Tax Taxable Taxzable
($-000) Returss Itemizers  Benefits Itemizer Return
{ 000) ( 000) ($-mill.)
Under $10 17,033 818 $ S5 $ 7 $ 3
$10-20 24, 396 u, 309 891 2e7 37
$20-30 17,168 7,870 3,032 385 177
’ $30-40 9,899 7,11 4, 695 b60 47y
$40-50 5,516 4, 592 4,776 1, 040 8bb
$50-75 3,513 3, 217 5,315 1,652 1,513
$75-100 8u1 792 2,178 2,750 2,590
$100-200 707 674 3,075 4,562 4,349
Over $200 220 214 2,911 13,603 13,232
Totals 79,292 29,598 826,928 $ 910 E 340

Source: Joint Committee on Taxation, Estimates of Federal Tax
Expenditures for Fiscal Years 1986-1990 (apr. 12, 1985).
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Y
b.__Health insurance;

In 1ts revised tax plan, the administration proposes to tax families on the
first $300 per year they receive in employer-paid health insurance and to tax
single individuals on the first $120. Apparently, the only serious rationale for
this proposal is that it would increase taxes. In effect, the proposal acts to
decrease the value of the administration's increased personal exemptions lor
workers with employer-paid health plans. As outlined earlier, we believe that
there are far better ways to augment revenues than this proposal, and we recommend
that it be dropped from the tax packasge.

CONCLUSION:

Tax changes over the past decade and a half, shifting the tax burden more and
more onto average taxpayers and away f{rom corporaticns and the wealthy, have
created a deep public dissatisfaction with the tax system. We now have a rare
opportunity to restore integrity, fairness, and economic common sense to our
tax laws. The President's tax program--while deeply flawed--provides a starting
point. With the kinds of changes we have proposed above, we believe that Congress
can fashion a truly populist tax plan that will benefit the vast majority of
Americans, help restore the public’s faith 1n government, and stimulate econocmic
growth. To do so, however, Congress will have to take on a variety of powerful
interests and lobbies. He hope you will have the courage and the wisdom to do so.
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Tax reform for the rich.

INSIDE THE SELLOUT

OW THAT President Reagan has abandoned his

brief flirtation with tax reform, it's time for Con-
gress, starting with the House Democrats, to recapture the
initiative. Reagan gave a fine television speech as always,
telling the big corporations now snubbing their noses at
the tax collector that “the free rides are over.” But he
didn’t mean it.

Let’s step back a moment from all the technicalities and
ask what it is that has people so upset with the current tax
system. Most of us believe the tax laws are rigged in favor
of big corporations and wealthy individuals. Yes, people
also think the tax code too complex, but our main objec-
tion to the complexity is that it creates unfair opportunities
for manipulation. As the president put it in his speech, the
tax code is “complicated, unfair, cluttered with gobbledy-
gook and loopholes designed for those with the power
and influence to hire high-priced legal and tax advisers.”

Unfortunately, those with the power and influence to
hire high-priced legal and tax advisers are exactly the ones
who got the ear of the White House in the months be-
tween the Treasury Department’s original reform plan {ast
November and the president’s speech May 28. What's
more, a lot of the gobbledygook and the loopholes in the
tax code are there because of Ronald Reagan’s previous
handiwork.

In his first term, Reagan nearly eliminated the corporate
income tax with something called the’ Accelerated Cost
Recovery System—a law that allows companies to write
off the cost of buying new machines and buildings far
faster than they actually wear out. This is the main reason
General Electric and so many other hugely profitable com-
panies no longer pay income taxes.

Reagan also gave the wealthy a huge tax cut in 1981—
worth about $30,000 or more a year to {amilies earning
more than $200,000—by reducing the top individual tax
rate from 70 percent to 50 percent and by adding a plethora
of new tax-avoidance devices. The top rate on capital gains

JUNE 24, 1985 ¢
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was cut from 28 percent to 20 percent, a step that greatly
pleased the average millionaire, who receives more 1
come in the form of capital gains than wages Ronald
Reagan has presided over the biggest tax shelter boom in
history And dunng tus watch tederal taxes on the poor
more than doubled

Treasury’s November 1984 tax program was in many
ways a repudiation of Reagan's earher policies But the
hopes that were raised by "Treasury | have now been
dashed Let's take a close look at whatitis Reagan s try'ng
to sell to us as popubist tax reform

The single biggest reform provisicn in Treasury’'s No-
vember program was repeal of Accelerated Cost Recovery
in favor of a system requinng businesses to write Oif their
plant and equipment as 1t actually wears out. This change
was expected to raise $213 billion in revenues over five
years—about one-quarter of the total “base broadeners”
in the original program. The reform was jushfied not just
as a revenue raiser, but also because accelera’ed deprecia-
tion is the single biggest distothon of economic incentives
in the tax code

Reagan’'s new proposal virtually abandons the attempt
to reform deprecation rules In fact, it would actually
increase depreciation write-offs over the long term. In the
short run, the new depreciation rules would raise about
839 billion over five years—an 80 percent cut from the
ongmal program

Another major propusal in Treasury I was o end the
speaial break for capital gains, while indexing the measure
of gains for inflation. These two changes were expected to
roughly cancel each other outin terms of total tax revenue.
But they would affact different investors ditferently Peo-
ple who held assets for a long ime would usually find the
inflahon indexing a much better deal than the current 60
percent exclusion. Conversely. people who are constantly
trading stocks and bonds—generally the wealthiest capital
gains recipients—wouldn’t get much help from indexing
The authors of Treasury [ correctly noted that the capital
gains exclusion 1s a primary force in creating tax shefters
and causing harmful economic distortions. Switching to
indexing would encourage productive investment and
discourage wasteful paper-shuffling.

OW., HOWEVER. the admimistration wants to retain

a 50 percent exclusion for capital gains, contending
thatit's needed to stimulate risky investments Both Rea-
gan and White House Chief of Staft Donald Regan are
fond of crediting the recent venture capital beom to the
1978 and 1981 reductions in capital gains taxes. Venture
capital has indeed surged since 1978. But there is no ewvi-
dence to support this post 1oc, ergo propter hoc reasorung
The key factor was a change in the regulations governing
pension funds, which aren’t affected by tax incentives
since thev aren't taxed. Fifty-nine percent of the increase
in venture capital funds between 1978 and 1984 came from
pension funds and other tax-exempt vntities. Another 28
percent came from corporate investors such as banks and
bfe insurance companies, which (a) didn't see their capital
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gains rate reduced toany significant degree, and (b) don't
pay muchin taxes anyway Individual investors, the peo-
ple atfected by the capital gains tax cuts, supplied only 13
percent of the 1978-84 increase in venture capital

A recent Treasury Department study concluded that the
capital gains changes did not provide any significant boost
to venture capital Not surpnsingly, the study has been
suppressed by the Reagan adnunistration

N THE OIL and gas area, Treasury’s November 1984

propcsal would have raised $39 bullion over five vears
by ending the notoricus percentage depletion allowance
and another special rule allowing an immediate wnte-off
for the cost of dnlling wells Reagan's latest plan junks
these reforms. except for A phased-in limit on percentage
depletion in some cases It would raise only four billion
dollars from oil and gas over the same five years. Helping
persuade Reagan that “‘national secunty’” requires keep-
ing the oil loopholes was an absurd coalition of independ-
ent oll producers and Jewish tax shelter promoters sup-
posedly concerned about the weifare of Israel

The abolition of accelerated depreciation, capital gains
breaks, and oul loopholes, as Treasury | proposed, would
have meant a real crackdown on tax shelters, both person-
al and corporate. As a backstop, Treasury proposed to
treat large limited partnerships as corporations, in order to
foul large tax shelter syndications. In the new plan, how-
ever, that rule has been dropped, another step that should
cheer the odl tax shelter promoters. Real estate tax shelters
also would survive, mainly because of the continuation of
fast depreciation. Although real estate shelter promoters
are wailing about some hmited restricions on their activi-
ties in the tax bill, they have told The Wall Street Journal that
they “think there are going to be a lot of ways to get
around” any problems the tax till might create.

So what's left of tax reform in Reagan’s program® Well, a
few good features The investment tax credit would still be
repealed. a step that raises $170 bulion over five years and
is now the biggest reform in the package Special dodges
for defense contractors and other businesses engaged i1n
long-term contracts would be ehiminated Some of the
prefercnces for banks and hfe insurance companes would
be scaled back—although Treasury {'s $54 bullion 1n added
revenues from financial institutions over five vears was
cut to oniy 523 billion in the new package And signuficant
reforms in the international area—designed to reduce tax
subsidies that perversely encourage American companies
to move offshore—have been retained. Overall, however,
the s767 bilion worth of loophole closing in the onginal
package has been cut way back. primanly by a 44 percent
scale-back in the corporate reforms.

Looming especally large in the new package is the pro-
posal 1o end personal deductions for state and local taxes
This 1s now the second largest revenue-raising item in the
plan and the one on which the admunistration savs 1t s
least willing to compromuse. Yet deductions for state and
local taes are hardly at the heart of what's wrong with the
tax code. Up till now the arguments both for and agains:
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the deduction for state and local taxes have seemed nota-
bly unenlightened Whichever case you hear last comes
close to persuading you that the other side must be nght
Officials from high-tax states have complained—often
with an excess of hyperbole—that ending the deducton
would be a inannial catastrophe, that all their nch cinzens
would move out, and that their states are being singled
out for unfair treatment Reagan admunistration officals
have rewrted that they need to repeal the deduction in
order 1o hnance the tax rate reductions, and have added
that if high-tax states in the Northeast suffer, it serves
them nght

CONSIDER. though. that the adnunistration bili
would retain the deduction for chantable contnbu-
tions The rationale is that money given away to chanty
shouldn’t be considered part of an individual’s tavpaying
capacity The individual doesn't get the benefit of spend-
ing or saving the money, instead the money accrues to
chanties. which presumabiy are providing benefits of a
public nature That's a pretty good arguinent But at least
people who give monev to chanty do sv because they
choose to Siate and local taves by definibon go toward
serving the public—and taxpayers are required to make
those payments [t's hard to see why state and local taxes
shouldn’t be deduchible if the wrnite-off for chantable dona-
tions makes sense

Donald Regan has descnibed Reagan’'s proposed indi-
vidual rate structure—15 percen!, 25 percert, and 35 per-
cent—as having “‘a nice symmetry * But when Social Se-
cunty taxes and <apital gains prelerences are factored
in. that symmetry disappears For famlies of four earning
up to about $40.000, the marginal tax rate, including the
14 percent Social Secunty tax on wages, comes to 29 per-
cent From 540,000 to about $80.000 or so, the rate drops
to 25 percent (because Social Security taxes no longer ap-
ply) At the upper levels, a 35 percent tax rate apphes to
wages But the top marg:nal tax rate on the most common
tvpe of income enjoved by the very wealthy—apital
gaIns--1s only 175 percent, since half of capital gains
would be excluded from tax So the real 1ate structure 1s
29-25-35-17 3 Not very symmetncal.

Sois Reagan nght when he claims that almost everyone
will win trom his program? Well. the plan is good for the
poor, at least in the short run The proposed increase (in
the zero-bracketamount the personal exemption, and the
earned income tax credit will roll back most ot the tax
increases on the poor that occurred dunng Reagan's first
term For the rich, however. the plan is even better By
proposing a further dramatic drop in the top tav rate,
keeping the capital gains preference. and retaining manv
of the favonte tax shelters ot the well-to-do. Reagans
program would result in another 510,000-a-v ear average
tay cut for those making more than $200.000 In other
words, the big winners in Reagan's earlier tax policies are
the same big winners 1n his latest proposals

For those who fall somewhere hetween rich and poor
the results are more of 2 mixed bag On average, nuddle-

income taxpayers would recewve the smallest percentage
reductions in their taxes of any income group Famihes
earning between $20.000 and $50.000 would get average
tax cuts of about $160 a year Those who currentiy don't
temize deductions of who have large tamilies mav do
belter thar that But those itemizers who pav a lotin state
and local taxes may be headed for 2 taxncrease

Ouerall, personal taxes are projected to dechine by about
five percent by 1990. What's supposed to make this possi-
bie 15 a projected 22 5 percent increase in corporate lax
collections That appears o add up since corporate in-
come taxes are now only one-sixth of total income taxes,
every one percent cutin personal taxes must be balanced
by a five percent increase 1n corporate taxes Bul because
Reagan has restored many of the most important corpo-
rate loopholes, much of the administration’s new corpo-
rate tax revenue would come from temporary gimmicks,
such es a recapture of previous accelerated depreciation
wnite-offs

Ultimately, the Reagan planis projected to increase cor-
porate taxes by only a token mine percert Given that
effective corporate tax rates were cut in half in Reagan’s
first term, this isn‘t much at all Moreover, 1t turns Rea-
gan’s plan into a big revenue loserin the long run. A mne
percent nse in corporate taxes simply can’t sustain the
seven percent long-term cut in individual taves the pro-
gram atso calls for.

If the Reagan plan s indeed a revenue loser, then its
enactment couid exacerbate cur already senous dehat
problems. And bigger detiaits will mean bigger budget
cuts, higher interest rates. or higher taxes down the hine.
Higher taves could mean that even the modest tax cuts for
the muddle class, as well as the changes beretiting the
poor, could be in danger in the future

Despite some good points, the Reagan tax program s at
bottom not even close to real tax reform It continues
previous pohicies favoning the nich, fals to redress the
imbalance between individuals and corperations, and
does not deliver the knockout blow to tax shelters that the
country desperately needs to sustain long-term growth If
Congress wants to design a truly fair tax program, it must
find the political courage to take on the special interests
with which Reagan has chosen to ally himselt The kev
elementsin a real reform package should be senous depre-
ciation reform (as the Treasury proposed last tall), tavation
of ol and gas protits and of capital gains just lihe other
income. and less sweeping reductions 1n the cerporate
and top individual fav rates This short bist ot changes—to
which many sialler ones could be added—would raise
several hundred billion dollars over the next hve vears
That's enough to pav for a lot more reliet tor average
tavpavers—-whether in the form of lower taxes raduced
deficits or both—than President Reagan is now oftening

ROBERT S. MCINTYRE

Robert S Mclnt re s diractor of tederal tax policy at C:t-
2ens tor Tav Justice
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Disarm the Deficit:
End Corporate Tax Dodges

By Robart 5. Mciatyre

HERE IS REALLY only ane sermibie way to dead
with the huge budget deficts that hang over the
Amecrcan governeneat and economy Lke an un-
detonated bomb, and that m to rase taxes 0n Amencan
wwum—mnuymm.upnhm
Uung ke the levels of tavation that prevaded dunng the
iast greal Amencan boom, i the 1960s,
The facts are sumple: In the ‘60s, when the economy
and caputal investmenl were both growng at record
conered

for satance,
pays a tax rate of che 10 30 percet on ws prodits’ But
many other COrPOrate PanLs now PIY A6 CMPOIALE M-
come tax 4t all, thanks to loapholes and incentives
enacted unce 1470,
1f every corporation agam pasd tazes at the level they
pan! i the '60u, the budget defict would watantly be cut
e half. We could expect micreat rates to fall, the dollar
0 retum 10 3 more sensidle value, and the economy to
prosper withuit the dangerous mmbalances that now
threaten our luture,
I s politcally wmposadie? No. Despute Presudent
Reagan's altempis 1o make any tax increase sound hke
sediion, even the most anttax of Amena'’s pobticans

Nalwrt MeIntyre 13 divactor of felersd bax poiscy at Citraens
Jur Tus Jusine.

agree that somethung aceds 1o be done about corporate
taxes. Three weeks ago, mmmmnvw

Dug cheers from the parcipants at the 12th
servalmve Pokical Acoon Conferesce when he sad:
“There 1 80 reaon conservairves should sapport tax

mﬂ“hmm‘nﬂtlmm
‘w odeaed by

But today they are subtdised 10 a degroe mosd citi-
2cns don't realise. For every dollar corparatynes pasd last
year i taxes, koopholes allowed firma to svoud $1.42. In
oiher words, the curvent corporate tax provides 40 per-
cent moce 5 subsedees than « revenues — $90-100 by-
ban i gubsxbes u the current fiscal year.

Even the Reagan admunstratun has figured out the
prodlem. In Lite February, newly appoinied Treasury
secretary, James Baker, toid the House Ways and Means
Cmmlnw%'smwlnmmmm

without reseng busness taxes. It's that
umk_ And mat amportant, 2t a recent press conler-
ence, Presudent Reagan hamaelf 1odicated a willingness
10 rane corporte Laxes, al least on those corpacations
mmmmpﬁmmumammh
taxes ™

ast October, Cruzens for Tax Justice, 2 coalition of
ataens’ groups and Labor unians, released a study
Jocumenting wat how many corporations fit nito

veyed,
1981 at 1983 1n whach they erther pard 2ero m federal
wcome ties o actually recerved cash rebates from the
Treasury.
A quarter of the fums paud a total of aotheng or less
over the full three years.
Bee TAXES, C5,Cal ¥

9%
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End Corporate Tax Dodges

TAXES, From C1

f:sal 1984, the corporate share had

The overall tax rate for the 250
corporations was only 14 percent,
and virtually all of that was paid by
Just a handful of the companies. The
200 Jowest-taxed firms paid 4 mere
4 peroent of their profits in federal
income taxes.

Topping the list of corporate free-
loaders was General Electric, which
paid not a penny in taxes on its $6.5
billicn in domestic profits in 1981-
i983. Instead, GE received $283

the company rather than the other
way around.

Next came Boeing, with $267 mil-
bon in tax rebates on top of $1.5 di)-
bon mn earnings. Boeing’s case typi-
fies the defense industry’s disdain
fot helping pay for the arms buildup
from which it i3 profiting. Seven of
the top 11 defense contractors — all
of them highly profitable firms — in-
chxhing the much<criticized General

ics, paid zero in taxes or got
money back from the government
over the three years.

W.R. Grace & Co., despite its
$684 million in profits, made $12.5
milbon off the tax system by seling
its excess tax breaks — an example
of government waste that went un-
mmned in the Grace Commis-
sion’s

It is conventional wisdom that
“out-of<control” federal spending is
the scurce of the deficit. But while a
few areas of spending, notably de-
fense, have been increasing rapidly
in recent years, corporate nonpay-
ment of taxes is by far the most
critical factor in the defict caleulus.

A look at 1960s belps explm
what has happened, the

d to only 8.8 percent. Asa
percentage of GNP, corporate in-
come taxes fell from 4.3 percent in
1960 to 1.6 percent in 1984,

The loopholes that make possible
corporate tax avoidance have also
fostered the creation of tax shelters
that have enabled wealthy individu-
als to escape paying billions in fed-
era! Laxes. In a study published by
Public Citizen, the Ralph Nader or-
ganization, Richard Meyer estimates
that such tax shelters are now cost-
ing the Treasury more than $24 bi-
lioa annually, 2 number that is grow-
ing rapidly, despite supply's»ders
claims that the 1981 cuts in tax
rates for the rich would “‘eliminate”
shelters.

Moreover, the enormous amount
the federal government now pays in
interest — up from 1.4 percent of
the GNP in 1960 to 3.1 percent in
1984 — has its roots in government
borrowing 10 fund corporate tax re-
ductions over the past 15 years. In
sum, had corporale tax payments
not fallen off since the 1960s, we
would have no deficit today.

Individual citizens have a right to
be angry at the tax system. In 1960,
their taxes produced less than twice
as much revenue as the corporate
income tax. By 1984 indinduals
were paying more than five times as
much as corporations.

hat are these loopholes
that are wreaking such
havoc on the tax laws and
the nation’s finances? There are
many, but two in particular domi-
nate. The first is the Accelerated
Cost Recovery System, enacted in
1981 at the behest of the Reagan

period when spendm; gol out of
hand, the '60s actually were distin-
guished by being the only decade in
this ¢entury that both began and
ended with the budget in balance.
How was this feat achieved? Well,

jon, which allows compa-
nies and tax shelter investors to
“depreciate” machinery and buld-
ings far, far faster than they actually
wear out. Accelerated depreciation
permits a company buying 3 new
machine tool costing $100,000, for

it inly wasa't b we spent
2 lot less of our money on govern-
ment programs in the old days. In
1960, for example, before the ad-
:;m of the Ne{:d:‘rolnliex and tfhe
reat Society, ral spending for
everything except Social Security
and interest o the national debt
umunled to 14.9 percent of the
national product. In 1984, that
share had hardly changed — total-
ing 15 percent of the GNP.

And we can't blame our current
horrendous deficits on Social Securi-
ty. Although it has grown since the
'60s, Social Security payroll taxes
take in more than the peogram

s, and the Social Security sur-
plus is expected to get larger over
the next decade.

Here's the crucial difference: In
1960, corporate income taxes paid
for 26.3 percent of federal spending
other than Social Security. But by

le, to deduct its full cost from
its taxable profits over 4% years.
But the average machine tool lasts
10 years or more.

The second megaloophole is the
investment tax credit, which pro-
vides 10 cents in tax reduction for
every dollar spent on equipment. In
other words, that same hypothetical
company could cut its tax payment
by an additional $10,000 in the year
it bought that new machine tool.

Without these two loopholes, Gen-_.
eral Electric, for example, would
have paid close to $1 dillion in taxes
in 1983, instead of recewving a re-
fund. Altogether, the cost of acceler-
ated depreciauon and the invest-
ent credit confes to a staggenng

5 billion in the upcorung fiscal
ynr. and is expected to exceed
$121 billion annuatly by 1990.

It doesn't take a wild-eyed radical

to see the importance of these loop-

holes. President Reagan's own
Treasury Department understood
their significance in the “tax simpl-
fication™ plan it advanced last
November. Drafters of the Treasury
plan recognized that to make taxes
simpler, fairer and lower for indind-
uals, they had to recoup this money
now given away to corporations.

Of the $767 buhon that Treas-
ury’s 108 separate reform provr
sions would raise over five years,
$371 billion comes from repealing
the Accelerated Cost Recovery Sys-
tem and the investment tax credit.
Another $149 billion would come
from eliminating special breaks for
oil companies, defense contractors.
financial institutions and companies
that moved- their plants abroad.
Thrus two-thirds of Treasury's re-
form program centers on «.sing
corporate and tax-shelter loopholes.

nfortunately, the Treasury

plan would use the new reve-

nues raised by a more com-
prehensive corporate tax simply to
lower tax rates for companies and
individuals. Treasury would shift
$40 bulion in taxes from indivnduals
to corporations by 1990, but overall,
in the jargon of the tax business, the
proposal is “‘revenuve nautral” — it
does nothing to give the Treasury
more money to close the yawning
budget deficits.

But 2 reform program that does
nothung to reduce the deficit makes
no sense. Eventually, it would have
to be followed by higher rates or
new taxes — perhaps the national
sales tax or ‘‘value added tax”
backed by some corporate lobbyists.
But such taxes are unfair; Treasury
says that a 10 percent national sales
tax would add about 50 percent to
the income tax bills paid by famulies
earning $40,000, and could tnple
taxes for famulies making $10-
15,000. Wealthy indviduals would
face only an 8 percent tax hike, and
corporations would be exempted en-
tirely feom such a sales tax,

There 15 a better way. Rather
than use all the money raised by tax
reform to cut tax rates and end up
with corporations paying enly 12 or
13 percent of the federal tax burden,
as under Treasury’s plan, we ought
to tie tax reform and deficit reduc-
tion together. If, for example, Con
gress were to adopt Treasury’s en-
tire reform package except for
Treasury’s corporate rate reduc-
tions and another proposal for divi-
dend tax relief, the program would
raise $280 billion over five years. In-
dividuals would still get tax cuts. but
by 1990 the deficit would be $100
billion 3 year less.

Such a change would require cer-
porations to bear about 19 percent
of the federa) tax burden, This s not
50 onerous. [n the boomung ‘60s our
corporations paid considerably more
than that, and our successful com-



peuitors 1n Japan ra:se nearly 30 per-
cent of their national revenues from
corporate income taxes.

Corporate lobbyists argue that
raising corporate taxes will only re-
sult in higher pnces for consumers,
since "companies don’t pay taxes,
people do,” in one of the lobbyists’
favorite phrases. But this claim 1s
not defensible. An example: the
profitable Whiripool Corp. paid al-
most 46 percent of its profils in
taxes in the "81-'83 period, while its
competitor, General Electric, pai¢
no taxes at all, and actually got hun-
dreds of millions in tax refunds from
the Treasury. But Whirlpool wash-
ing machinas — higher rated than
GE's by consumer testing organiza-
tions — are cheaper than GE's.

Another example: In 1983, Exxon
paid 34 percent of its profits in
taxes; Mobsl paid 6 percent; Texaco
got a tax refund. Has anyone notced
dramatic differences in the price of
the gasoline each sells at the pump?

If corporations can easily pass on
taxes to their customers, you would-
n't think they'd mind paying taxes so
much. But even the modest increase
1 corporate t  *s proposed by the
Treasury Dep  .ent has the loop-
hole lobbyists scri-aming Lke stuck
pigs. They claim ¢ would hurt the
economy to close loopholes and ask
corporate tax-avoiders ke General
Electric to pay their (ar share of the
costs of government. In fact, how-
ever, tax reform would help the
economy immensely.

he evidence 1s overwhelming

that “tax wcentives” have

been a colossal falure as an
economic strategy. The lobbyists
promised that the loopholes would
increase business mvestment and
produce a healthier economy. But
that did not happen.

“The taxation of capital and busi-
ness income in the United States is
deeply flawed,” the Treasury tax
plan states. It is best characterized
as irrational. . . . The tax law pro-
vides subsidies to particular forms of
nvestment that are unfair and that
seriously distort choices in the use
of the nation's scarce capital.”

Proponents of tax breaks for bus:-
ness investment have argued that
these incentives were needed to en-
courage our companies to make the
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HOW WE PAID FOR FEDERAL SPENDING

EXCLUOING SOCHAL SECUMTY

Reagan tax bill, after it took effect,
total investment i plant and equip-
ment (measured in constant dollars)
declined for three straight years. [n-
stead of an invest led boom

U7 TORET 08 Tiud waSeunG T POST

crease in venture capital between
1978 and 1984 was sunplied by pen-
sion funds, other tax-exempt entities
and quasi-tax-exempts, such as life-
and banks. In

promised by lhe tax cut's propo-
nents, we got the worst recession
snce  the 1930s.  [nvestment
boomed in the recovery year of
1984 — but in response to surging
consumer demand, not to the incen-
Gves contained in the 1981 tax bil.
Overall, the increase in business in-
vestment in Reagan’s first term was
considerably less than dunng Jimmy
Carter's presidency.

Most telingly, the companies in
our Citizens for Tax Justice study
enjoying the largest “incentives,”
such as G.E. Boeing and WR.
Grace, cut their investment the
most between 1981 and 1983. The
companies paying the highest taxes
bucked the national trend and in-
creased their investment. Whirlpoo!
- while paying 46 percent of prof-
its in taxes — increased its capital
spending by 7 percent; IBM, despite
a 28 percent tax rate, increased in-
vestment by 15 percent.

The Treasury's tax-reform plan
contains another overdue change ~—
an end to the tax break for “capital
gains,” or profits from the sale of in-
vestments held for more than six
months. Here again the Joophole lob-
byists make eloquent but false
clams for the “‘success” of 2 tax
break that actually had no positive
consequences, but did spur tax shel
ters and urdermine tax faimess.

The lobbyists insist that 1978's
reduction in the top capital gains tax
rate from 35 to 28 percent was re-
sponsible for the boom in venture

investments aeeded to compete ef-
fectively against the Jap and

apuul x.hal began n 1980 “The
"* Mich-

this ar

other foreign :ompeli!en‘ “But as
the Treasury points out, the incen-
tives actually encouraged unproduc-
tive activities at the expense of
productive investment.

Tax incentives “work" only in the
sense that they encourage invest-
ments that make no economuc sense.
The glut of office construction in
many of our cities is one example of
the kind of waste that tax incentives
create. So i1s the wild proliferation of
tax shelters in everything from
Uamas to foreign stamps to embry-
onic cattle breeding to used shop-
ping centers and even billboards.

Despite the enormous expansion
in corporate loopholes in the 1981

ael Barkex pointed out recently in
the newsletter Politics & Markets,
“is that there is nothing to it — no
evidence that it is true, and consid-
erable evidence that it 1s not.” The
key factor behind the increase in
venture capita), Barker notes, was a
change in the nules governing pen-
sion funds, allowing them for the
first time to get heawily into the ven-
turecapital market, where investors
can put money intc new and often
nsky business ventuzes.

Barker's conclusion is borne out
by data recently published in Ven-
ture Capital Journal, an expensive
publication for the finance industry,
showing that 87 percent of the -

other words, the venturecapital
boom was overwhelmungly domr
nated by organizations for which tax
“incentives” are irrelevant, since
they don’t pay taxes anyway.

ven the corporate lobbyists”

computer models are betray-

ing them. Recently, the Na-
tional Association of Manufacturers
commissioned Wharton Economet-
rics to analyze Treasury's tax pro-
gram on its model of the economy.
Wharton's computer model is pro-
grammed to conclude that tax incen-
tives produce higher investment, so
it predicted that the Treasury re-
form would reduce “capital forma-
tion.” But the model also concluded
that enactment of Treasury's re-
forms would lead to greater employ-
ment, increased consumer spending.
a reduced federal deficit and a
higher GNP.

The power of the case for repeal-
ng corporate locpholes appears to
be sinking in even for President
Reagan, although 1t has taken a
while. When he first looked at
Treasury's proposals, the president
was Quite cool to the id¢ca that virtu-
ally everything he had ever stood for
when it came to taxes was wrong. In
s State of the Union address, the
president praised the “principles” of
Treasury’s plan, but explained that
he !avqred closing loopholes “while
maintaining incentives.”

Compounding the confusion, Rea-
gan went on to repeat lus past calls
for stll more tax loopholes. A week
later, the president told The Wall
Street Journal that the hasic thrust
of Treasury’s reform plan — raising
corporate taxes and cutting taxes
for individuals — was 2 “detail” he
wasn't familiar with.

Sirce then, however, the presi-
dent has made a breakthrough. By
admitting the possibility of raising
taxes on those corporations "who
are not now paying taxes at all or
paying very kow taxes,” he has made
it clear that his 1984 pledge of no
tax increases applied only to individ-
uals. The door is now open for com-

tax reform with deficit reduc-
. If Congress is al all concerned
with cutung the defict and making
the tax system fair, it should rush in.

dinin,
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ROBERT S. McINTYRE and
DEAN C. TIPPS

Exploding the

Investment-Incentive Myth

Corporate tax breaks haven't spurred investment: of 238 firms
studied, the lowest-taxed reduced capital spending at above-
average rates in 1981-83, while the highest-taxed hiked their

outlays.

The federal corporate income tax is but a loophole-
riddled shadow of 1ts former self. Back in the 1950s
and 1960s. 1t contributed a quarter of atl federal rev-
enues. By 1983, its share had dropped to 6 2 percent,
with loopholes reducing corporate tax revenues by
$1.67 for every dollar actually collected The largest
loophole of all is the Accelerated Cost Recovery Sys-
teni {ACRS), a system of super-accelerated write-offs
for business investments in plant and equipment, en-
acted as part of the 1981 Reagan tax bill. Together.
ACRS, the investment tax credit, and other corporate
loopholes now cost the federal government more than
any program in the budget except defense and Social
Security. and far more than all federal programs for
the poor combined.

In October 1984, Citizens for Tax Justice released a
study of the impact of ACRS and other corporate loop-
holes on the taxes paid by 250 major U.S. corporations
from 1981 through 1983. The study found that the 250
companies paid an overall federal income tax rate of
14.1 percent on domestic profits totaling $291.4 bil-
tion, making a mockery of the statutory 46 percent
corporate tax rate; this legal tax avoidance added $91
billion to the federal deficit over the three years.

Seventeen companies with a total of 3149 billion in
profits paid no federal income taxes 1n each of the three
vears, and claimed tax benefits totaling S1.2 bullion
through rebates of taxes paid before Reagan took office
or from the sale of excess tax breaks to other compan-
ies. Sixtv-five companies with a total of $49.5 billion
in pretax profits paid zero or less when their federal
income taxes were totaled for the three years 1981-
1983, receiving outright tax subsidies that brought
their after-tax profits to $3.2 billion more than they
made before taxes—a *‘negative’’ tax rate of —6.5
percent. And 128 companies paid zero or less in taxes
inatleast one of the three years, claiming an additional
$5.7 billion in tax benefits on top of the $57.1 billion in
pretax profits they earned dunng the years in which
they paid no taxes.

This massive corporate tax avoidance is an affront
to every taxpayer. It shifts more of the tax burden onto
middle- and low-income wage earners and enlarges
the federal deficit. But the corporate lobbyists whose
job it is to add toophole after loophole to our tax code
always have an answer. What most people call loop-
holes, they cal! *‘incentives.”’ Without these incen-
tives, they argue. businesses won't be able to expand

ROBERT § McINTYRE 1s director of federal tax policy and DEAN € TIPES 15 executive durector of Citszens for Tax Justice in

Washingion, D C

May-June 1985/Challenze
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their investment: this will. undermine economic
growth and our competitiveness in the world cconomy.

This argument has served the loophole lobbyists
well, as officially designated corporate *“tax expendi-
twres™' have grown {rom 57 billion in 1970 to over
S1G0 billion in the upcoming fiscal year. What politi-
€1an wants to go on record against investment, growth,
and competitiveness in the world economy? Surpris-
ingly, however, after the “‘incentives' enter the tax
code, no one seems very interested in finding out 1f
they actually result in the increased capital spending
promised so persuasively by the lobbyists. Each year.
the federal government forgoes tens of bullions of dol-
lars in corporate tax rev enues in the name of encourag-
‘ing greater business investment without holding either
the lobbyists or their corporate employers accountable
if the additional investment fatls to materialize.

‘e have now studied the investment patterns of 238
profitable nonfinancial corporations between 1981 and
1983 and found that the corporate claims about tax
“incentives’” are dead wrong. The truth is that cotn-
panies with the lowest taxes reduced investment at
above-average rates, while the highest-taved compan-
ies actually increased their investments.

Corporate Tax Rates, Investment, and
Dividends, 19811983

e:é‘

Average %9 change
tax rate Investment Dividends
(1n %) {in %) (in 99)
SC coreerators ath e caest
13 rales -84 ~216 +141
8C ciroera ors atnre mgrest
Tax caies +331 +43 +107

Corporate tax breaks
spur dividends, not investment

As Table | indicates, the fifty lowest-taxed nonfinan-
c1al corporations in our study had an average tax rate
over the three years of 8.4 percent. Yet, despite all
the "“incentives’' they took advantage of, they reduced
their investment by 21.6 percent. By contrast, the fifty
corporations with the highesr tax rates increased their
investment over the same period by 4.3 percent, while
paying 33.1 percent of their profits in federal income
taxes Intzrestingly, while cutting back on new invest-
ment, the low-tax companies also increased their divi-
dends at a pace more than 30 percent greater than the
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high-tax companies.

Evidence 15 overwheiming that the billions of dol-
fars the federal government spends each year on tax
incentives to encourage investment have failed to
achieve their purpose. Consider the following find-
ings, as shown in Figure 1:

F.gure 1 Tax Rates and Changes n Investment
(1961 tc 1983, by tax category)
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* The fifteen nonfinancial companies in our study
that paid zero or less in taxes cach year for three
consecutive years (i e., they did better than zero by
claiming rebates of taxes paid 1n carlier years or seli-
ing excess tax breaks ty other companies) reduced in-
vesiment by 29.6 percent from 1981 to 1983. while
increasing dividends by 9.5 percent. These companies
paid no taxes on $14.1 billion in profits and claimed
tax benefits of S1.2 billion. tor a tax rate of -85
percent.

® The fifty-eight nonfinancial companies i1n our
study that paid a total of zero or less in total taxes over
the three vears reduced investment by 19 3 percent
from 1981 to 1983 and increased dividends by 17 6
percent. These companies earned $47 4 billion in
profits and claimed $3.2 bilhon in tax benefits, yield-
ing a tax rate of ~6.7 percent.

* The 118 companies tn our study that paid zero or
less in at least one of the three years reduced in-
vesiment by 15.7 percent from 1981 to 1983 while in-
creasing dividends by 21.2 percent. These compa-



nies joyed a tax rate for the period of —0.3 per-
cent.

Each of the five companies claiming the largest tax
rebates over the three years increased its dividends
while reducing investment. General Electric earned
$6.5 billion in profits over the three years, paid noth-
ing in taxes, and claimed rebates of taxes paid before
Reagan took office totaling $283 million. Despite tak-
ing full advantage of all the investment incentives in
the federal tax code, however, GE actually reduced its
level of new investment by 15 percent from 1981 to
1983 while increasing its dividends by 19 percent.

The four other high-rebate companies followed the
same pattern: Boeing ($267-million rebate) reduced
investment by 59 percent, Dow Chemical ($233-mil-
lion rebate) by 46 percent, Tenneco ($189-million re-
bate) by 32 percent, and Santa Fe Southern Pacific
($141.7-million rebate) by 21 percent. As Table 2 indi-
cates, these five companies stashed their rate of new
investment by 29.8 percent while increasing dividends
to their shareholders by 11.8 percent. Together, the
five earned $13.1 billion in profits, paid nothing in
taxes, and gained S1.1 billion in tax rebates, for a
negative tax rate of —8.4 percent.

The study revealed many other examples of corpo-
rations taking full advaniage of available tax incentives
while reducing investment and increasing dividends:

¢ Union Carbide earned $613 million in profits,
paid no taxes, and claimed net tax benefits of $70
million (a —11.4 percent tax rate), yet it reduced
investment by 35.8 percent and increased dividends by
7.1 percent. .

® Pacific Power and Light, witha — 3.7 percent tax
rate on $598 million in profits, reduced investment
by 20.7 percent and upped its dividends by 26 per-
cent,

» CSX Corporation enjoyed a — 0.9 percent tax rate
on its $1.8 billion in profits, yet it reduced new invest-
ment by 38.4 percent while raising dividends 18.4
percent.

® AT&T paid only 1.1 percent of its $31.4-billion
profit in federa) income taxes. yet it reduced its new
investment by 21.9 percent while raising dividends
28.6 pezcent.

* Sperry Corporation paid taxes of only 0.5 percent
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on its $607.9-million profit. reduced new investment
by 26 8 percent, and increased its dividend payments
by 20.1 percent.

¢ Panhandle Eastern Corp. slashed its investment
by 64.9 percent while adding 19.7 percent to its divi-
dends, despite a tax rate of —3.1 percent on its $938
mullion in profits.

In sharp contrast, Whirlpoo! Corporation—the
highest-taxed company in the study, paying 45.6 pe:-
cent on profits of $650.2 million—increased its new

Table 2 Changes in Investment and Dividends
by the Five Corporations Claiming the Largest

Tax Benelits Between 1981 and 1983

Tax

Profts  rebates Tax . hChange
(odlions  (millions rate {nvest. Divi-
of doilarsy of doliars) {in %) ment qends
Gereral
Eecrc 65270 =-2830 - 43 -*50 +192
Boeiny 15300 -2670 -175 -531 + Q7
Dow
Cnemica' 7760 -2230 -287 ~464a + 29
Tenneco 2€870 -1890 - 70 -318 +129
Sama Fe
Southern
Pacitic 15790 - 1417 - 90 -214 + 42

investment by 7 percent. The study revealed many
other examples of relatively high-tax companies which
have increased their investment:

® IBM paid a 28.2 percent tax rate on its $14.1-
billion profit while increasihg investment by 15.3
percent.

¢ Exxon paid 27.5 percent on profits of $9.4 billion
while increasing investment by 26.4 percent and cur-
ting dividends by 3 pegcent.

» ABC paid 38.7 percent on profits of $818.7 mil-
lion while increasing investment by 133.1 percent and
dividends by 3.1 percent.

¢ R. J. Reynolds Industries paid 40.3 percent on its
$3.4 billion in profits, yet it managed to raise invest-
ment by 34.1 percent.

Overall, the 238 nonfinancial companies included

May-June 1985/Challenge

49



50

in our study had an effective tax rate from 1981
through 1983 of only 14.3 percent, fur below the 46
percent statutory Corporate tax rate on iNcome uver
$100.000. In exchange for the reduced effective tax
rates made possible by ACRS, the investment tax cred-
it. and other tax ‘'incentives,"’ these companies re-
duced new investment by 15.5 percent and raised divi-
dends by 17.0 percent.

Adyusted for inflation in plant and equipment
prices, investment by the 238 firms fell by 17.6 per-

"aue 3 Business Invesiment in Plant and Equipment,
1980-84
{in biillions of constant 1872 dollars)

% change trom

Amount previous year

1330 1591 + 06
‘93 1539 -0
1382 *503 - 54
*283 1289 - 38
1284 ‘€a 7 137
ar-la tae Lt cmange TB3T-C0R +0 3% ear
Compare

Acrla-ate stomange 197€-1380 *5 535,200

centbetween 1981 and 1983, Thus. these major corpo-
ratons had an even werse investment performance
than did the overall economy. in which plant and
equipment spending fell by 8.8 percent in constant
dollars over the same period. But the overall national
experience Is bad enough. Contrary to the claims and
promuses of the loophole lobbyists. as the cost of loop-
holes skyrocketed, real business outlay s for plant and
equipment fell. In fact. they fell in each of the first
three vears the investment ““incentives'  in the 1981
Reagantax bill were ineffect—the first such three-y ear
decline in the postwar era Even with the rebound in
1984, ihe four years under the much-touted ACRS
have been pathetic ones for capital spending, and the
record stands in sharp contrast to investment perfor-
mance :n the four years before ACRS was enacted (see
Table 3 and Figure 2).

Why tax incentives don't work

The evidence is overwhelming that the billions of dol-
lars spent each year on corporate tax *incentives’” are
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wasted. While the generosity of our tax code certainly
has enlarged the afrer-tax profits of many corpora-
tions. it has not produced the investment gains prom-
ised by corporate lcbbyists. There are. of course, low-
tax firms that have added to their investment. And
there are high-tax companies that have cut investment.
But, overall, 1t was the fifty most highly 1axed firms
covered by our study that in the aggregate increased
their investment, while the lowest-taxed firms made
substantial reductions in capital spending.

One reason for the corporations’ behavior is that. in
the real world, companies invest only when they need
new plant and equipment to produce products they can
sell to consumers When consumers don’t spend mon-
ey, plants are idled and new investment drops.

As the ink was drying on the Reagan tax bill in
August 1981, the business managers responsible for
investment decisions (as opposed to the corporate lob-
byists, whose mission 15 to lower corporate taxes) be-
gan explaining why the massive new tax incentives
really wouldn't increase their investment plans after
all. The chairman of one major U.S. corporation told
The New York Times that **with or without the tax bili
we would have done what we did in 1981 and what we
planto do in 1982. One can spend money on men and

Fgure2 Changesin Real Plant and Equipment Investment
(over presidential terms, 1948-83)
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materials only at a given rate. Beyond that it becomes
foolish.™"

The annual reports of the companies included in our
study provide many confirmations that corporate in-
vesiment decisions are driven by demand-side market
forces rather than by supply-side theories. W. R.
Grace & Co., for example. despite $683.1 million in



profits between 1981 and 1983, actually made $12.5
milhion off the tax system by selling its excess tax
breaks. /At the same time, it reduced new investment
by 15 8 percent in 1982 and by another 37 percent in
1983. In its 1983 annual report, the company offered a
simple and cogent explanation: the cut in investment
was made 10 *‘response to the reduced demand”* for its
products.

Such demand-side economics was endorsed by
many other firms as well. Tenneco cited *the weakness
in natural-gas demand’’ 10 explain its 31.8 percent
investment cut between 1981 and 1983, despite its use
of tax ""incentives”' 1o pay no taxes on $2.7 billion in
profits and claim an extra $189 million in tax rebates.
Colt Industries. which was extremely active in lobby-
ing for the "investment incentives'' in the 1581 Rea-
gantax bill, saw 1ts capital spending peak in 1980. By
1983, Colt had reduced its invesiment spending by 39
percent from 1980, explaining 10 shareholders that
*'the slow recovery in capital spending by American
industry continued 1o affect our capital goods
businesses.””

Of course, companies like Colt Industries, Tenneco,
and other capital-intensive firms benefit from tax
breaks like ACRS whether or not they actually in-
crease the level of their new investment. In effect,
ACRS. the investment tax credit, and other loopholes
reward companies for doing what they would do
anyway.

While these tax breaks may not increase corporate
investment, they do increase after-tax profits. The add-
ed corporale cash flow they generate may be used for
additional investment. but it also may be used to in-
crease dividends. expand cash reserves, fund mergers
or acquisitions, raise executive pay, or increase adver-
tising budgets.

Our study has documented the increase in dividends
while investment was declining between 1981 and
1983: our 238 companies raised dividends by 17 per-
cent over the three years while slashing investment
15.8 percent and paying only 14.3 percent of their
profits in taxes. Of the firms studied, 126 (52.9 per-
cent) cut investment—and of these, 109 increased
dividends.

Many companies noted in their annual reports that
they had added substantially to their cash reserves. For
example, General Electric, the champion refund re-
cipient, which cut its investment by 15 percent from
1981 to 1983, reported that by the end of 1983 it had
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amassed ‘"almost $3 billion in liquid funds™* (cash and
marketable secunties). Phillips Petroleum, whose 1n-
vestment fell 57.2 percent between 198} and 1983,
says that at the end of 1983 it had $906 million in cash
on hand. Colt Industries bragged about its *‘deter-
mined effort to improve lLiquidity . . . . Through these
efforts, . . . capital expenditures were held to $36.3
miltlion,'” while **cash and marketable securities were
$164.9 million at December 31, 1983, an increase of
$19.6 milhion [13.5 percent] over 1982."" Fluor Cor-
poration, after relating (in a section of its annual report
humorously captioned *CAPITAL INVESTMENT
CONTINUES STRONG™) how its 1983 investment
had falien by 42.6 percent from 1982 and by 32.6
percent since 1981, reporied that 1t increased cash and
short-term investments by $64.8 million in 1982, an
80.1 percent jump from 1982. And Union Pacific
Corp., which cut its investment by 20.1 percent from
1981 to 1983 and increased dividends by 48.4 percent
while paying an effective tax rate of only 3.5 perceni.
reported that “*cash and temporary cash investments’”
rose to $751 million in 1983, an increase of S296
million (65 percent) over 1982 and an increase of $676
million (901 percent) over 1981.

Many companies have also reported substant:al use
of funds to acquire other firms—not surprising. given
the record-breaking $209-billion wave of mergers
from 1981 10 1983 (with 1984 setting another $100-
billion-plus record). Phillips Petroleum, for example.
notes that it spent $1.2 billjon in 1983 to acquire the
General American Oil Company of Texas. Fluor spent
$1.6 billion in 1981 to acquire St. Joe Minerals. CSX.
which cut investment by 38.4 percent between 1981
and 1983 despite its negative tax rate, spent $i.1 bil-
lion in 1983 1o acquire Texas Gas Resources Corpora-
tion. Union Pacific acquired the Missouri Pacific Cor-
poration in December of 1982 for $998 million. And
Air Products and Chemicals, which cut its 1983 in-
vestment by almost one-third from its 1980 lcvel de-
spite a tax rate of — 4.6 percent. used S210 million in
cash in 1982 to purchase the Stearn-Roger group of
companies.

It’s time to stop the waste

In order to protect laxpayers against '‘waste, fraud.
and abuse’ when government provides aid to our
poorest citizens, Congress has created an exiensive set
of rules and regulations requiring the poor 1o disclose
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even the most intimate details of their personal lives in
exchange for government assistance. But when gov-
ernment assists our richest corporations with billions
of dollars in “‘investment tax incentives,'* the pious
commitment of Congress to protect the rest of the
taxpayers from *‘waste, fraud, and abuse' vanishes.

Tf the president and Congress held our targest cor-
porations to the same standard of accountability they
apply to the poorest welfare recipient, no corporate
lobby ist—no matter how persuasive, no matter how
many campaign contributions he or she may control—
could prevent the repeal of ACRS. the investment tax
credit. and the host of other "*incentives'” which, on
the svidence, have failed to achicve their stated

F.gure 3 Changes in Corporate Tax Expenditures
and Rea! Plant and Equipmient Investment, 1981-83
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Tape 4 Revenues Saved by Repeating ACRS
and the Investment Tax Credit
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Source U'S Treasury Department. Tax Reform for Fairness, Simplicin
and Econnmric Growth, November. 1984

objective

This double standard is especially intolerable when
the federal government is facing annual budget deficits
in excess of S200 bullion for the foreseeable future.
Between 1981 and 1983, the 238 companies in our
study used the many '""incentives'” in our tax code to
avoid almost $90 billion in federal taxes, yet they
reduced their investment. As Figure 3 shows, looking
at the economy as a whole. business investment de-
clined by 9 percent between 1980 and 1983 while the
cost of federal corporate tax loopholes rose 41 percent
In view of this dismal record. how can members of
Congress consider new limutations on Social Security
payments or cuts :n health benerits for veterans while
bullions of dollars are being wasted on corporate tax
subsidies intended to encourage investment that has
never materialized”

In its tax reform plan released in November 1984,
the Treasury proposed repeal of ACRS. the investment
tax credit, and most other corporate tax loopholes,
together with a reduction in corporate rates: As noted
in Table 4. repeal of ACRS and the investment credit
alone would raise over $120 billion a year by 1990
Another way to state the issue is that failure to repeal
ACRS and the investment credit will mean that by the
end of the decade, the federal government will be
wasting over S120 billion a year on tax incentives that,
on the evidence, don’t work.

Corporate tax reform can work. Restoring corpe-
rate America to the tax rolls can obviate the need to
cutl Social Security or veterans® benefits. [i can help
reduce the deficit. And it can help strengthen our econ-
omy by forcing our corporations to stop relying on
lobbyists and loopholes to bolster profits and. instead.
to go back to making meney the old-fashioned way:
earning it
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STATEMENT BY NANCY DUFF CAMPBELL, CO-CHAIR, COALITION
ON WOMEN AND TAXES, AND MANAGING ATTORNEY, NATION-
AL WOMEN'’S LAW CENTER, WASHINGTON DC

Ms. CampBELL. Thank you, Senator. I'm happy to be here today. 1
am here with Maxine Forman, and we are appearing not only on
behalf of our respective organizations but because we co-chair a Co-
alition on Women and Taxes, which is comprised of about 50
groups that have been analyzing the reform proposals for their
impact on women, and we will be submitting for the record a state-
ment on behalf of the entire Coalition as well.

The CHAIRMAN. I am also going to put in the record the Women
and Federal Income Tax System discussion paper that was pre-
pared under Ms. Forman’s direction. It is a very, very good paper,
and I want it part of this record.

Ms. CampBELL. Thank you very much.

[The statement of Nancy Duff Campbell and Maxine Forman
follows:]
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COALITION ON WOMEN AND TAXES
PRESENTED BY

. NANCY DUFF CAMPBELL
Co-Chair, Coalition on Women and Taxes and
Managing Attorney, National Women's Law Center
and
MAXINE FORMAN

Co~Chair, Coalition on Women and Taxes and
Director of Policy Analysis, Women's Equity Action League

On

TAX FAIRNESS FOR WOMEN

Before the
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We are submitting this statement on behalf of:

American Association of University Women
American Jewish Congress

Americans for Democratic Action

BPW/USA

Center for Law and Social Policy

Center for Women Policy Studies

Child Welfare League of America

Children's Defense Fund

Children's Poundation

Church of the Brethren, Washington Office
Divorce Taxation EBducation, Inc.

Family Service America

Federally Employed Women

Mexican American Legal Defense and Education Fund
Mexican American Women's National Association
National Black Child Development Institute
National Commission on Working Women

National Organization for Women

National Women's Law Center

Rational Women's Political Caucus

O'Connell & Kitrell

Older Women's League

Organization of Pan Asian American Women
Parent Without Partners

Unitarian Universalist Association of
Congregations, washington Office

United Church of Christ, Office for Church in Society

Washington Lawyers' Committee for Civil Rights Under Law

Women's Equity Action League

Women's Legal Defense Fund

Women's Technical Assistance Project

YWCA of the USA, National Board

These groups, as well as several others that have submitted
individual statements to the Committee on tax reform, comprise
the Coalition on Women and Taxes. This coalition, which includes
a diverse group of women's, children's, religious, aging, civil
rights and civic groups, has been meetiny stnce early in the year
to analyze national tax policy as it affects women and to assess

the various reform proposals and their impact on women.
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We have made tax issues & priority for our organizations
because tax policies must meet women's basic economic needs. The
past saveral decades have seen a dramatic change in the naturé of
the responsibilities that womén have assumed. Although over 40%
of women are not in the paid labor force and maintain the
inportant role of homemaker, women have entered the labor market
in unprecedented numbers. In 1960, ouly 388 of women worked
outside the home in paid employment, while by 1982 that figure
reached 53% and climbed to €3% for women between the ages of 1B
and 64, Moreover, anh increasing Humber of women are combining
paid employment and family responsibilities: in the past three
decades, the labor force participation rate of mothers has more
than tripled. Today, nearly 60% of the mothers of school-aged
and infant children are in the labor Eotce, almost double the
humber in 1960. -

The changing nature of women's work and family
responsibilities has ih part been the result of the increasing
numbers of womeéh who are the sole or principal source of economic
support for their families., In 1983, Eemale-headed families
constituted over 15% of all families, compared to 10% of all
families in 1970. Por Black families the percentage is even
greatery in 1983, 41.9% of Black families weré headed by women, an
increase from 28% in 1970. In Hispanic families; the percentage
of female-maintained families increased from 15% in 1970 to 23%
{n 1983} amohg Puertd Rican families, 41% were maintained by



women. About one-quarter of Native American families were
maintained by women.

Finally, despite the growth in the numbers of women in the
paid labor force, the spectre of poverty has become a reality for
greater numbers of women than ever before, Today, women and
children constitute 75% of the poor in this country, and nearly
50% of all poor families are headed by women, up from 25% of all
poor families twenty-five years ago. The percentage of minority
families maintained by women who are poor is even higher:
approximately 57% of all Black and Hispanic families are female-
maintained. .

Our objective here today and throughout the debate in coming
months is to ensure that nationai tax policy as it is reshaped by
Congress and the Administration is responsive to the basic
economic facts of life for women. We welcome the prospect of tax
creform. We are encouraged that women, particularly low-income
women, stand to improve their status if some of the provisions in
the reform proposals are enacted. We will, however, suggest
additional improvements in order to ensure maximum fairness and
equity to the full range of women who are affected by national
tax policy.

The cornerstone of our support for tax reform derives from
our agreement with the underlying principle of the major reform
proposals: that tax rates can be brought down by eliminating
many preferences and deductions which have enabled high-income

individuals and corporations to escape taxation. As upper-income
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individuals and corporations have sheltered more and more of
their income, and enjoyed little or no tax liability, others have
been paying at higher and higher marginal rates ~-- shouldering
the tax burdens thrust upon them because others have avoided
their fair share. Whether as workers in paid employment or
homemakers, whether in one- or two-earner couples, whether as
single heads of households, or elderly women living alone, women
have been bearing the brunt of a tax system which takes their
last dollars but permits the wealthy and corporate America to pay
little or no tax. In short, the potential gain for women under
tax reform is great.

However, tax reform must provide not only lower rates and a
broadened base, but also must provide fairness to individual
taxpayers, particularly those at the low and middle end of the
income scale. Each of the major reform proposals is built around
the premise of lower rates in exchange for fewer preferences and
deductions, but each offers a somewhat different approach. The
Administration proposes creating three different individual tax
rates of 15%, 25% and 35%; Bradley-Gephardt proposes three rates
of 14%, 26% and 30%; Kemp-Kasten generally imposes a flat tax of
24% on all income. From the initial analysis which we have done,
we are concerned that none of the major plans is progressive
enough and requires of upper-~income taxpayers an obligation
commensurate with their ample ability to pay. 1In addition, there
are adequacy and equity issues of special concern to women, both
in their capacity a3 workers in paid employment and as spouses

and parents, which we address in more detail below.
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TAX THRESHOLD: ADEQUACY FOR LOW INCOME WOMEN AND FAMILIES

As we have stated above, eliminating the tax burden on the
poor is a priority issue for us. We are, of course, heartened to
see that this principle has guided all the major reform efforts
to date and we are particularly pleased that the Administration's
new proposal provides relief for individuals and families at or
near the poverty level. Indeed, exempting those at or near
poverty from federal income taxation is so essential that it must
remain an absolute sine qua non of any reform plan which Congress
ultimately adopts.

Current Law

Under the current law, the tax burden on the poor -- three-
juarters of whom are women and their dependent children -~ is
harsh and getting harsher each year. The facts speakﬂfor
themselves: Since 1978, the tax burden on the poor has risen
dramatically as families of four at the poverty line have seen
their combined federal income and payroll taxes increase from
$269 to $1,147, and from 4% to over 10.4% of their income.
Between 1980 and 1982, the number of persons in poverty paying
federal income tax more than doubled. While the point at which a

family began paying federal income tax was 21.7% above the

poverty line in 1975 -- thus exenmpting poor and near-poor
families from income tax -- a decade later, in 1985, this tax

threshold was nearly 20% below the poverty line, thus forcing

many families with poverty and below~poverty level earnings to

pay income tax. In short, the 1981 tax cuts enjoyed by so many

‘e
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Americans simply ignored those at the lower end of the income
scale. Women and their children, the vast majority of the
poverty population, sank deepez-into poverty, in part as a result
of tax policies which have failed to keep up with their needs.

The three provisions which together determine the tax
threshold are the personal exemption, the zero bracket amount
(formerly called the standard deduction), and the Earned Income
Tax Credit (EITC). Since 1979 the personal exemption has been
$1,000, but with the start of indexing in 1985 it will increase
to $1,040 and to $1,080 in 1986. The zero bracket amount varies
according to a taxpayer's £iling status. Single persons and
single heads of households for many years have had a zero bracket
amount of $2,300. With indexing it will rise to $2,390 in 1985
and to $2,480 in 1986. For married couples, the zero brackst
amount has been $3,400 since 1979. With indexing, in 1985 it
will rise to $3,540 and to $3,670 in 1986. The third provision
affecting whether low-income families pay federal income tax is
the EITC. The EITC is a refundable credit -- available to
familles with children and earned incomes of less than $11,000 -~
of approximately 11% percent of the first $5,000 of earned
income, for a maximum of $550. It was enacted in 1975 to
encourage workforce participation by offsetting the effect of
rising payroll taxes on low-income workers and, as such, has been
of special benefit to low-income women heads of households.
Payroll taxes have risen coné}derably gince 1975, however, but
the EITC has not been adjusted either to the rise in payroll

taxes or to account for inflation. Although Congress last year
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increased the eligibility ceiling for this credit to $11,000, in
1985 and subsequent years the poverty line for a family of four
and all larger size families will exceed $11,000, renderipg the
EITC unavailable to some working families who live in poverty.

The personal exemption, the zero bracket amount, and the
EITC, structured originally to work together to protect poverty-
level individuals and families from paying federal taxes, have
failed in recent years to accompliah this goal and more and more
low-income families are being required to pay federal income tax
on an ingreasing. portion of their meager earnings. Even with the
beginning of indexing in 1985, because so many poor families have
already been required to pay income tax and because the EITC is
not indexed, this change will not provide tax relief for poor
families.

Reform Proposals

The changes proposed by the Administration in the three
provisions directly affecting the poor substantially eliminate
the unfairness {n current law for heads of households and married
couples but not for singles., The new Treasury plan proposes
increasing the personal exemption to $2,000, effective in 1986.
The plan increases the zero bracket amount for singles to $2,900
(from $2,480), for married couples to $4,000 (from $3,680) and
for single heads of households to $3,600 (from $2,480). The EITC
will be i{ncreased to 14% of the first $6,500 of earned income and
would phase out at $13,500, thus providing a maximum credit of
$700, To avert erosion through inflation, each provision would
be indexed and poverty-level families should be assured over time

of relief from federal income tax.
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Both the Bradley-Gephardt and Kemp-Kasten proposals also
make significant improvements over current law on tax threshold
issues, though B:adiey-cephazdt particularly has shortcomings,
which, when viewed against the Administration's proposal, make
the latter proposal preferable. Bradley-Gephardt has a three-
tiered personal exemption: $1,600 for taxpayers and their
spouses, $1,800 for heads of households and $1,000 for
dependents. 2ero bracket amounts are raised to $6,000 for
married couples, and to $3,000 for single taxpayers and single
heads of households. Bradley-Gephardt brings some married
couples above the poverty threshold. However, because the zero
bracket amount for heads of households remains the same as for
single taxpayers, and because the exemption for dependents is
lower than for adults, this bill makes the tax threshold much
lower for single heads of household than for married couple
families of the same size. For example, a married couple with
one child would have $10,200 of tax~-free income ($6,000 in zero
bracket amount and $4,200 in exemptions), while a head of
household with two dependents would have only $6,800 tax-free
income ($3,000 in zero bracket amount and $3,800 in
exenptiong)., Moreover, the EITC is not changed, and none of the
provisions is indexed. The failure to index the provisions which
determine the tax threshold makes any gains for low-income
families short-lived, since inflation will erode any relief
achieved.

Despjite the fact that the straight flat tax of 24% in the

Kemp-Kasten bill is on the surface unfavorable for low-income
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families, it is structured in such a way that poor families are
exenpt from federal income tax. ULike the Administration bill,
the personal exemption is $2,000 and indexed. Zero bracket
amounts are raised to $2,600 for singles. to $3,300 for married
couples, and to nearly that level, $3,200, for single heads of
hoyseholds, and are indexed. The bill also expands the Earned
Income Tax Credit to 14.3%, ties the percent to the combined
employer/employee §ocial Security tax rate, and adds a dependent
allowance so that larger families receive more of a benoglt than
smaller families, However, the credit is phased out at lower
earnings levels than under the Administration bill, or under
curéent law. Thus, it appeara that some working families
currently eligible for the credit would lose it.

In assessing the approaches to eliminating the tax burden on
the poor, it is our view that Congress should be guided by
several principles, ¥First, and most importantly, there must be a
sacrosanct commitment to ensure that families at or near poverty
are exempt and continue to be exempt €rom federal income tax.
Secondly, the provisions adopted must provide relief to all poor
and near-poor individuvals and families -- singles, single heads
af households, and married couples with one earner and with two
earners, Finally, in putting together a combination of
provisions -~ the perasonal exemption, the 2BA, and the BEITC --
preference must be given to expanding those features which give
the moat relief to low~income families -- 2BAs and the EITC,
Rajaing the personal exemption helps to provide important relief,
eapecially ta larger families, but becauae it benefits wealthiest
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taxpayers most, it is a less efficient and more costly way of
helping low-income Eamil}es.

We offer our support for changes which remove poverty and
near-poverty level families of all types from the federal income
tax rolls and pledge the resources of our Coalition on Woman and
Taxes to ensure that this goal is incorporated in all versions of
tax reform which are consjidered and adopted by Conqréss. Any
proposal which does not result in exempting poor families and
individuals from federal income tax will be viewed as a retreat
by Congress and the Administration from their commitment to tax
reform and will force us to reconsider our commitment to tax

reform efforts we have pledged to support.

Further Improvements

The tax threshold provisions which have been advanced in the
reform proposals discussed above could be improved in several
important respects to offer even more protection to low-income
individuals and families., As discussed in another part of our
statement, no proposal eliminates entirely the disparity between
the tax burdens of single heads of households and married

~couples. We urge the Committee to raise the ZBA for heads of
households to the level enjoyed by married couples, as provided
in the Economic Bquity Act, S. 1169, and to equalize their tax
rates as well.

Another improvement which the Committee should consider is
expansion of the group of low-income earners eligible to receive
maximum benefit from the EITC. Although the Administration
proposal raising the EITC from 11% to 14% and permitting it to
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phase out at $13,500 instead of $11,000 is an important
improvement over current law, we prefer the proposal contained in
the Economic Equity Act. That proposal raises the earnings level
eligible for the maximum credit to $16,000, increases the percent
to 16%, and begins the phase-down of the credit at $11,000, We
urge the Committee to commit itself to go beyond the proposals
for very low-income working families which the Administration has

advanced and expand the EITC along the lines we have suggested.

TAX THRESHOLD: ELDERLY AND DISABLED WOMEN

The tax threshold is particularly important to elderly and
disabled people because of attendant expenses of age and
disability. To provide equity to these individuals, their tax
threshold should be higher than the *tax threshold of other
individuals. Clearly, the tax code must maintain provisions
which tax elderly and disabled people fairly and allow them to
maintain an adequate standard of living.

Pairness to low~income elderly and disabled individuals is
an especially important principle for women. Women are 60% of
people over the age of 65, and 708 of those over 85 years of
age. Over three-fourths of elderly women haye jncomes under
$10,000 a year. The median annual income of all elderly women
from all sources (earnings, interest, pensions and Social
Security) was only $5,599, as compared to $9,766 for men in
1983. Only 8% of elderly women are in the workforce, with median
annual earnings of $3,150. One in three sinéle élderly women and
one in two single elderly Black women receiving Social Security

depend on {t for more than 90% of their income. The poverty rate
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for elderly women is nearly 18%. Forty-nine percent of elderly
white single women and 80% of elderly Black single women live at
or near the poverty level. -

Disabled women are disproportionately represented in
poverty, too. Women are 74% of all the disabled poor. 1In
general, Black and Hispanic origin individuals are 25% more
likely to be disabled than white individuals. Over 90% of
severely disabled women are completely out of the workforce as
compared to 80% of the nen.

Elderly and disabled women often have health conditions
which require them to make more frequent visits to the doctor and
have longer than average hospital stays., As a result, according
to one study, the elderly incur out of pocket health care

expenses averaging over §1,500 a year. N

Current Law

The higher tax threshold for the elderly under current law
recognizes that elderly persons, millions of whom are single
women living on small fixed incomes, often incur high medical
expenses or related costs which reduce their ability to pay
taxes.

Under current law, persons with low and moderate incomes do
not pay income tax on Social Security benefits, including
disability benefits. Tax is imposed on the lesser of: (1) one-
half of the taxpayer's Social Sécutity benefit; or (2) one-half
of the amount by which the taxpayer's combined income (AGI plus
one-half of the Social Security benefit) exceeds $25,000 for

single returns and $32,000 for joint returns. The income
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thresfolds are not indexed. Very few elderly and disabled women
currently have incomes above the thresholds, but the number will
increase with inflation. -

In addition to exempting Social Security benefits from
taxation for low and moderate income people, current law provides
an extra personal exemption for the blind and the elderly as well

as a nonrefundable, unindexed credit for certain individuals age

65 and over and certain disabled individuals.

The Administration's Proposal

The Administration's proposal maintains and improves the tax
threshold for the elderly and the disabled. Through an expanded
and indexed credit, coupled with the doubling of the personal
exemption, the plan substantially raises the tax-free levels of
income for the elderly and disabled individuals.

Tax-free levels of income for people age 65 or older and
blind individuals with average Social Security benefits are
raised from $10,640 to $11,900. For disabled individuals under
age 65 the tax-free level is raised from $9,383 to $10,400. The
extra personal exemptions for the elderly and blind, which are
worth more to higher income taxpayers, are repealed. Also, the
Administration's plan maintains the current law treatment of
Social Security benefits.

Because of the special significance of the tax threshold to
elderly and disabled women, we support the, provisions in the
Administration's proposal which maintain and improve the level of
the tax-free income. We especially support repealing the extra

personal exemption which benefits higher income individuals who
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require the least help and replacing it with an expanded and
indexed credit which targets help to lower and moderate income

people.

TAX EQUITY FOR SINGLE HEADS OF HOUSEHROLDS

Equity between similarly situated families is a principle
that must be adhered to in any tax reform proposal. This
’ principle requires that single heads of households and married
couples with the same income and family size be treated similarly
by our tax code. Current tax provisions which cause heads of
households to pay more taxes than married couples with the same
income and family size must be changed so these families are
treated equally.

The IRS defines heads of households as single taxpayers
maintaining a home for over half the year for a child, grandchild
or any dependent, or separated taxpayers maintaining a home for a
dependent child. A large and increasing number of taxpayers file
as heads of households. 1In 1982, over 8.4 million taxpayers
€iled as heads of households. This represented almost 9% of all
returns filed. While the total number of returns filed decreased
between 1981 and 1982, the number of head of household returns
increagsed by more than 8%.

Most heads of households aras single parents maintaining
homes for dependent children., Over 85% of heads of households
claimed dependent children in 1982. Although the IRS maintains
no data on the number oE‘women who file as heads of households,
statistics show that nearly 90% of single persons maintaining

families with children under 18 years of age are women. 1In a



50

little more than a decade, the proportion of families with
children under age 18 maintained by single women has nearly

doubled, rising from 10% in 1970 to 19% in 1983.

The Inequitable Tax Burden on Single Heads of Households
In addition tc problems of single parenthood, pay inequity,

and high unemployment, single women maintaining families are
shouldered with an inequitable tax burden. Single women and
their families can ill afford this burden., Over 22% of families
maintained by single women with employment income lived below the
poverty level in 1983. The median annual income for single women
maintaining families was only $11,789.

The household expenses for a head of household are roughly
comparable to those of a married couple with the same inceome and
family size. A survey by the Bureau of Labor Statistics
indicates that while household budgets vary slightly depending
upon the ages of the householders and the children, the cost of a
budget for a family maintained by a single parent i{s very close
to and in some instances greater than the cost of a budget for a
same-size family maintained by a married couple. Indeed, the
poverty level is set higher for a head of household with one
dependent than for a married couple with no dependents. Married
couples with dependents have the same poverty level as heads of

households with same-size families.

Current Law

Although their household expenses are comparable, heads of

households and married couples with the same income and same-size
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families do not pay the same amount of federal income tax. Heads
of households pay more. In 1984, a head of household with
$10,000 of income, no special credits or deducticons, and two
dependents paid 35% more tax than a married couple with the same
income and one dependent. The same head of household with
$20,000 of income paid 19% more tax than a comparable married
couple.

The differential between the tax liability of heads of
households and married couples is caused by two provisions: the
zero bracket amounts (ZBAs) and the tax rate schedules. Heads of
households have the same ZBA as single taxpayers without
dependents. They currently have a 2BA of Sﬁ,JOO compared to
$3,400 for married couples filing joint returns. Because the 2ZBA
tends to be most signiiicant for lower-1acome taxpayers, the tax
penalty on heads of households compared to married couples
generally is greatest for lower to middle income taxpayers. In
addition, the tax rates for heads of households are higher than
thogse for married couples filing jointly. Heads of households
have an intermediate tax rate schedule with rates between the

rates for married couples and single taxpayers.

Equity Between Heads of Households and Married Couples

Equity dictates that heads of households not pay more income
tax than married couples with the same income and family size.
Heads of household should bear the same tax burden as similarly
situated married couples. This requires use of the same 2ZBA and
tax rates for both filing statuses, The 1985 Economic Equity Act

raises the ZBA for heads of households to the amount currently
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available for married couples. Using 2BA levels in current law,
the cost of raising the 2BA for heads of houssholds was estimated
in 1984 to be about one billion dollars a year. This amount
would be a small price to pay to achieve greater fairness and to
ease the tax burden on heads of households who are working to

support themselves and their families.

Current Proposals

Two of the three major tax reform proposals address the
inequity between single heads of households and married couples
which exists under current law. The Administration's proposal
and Kemp-Kasten partially remedy the current disparity although
neither achieves complete equity. The Administration proposal
raises the 2BA for he:zds of households to $3,600 compared to
$4,000 for married couples but retains an intermediate tax rate
schedule for heads of households. Kemp-Kasten raises the ZBA for
heads of households to $3,200 compﬁred to $3,300 for married
couples and imposes a single tax rate on all taxpayers. Thus,
Kemp-Kasten very nearly eliminates the penalty on heads of
households, while the Administration's proposal reduces the
penalty to some degree. We support the intent of these measures
although neither achieves our goal of complete equity for heads
of households.

The Bradley-Gephardt proposal exacerbates the inequity {n
current law and increases the penalty on heads of households. As

explained earlier*/, the proposal increases the differential

*/ See p. 8.
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between the 2BAs for heads of households and married couples,
retains an intermediate tax rate schedule for heads of
households, and gives a lower total exemption to heads of
households than to married couples with same-size families.

These provisions create inequity not only in the tax threshold of
heads of households, but also in their tax liability. For
example, a head of household with an income of $10,000 and two
dependents pays 448% more federal income tax under Bradley-
Gephardt than a married couple with the same income and one
dependent. At $15,000 of income, the head of household pays over
70% more tax and at $40,000 of income she pays over 54% more

tax.

The goal of equity for single heads of households requires
that Congress recognize the greater tax burden on single women
maintaining families compared to married ceuple families of the
same income and family size, To correct this glaring inequity
Congress should equalize the 2BAs and tax rates for heads of

households and married couples.

TAX EQUITY FOR TWO-EARNER COUPLES

The tax code must continue to give a tax deduction to
married couples where both partners are employed. This provision
recognizes the greater nondeductible employment-related expenses
incurred by two-earner couples than by one-earner couples and the
effect of these expenses on ability to pay. It also eases the
so—callgd mafriage penalty, under which two-earner couples pay
more federal income tax than two single taxpayers with comparable

incomes.
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More than half of all wives are in the labor force. Most
join the labor force out of economic necessity. On average,
wives contribute about 30% to total family income when both
partners are employed and 16% of working wives contribute more
than half. A second income keeps many families from falling
below the poverty level. The two-earner deduction helps two-

earner couples to realize a fair return on their work efforts.

The Greater Expenses of Two-Earner Couples

Two-earner couples incur greater nondeductible employment-
related expenses than one-earner couples. The major increases
are for transportation, clothing, and in many instances Social
Security taxes. According to a study based on Consumer
Expenditure Survey data, a two-earner couple spends over 17% more

than a one-earner couple on employment-related expenses.

The Marriage Penalty

Most two-earner couples currently pay more federal income
tax than two single taxpayers with comparable incomes. This
marriage penalty is caused by two factors. First, the zero
bracket amount for married couples is less than the combined zero
bracket amount for two single taxpayers. In 1984, the zero
bracket amount for married couples was $3,400 compared to $2,300
for each single taxpayer or $4,600 for two single taxpayers.

This portion of the penalty especially affects low-income
taxpayers to whom the zero bracket amount is most significant.
Second, the progressive tax rate structure places a higher
effective tax rate on a couple's second $10,000 of income than on

a single taxpayer's first $10,000 of income.
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Current Law
- Current law allows two-earner couples to deduct 10% of the
salary, up to $30,000, of the lesser earning spouse, yielding a
maximum deduction of $3,000. The two-earner deduction is allowed
only for income attributable to employment; it is not available,
Eor example, for pension or annuity income. The deduction is
taken from gross income and thus is available to nonitemizers.

The two-earner deduction recognizes the increased
employment-related expenses incurred by two-earner couples, It
also helps to offset the mmarriage penalty. Without the
deduction, a two~earner couple where each spouse earned $10,000
would have paid 15% more in federal income taxes in 1984 than two
single taxpayers with the same incomes. With the deduction,
however, the penalty was reduced to S58%.

Preliminary data from 1983 indicate that the deduction is
ugsed primarily by low- and middle-income couples. Almost 22,7
million couples claimed deductions in 1983. Over one million of
those couples had combined incomes under $10,000 a year. Over
30% of couples claiming the deduction had incomes under $25,000

and nearly 70% had incomes under $40,000 a year.

Current Proposals
All the major tax reform proposes would repeal the two-

earner deduction. Hence, none of the proposals recognf?es the
increased expenses of two-earner couples, and only one of them

significantly reduces the marriage penalty on two-earner couples.
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Without the two-earner deduction, all married couples will
be taxed alike even though two-earner couples have greater
expenses. FPailure to recognize the increased expenses of two-
earner couples appears to reward married women for staying out of
the workforce.

The Administration claims that the lower, flatter tax rates
contained in {ts tax prooosal will remedy the marriage penalty
and make the two-earner deduction unnecessary. Flattened tax
" rates will help to some degree, because many couples now'pushed
into a higher marginal tax bracket because of the second earner
will remain in the same tax bracket. However, the flattened
rates do not resolve the issue fully. Because of the
relationship of the ZBAs for singles and married couples, a
substantial marriage penalty on many couples, especially at low
and moderate income levels, will continue under this plan. For
example, a two-earner couple with no dependents, where each
spouse earns $5,000, will pay 900% more federal income tax than
two single taxpasyers with the same incomes, and a couple where
each spouse earns $10,000 will pay 18% more tax than two
singles, Kemp~Kasten also imposes a substantial marriage penalty
on many low and moderate income couples.’ Uhder this plan, the
couples will pay 168% more tax than the single taxpayer. A
couple where each spouse earns $10,000 a year will pay 28% more
than two single taxpayers under Kemp-Kasten. Low and moderate
income couples can least afford an increased penalty. These are

the same couples that lose the most if the Dependent Care Tax
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Credit is converted to a deduction as several of the tax'reform
plans propose.*/

The Bradley-Gephardt proposal gives married couples a zero
bracket amount exactly twice the zero bracket amount for single
taxpayers. This proposal eliminates the marriage penalty for
two-earner couples with incomes under $40,000 a year. However,
the increased zero bracket amount is very costly and gives many
married couples increased marriage bonuses.

The two-earner deduction was enacted in 1981 after careful
and extensive consideration. Several proposals were studied,
analyzed and discussed and voluminous testimony was heard.
Congress conéluded that the deduction, while not a perfect
answer, was the best available solution for an existent and
complex problem. The problem has not disappeared and does not
disappear under any of the tax reform proposals. The federal tax
system should continue to strive to avoid penalizing taxpayers
for either their marital or employment status and to take into
consideration extra expenses which affect ability to pay taxes.
Tax reform should ‘pprove, not eliminate, the current provision

for two-earner couples.

EQUITY FOR ONE EARNER COUPLE: SPOUSAL IRAs

One earner and two earner couples should be permitted to
benefit equally from the establishment of Individual Retirement
Accounts (IRAs). This could be accomplished by allowing each
spouse to contribute up to $2,000 ($4,000 for a couple) to an
IRA, even if one spouse has little or no earnings.

*/ This proposal is discussed on pages 24-30.



Current Law
Under current law wage earners may establish a tax-sheltered

IRA and contribute up to $2,000 per year (or the amount of their
earnings, whichever is less) to such accounts. In cases where
the wage earner i{s married to a spouse with no earnings, the
couple may contribute up to $2,250 (or the amount of the wage
earner's earnings, whichever is less). The contribution may be
divided between the spouses in any way they choose for retirement
purposes, provided that neither account is credited with more
than $2,000. (If the wage earner contributes the maximum $2,000
to his or her account,-the non-earning spouse is limited to a

' contribution of $250 towards retirement). Thus families with two
earners may shelter as much as $4,000 each year and draw
r2tirement benefits based on such contributions, while couples
with one earner may shelter only $2,250 each year and draw

retirement benefits based on these smaller contributions.

Reform Proposals
The Administration's propcsal corrects the inequity for

homemakers in current law., The provision is identical to the IRA
proposal in the 1981 and 1983 Economic Equity Act., It would
increase from $2,250 to $4,000 the limit on IRA contributions for
one-earner families who have $4,000 of earned income, even if one
spouse has little or no earnings. Thus, all married couples
would be permitted to shelter up to $4,000 per year in an IRA,

provided that no more than $2,000 were contributed to each
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account. (The 1985 EEA provides for a 3-year phase~in of this
proposal).

We support the Administration's proposal because it
recognizes the homemaker's contribution to marriage as equal to
that of the'wage earner's and would increase retirement income
for homemakers married to wage earners with incomes high enough
to take advantage of the higher contrihutfon limit. In addition,
the proposal provides equity between one-earner and two-earner
couples by allowing all married couples to contribute up to
$4,000 per year to IRA accounts.

However, while we support the Administration's proposal to
provide equity to one-earner couples through expanded IRAs, we
object to the Administration's proposals which lessen equity for
other families, including those with two earnersg: the
elimination of the two-earner deduction and the conversion of the
dependent care tax credit to a deduction with less value for low
to moderate income families.

The Kemp-Kasten and Bradley-Gephardt proposals make rno

changes in current law treatment of spousal IRAs.

DEPENDENT CARE EXPENSES: TAX EQUITY FOR WOMEN AND FAMILIES
Another issue that must be considered to assure equity in
any tax reform proposal is the treatment of dependent care
expenses, since families and individuals with these expenses have
leas ability to pay taxes than taxpayers without such expenses.
This difference in ability to pay must continue to be recognized
by the tax code and, indeed, the current tax credit for dependent

care expenses should not only be retained but expanded to provide
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greater recognition of the needs of families and individuals with
dependent care expenses.

The recognition of dependent care expenses in the tax code
is particularly important to women because arranging care for
children and elderly or disabled dependents is a task that falls
to women, who are usually expected to provide that care even
though their circumstances may not permit them to do so. Over
62% of mothers of school-age children are in the paid labor
force. Almost 52% of mothers with children under age six work
outside the home, as do 47% of women with a child under the age
of one year. These numbers are expected to rise during this
decagde.

Dependent care responsibilities are not limited to those
women in the paid work force who have yoyng children. Many
middle-generation women are re%ponsible for older relatives, and
some are forced to leave the workforce to provide care for these
relatives, According to a 1982 study, 28% of the women out of
the paid labor force who were surveyed had quit thei: jobs
because they were needed at home to care for their mothers; 26%
of their employed peers had considered leaving their jobs or had
reduced the number of hours they worked for the same reason.

Disabled relatives also require care. There are approximately
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500,000 handicapped childten under the age of six and 4.2 million
handicapped school-aged children in this country, as well as 8.4
million severely disabled adults between the ages of 18 and 64
who are living in families with at least one other adult.

Meeting the need for dependent care for these individuals is a

significant responsibility for women.

Current Law

The dependent care tax credit is one way of helping to meet
dependent care needs., Under current law, a taxpayer is allowed a
tax credit for employment-related expenses incurred for the care
of a dependent child or other dependent or spouse who is
incapable of self-care. Since the 1982 tax year, the credit has
been targeted to provide the greatest benefit to low-income
taxpayers. The maximum credit is 30% of expenses up to $2,400
for one dependent (or $4,800 for two or more dependents) for
taxpayers with adjusted gross incomes (AGIS) of $10,000 or
less. The percentage of the credit declines (by 1% per $2,000 of
AGI) to 20% for taxpayers with AGIs of over $28,000.

The dependent care tax credit is the largest source of
federal financial support for dependent care. 1In 1983, according
to preliminary IRS data, 6.4 million tax returns claimed the
credit, an increase of over one million returns since 1982, for
tax expenditures of $2.1 billion. 1In 1982, the first year the
credit was targeted to low-income taxpayers, the number of
returns claiming the credit was up 9% over 1981; expenditures
were up 39%. Moreover, taxpayers with less than $30,000 in AGI

received 61% of the additional monies.

51-219 0 - 86 ~ 3
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The value of the credit to individual taxpayers is not
insignificant either. On average, taxpayers in 1983 reduced
their taxes by $322 through use of the credit. Taxpayers with
AGIs between $10,000 and $20,000 reduced their taxes, on average,
by $354. This value is expected to increase; the projected cost
of the credit for the 1984 tax year is $2.5 billion.

Problems in the credit's effectiveness remain, however.
First, taxpayers at the lowest income levels cannot take full
advantage of the credit because they cannot afford to spend the
amounts necessary to obtain the maximum credit ($2,400 or $4,800
depending on the number of dependents), and the credit i{s not
refundable. In 1983, taxpayers with between $5,000 and $10,000
in AGI received, on average, a reduction of $274 in their tax
liability because of the credit as compared with a potential
maximum reduction for taxpayers at that income level of between
$720 and $1,440. Taxpayers with adjuasted gross incomes of $5,000
and under- reduced their taxes because of the credit by only $27,
as compared with a potential maximum reduction of $720 to §$1,440.

In addition, because of inflation, the number of taxpayers
in the lowest income brackets is decreasing, rendering the
credit's current targeting to low-income taxpayers less
significant over time. 1In 1983, for example, the number of
taxpayers with AGIs under $10,000 decreased by 462,186.

Finally, unlike the treatment of other costs of doing
business, both the percentage limits and the dollar limits of the
credit prevent recoupment of the full cost of care. Indeed,

given the high cost of dependent care, very little assistance in
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meeting that cost is afforded by the credit. The current cost of
out-of~home care per dependent ranges from $2,860 to $6,500/year
for infant care, $2,340 to $3,900/year for pre-school care, and
$5,460 to $6,500/year for "adult day care.

To ameliorate these problems, the credit should be expanded
to give greater recognition to the fact that taxpayers with
d;pendent care expenses, especially low-income taxpayers, have
significantliy less ability to pay taxes than those at the same
income level who do not have auch expenses. The sliding scale
should be increased and the credit should be made refundable and
indexed. These changes are included in the Ecconomic Equity
Act. This Act also laudably expands the credit to cover
homemakers caring for disabled adults and children, to provide
them with help in obtaining respite care. These changes would
help all taxpayers -- especially taxpayers at the lowest income

levels -~ better meet their dependent care needs.

The Proposals
None of the major tax simplification proposals makes the

requisite changes. 1Indeed, all would reduce the recognition of
dependent care expenses contained in current law for taxpayers at
low- and moderate-income levels., Taxpayers at $0-$10,000 AGI now
receive a 30% credit, declining to 25% at $20,000 AGI and 20% at
$28,000 AGI and above. The Administration would give married
taxpayers with taxable incomes (substantially lower than adjusted
gross incomes) between $4,000 and $29,000 a 15% deduction, those
at $29,000-$70,000 a 25% deduction, and those at $70,000 and
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_above a 35% deduction. This change decreases the value of the
credit to taxpayers below $29,000 and increases its value to
those above $29,000, especially those above $70,000. Bradley-
Gephardt changes the credit to a deduction, and reduces its value
to taxpayers at all income levels to 14%, and Kemp-Kasten
eliminates the credit.entirely, both of which disproportionately
affect low- and moderate-income taxpayers who currently receive a
30-20% credit.

We object to these plans, because they eliminate the
targeting of the current credit to low-and moderate~income
taxpayers, and in the case of the Administraeion plan, because it
does so at the expense of favoring high-income taxpéyers. For
example, under current law a single head of household taxpayer
with AGI of $18,000, and dependent care expenses {or one
dependent of $2,000 would reduce her tax liability through use of
the credit by $520 (26% of $2,000). Her deduction under the
Administration's plan reduces her taxes only $300 (15% of
$2,000), and under Bradley-Gephardt only $280 (14% of $2,000).

In contrast, a single head of household taxpayer at $70,000 in
AGI with dependent care expenses of $2,000 would reduce her taxes
by $4C0 under current law (20% of $2,000), as compared with $700
(35% of $2,000) under the Administration proposal and $280 (14%
of $2,000) under Bradley-Gephardt. The result is a significant
reduction in the tax recognition of dependent care expenses for
all families under Bradley-Gephardt and for low- and moderate-
income families under the Administration's proposal, with a

concomitant increase in the recognition of dependent care
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expenses for high-income families. 1Indeed, the Administration
estimates that under its plan the same number of taxpayers will
claim the deduction as claimed the credit in 1983; yet the cost
will increase by $300 million beginning in 1987. This increase
will go to families at higher income levels.

All three plans justify their change from a credit to a
deduction, or total elimination of the credit, by claims that
their lowered tax rates, increased zero bracket amounts and
increased personal exemptions will compensate for the loss.

These changes alone, however, fail to reflect that taxpayers with
dependent care expenses have less ability to pay taxes than other
taxpayers who are also benefiting from lower rates and increased
2BAs and personal exemptions., The Administration and Bradley-
Gephardt proposals reflect this in part by retaining some tax
recognition for dependent care expenses, but lower their value to
low- and moderate-income taxpayers. Kemp-Kasten eliminates
recognition of dependent care expenses entirely.

In sum, ¥e believe that at a minimum the current credit with
its targeting to low-income taxpayers should be retained.

Indeed, it should be expanded as provided in the Economic Equity
Act. 1In no instance should it be eliminated, reduced, or changed
to target more of its benefits on high-income taxpayers, as in

the three proposals discussed here.

TAXATION OF PRINGE BENEFITS
The tax treatment of certain kinds of employer-provided
fringe benefits also raises equity concerns. Health and

“dependent care are the two benefits which are most basic to
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women's economic survival, and because they are such life-line
benefits, we are troubled by any proposal to dramatically alter
their tax-exempt status, Therefore, we are pleased to see that
the Administration has rejected the Treasury proposal made in
November to tax employer-provided dependent care. he hope that
supporters of tax reform will concur with the Administration's
position on this issue and support continuation of current law
which exempts from taxation dependent care assistance provided by
employers, which is so important to working women and their
families.

The Administration's proposal to tax a portion of employer-
provided health insurance, modified from the November proposal to
tax all employer-provided premiums above a cap of $70 for
individuals and 3175 per month for family coverage, continues to
concern us, however. The Administration now advocates a partial
tax on employer-provided health insurance, The first $10 of an
individual monthly premium and the first $25 of a premium for
family coverage would be subject to tax, at the taxpayer's
regular tax rate. Thus, someone with an individual policy would
pay taxes on an additional $12G of income annually, which would
amount to $18 of additional taxes in the 15% bracket, $30 of
additional taxes in the 25% bracket, and‘sfa of additional taxes
in the 35% bracket. Similarly, for family coverage there would
be $300 of additional taxable income which would cost the
taxpayer $45 in the 15% bracket, $75 in the 25% bracket, and $105
in the 35\ bracket. Moreover, this tax incgease is actually

understated because the additional taxable income will be
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included in the Social Security wage base, and as such will
increase the amount of Social Security tax as well.

The problem with this approach is not only the tax burden
which it imposes, but also that the burden does not bear an
accurate relationship to the value of the premium or the family's
ability to pay. The $10 and $25 amounts are flat figures which
are charged to employees at all income levels, regardless of
their different income or earnings. This regressive feature is
partially offset by the fact that the tax treatment of the fixed
amount is progressive, so that workers with high incomes will pay
a higher percentage of taxes than lower-income workers. The $§10
and $25 flat amounts, however, constitute a greater portion of
taxable income of lower-income workers than of higher-income
workers. This regressive effect is compounded by the fact that
taxable income is also being added to the FICA wage base, and the
FICA tax (7.15 & in 1986, paid equally bf.the employer and
employee) is itself regressive. The result will be that the
Administration's approach to taxing health premiums will be more
onerous for lower-income workers than for higher-income workers,
who will feel less of a bite from the additional taxes they will
be required to pay.

The treatment of fringe benefits in other proposals is even
more problematic. In the Bradley-Gephardt bill, fringe benefits,
including health insurance and dependent care assistance in
total, are treated as taxable income. This sweeping approach
reflects no sensitivity to the benefits which serve an important

social purpose or are of particular value to low-income
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workers., The Kemp-Kasten approach to the tax treatment of fringe
benefits on its face is preferable than the other two plans
because the current exclusions for health and dependent care
would continue. However, because of the bill's relatively high
flat tax rate, it is not clear whether low- and moderate-income
individuals and their families would be helped or hurt by the
exclusions, and whether wealthier families would be getting a

disproportionate benefit.

* * x * *

Thank you very much for inviting us here today. We look
forward to working with the Committee on developing a reform bill
which retains the positive provisions we have identified, and
which includes the improvements we have recommended. Women and

their families will be looking to your leadership.

Ms. CampBELL. We believe that tax issues are a priority for
women because of their effects on women’s basic needs. Despite the
increasing number of women in the workforce, nearly 75 percent of
the poor are women and children. We welcome tax reform, because
we believe that many women, particularly low-income women, will
benefit and improve their status. We need not only lower rates and
a broader tax base, but fairness to low- and middle-income taxpay-
ers.

We are generally concerned that none of the plans is progressive
enough and demands of upper income tax payers a rate which is
commensurate with their ability to pay.

Our statement addresses particular issues of concern to women
in more detail. Today I will summarize our views on tax threshold
and dependent care expenses, and Ms. Forman will cover equity for
heads of households and two-earner couples. Other issues are cov-
ered in our statement.

On the tax threshhold issues, as this committee has already
heard in earlier testimony this week, provisions that work together
to keep the poor from paying taxes have failed in recent years to
accomplish this. All of the plans make substantial headway in rec-
tifying this problem; however, there is room for improvement in
these proposals, too.

Under the Administration bill, for example, single people in pov-
erty will still pay taxes. Bradley-Gephart falls short on the tax
treatment of heads of households. There are other improvements
needed in all of the bills, too, before a final bill is enacted.

For example, the Administration rectifies the tax burden on the
poor since 1981, instead of going back to the 1979 level when the
poor paid taxes on an even smaller percentage of their income, if
at all. In-addition, the zero bracket amounts for single heads of
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households and for married couples we believe should be equalized,
not simply brought closer together. Ms. Forman will talk about this
in more detail.

In addition, we believe that the earned income tax credit should
be higher in any tax reform proposal than it is in the current pro-
posals, and support the provisions on this issue that are contained
in the Economic Equity Act.

The tax threshold for elderly Americans, too, should be higher
than that for other Americans, because these individuals have less
of an ability to pay because of their greater expenses. We are
happy with the provisions in the Administration bill which seek to
ensure this treatment.

In terms of dependent care expenses, this issue, too, is important
to women because they bear the major responsibility for caring for
dependents, in the case of both children and older or disabled de-
pendents, and with more and more women entering the workforce,
the responsibility of arranging for care of these dependents has
fallen on them as well.

The greatest source of Federal support for dependent care right
now is the dependent care tax credit. It is currently targeted to
provide the greatest helﬁ to those at low and moderate incomes
and the least help to those at higher incomes because of their
greater ability to pay for these expenses themselves,

The problem with all of the major reform bills is that they
change this targeting. The Administration bill and Bradley-Gep-
hardt change the credit to a deduction, and Kemp-Kasten elimi-
nates the credit or any recognition of dependent care expenses en-
tirely. Bradley-Gephardt, by providing a 14 percent deduction for
all taxpayers, lowers recognition of these expenses for everyone.
The Administration, by tying the deduction to the marginal tax
rates, lowers the recognition of expenses for low-income and moder-
ate-income families and raises it for high-income families. This we
find particularly unjustified. to

The plans’ sponsors say that the generally lower rates in their
plans will compensate for this loss in dependent care expenses. The

roblem with that argument is that everyone is going to enjo
ower rates, but the people that have dependent care expenses will
still have less of an ability to pay and so must continue to receive
recognition of those expenses in the Code. Again, on this issue we
su Eort the provisions in the Economic Equity Act
ank you.

The CHAIRMAN. Thank you.

Senator CHAFEE. Mr. Chairman, could I interrupt one moment?

The CHAIRMAN. Sure.

Senator CHAFEE. Unfortunately, I have to go an Environment
and Public Works Committee meeting for a while, and this panel
mifht be through by the time I get back. But I just would like to
welcome our former colleague Floyd Haskell and also welcome Bob
McIntyre, who as you know has been a worker in this vinyard for
many, many years, a lone voice up here arguing for tax reform
before it was terribly popular. So if this panel is through by the
time I get back, I just wanted to welcome you both again, and of
course the other panelists as well. .

Senator HaskeLL. Thank you very much, Senator Chafee.
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Mr. McINTYRE. Thank you, Senator.
The CHAIRMAN. Ms. Forman.

STATEMENT BY MAXINE FORMAN, CO-CHAIR, COALITION ON
WOMEN AND TAXES, AND DIRECTOR, POLICY ANALYSIS,
WOMEN'’S EQUITY ACTION LEAGUE, WASHINGTON, DC

Ms. ForMAN. Senator Packwood and members of the committee:

I am very pleased to be here to discuss two extremely important
equity issues, equity for two-earner couples and for single heads of
household. I will discuss single heads of households first.

Single heads of households and married couples with the same
income and family size should be treated similarly by our Tax
Code. Under current law they are not. Most heads of households
are single parents maintaining homes for dependent children. Now,
in addition to difficulties of single parenthood-—pay inequity and
high unemployment—single women maintaining families are
shouldered with an unfair tax burden which they cannot afford.
Their median annual income is less than $12,000.

While household budgets vary slightly depending on the age of
the householders and the children, the cost of a budget for a single
parcnt family is very close to and in many instances is greater
than the cost of a budget for a same-sized married-couple family.
Now, although their household expenses are comparable, these
families do not pay the same amount of Federal income tax. Heads
of households pay more. For example, in 1984 a head of household
with $10,000 of income, no special credits or deductions, and two
dependents paid 35 percent more tax than a married couple with
the sariie income and one dependent. This difference in tax liability
is caused by the zero-bracket amounts and the tax rates schedules.
Heads of households have the same ZBAs as single taxpayers with-
out dependents. In addition, the tax rates for heads of households
are higher than those for married couples filing jointly. To provide
equity between heads of households and married couples would re-
quire use of the same ZBA and tax rates for both filing statutes.

S. 1169, the 1985 Economic Eguity Act, raises the ZBA for heads
of households to that for married couples.

Two of the three major tax reform proposals address the inequity
I have described. Kemp-Kasten nearly eliminates the penalty on
heads of households, while the Administration’s proposal reduces
the penalty to some degree. We support the intent of these meas-
ures, although neither achieves the goal of complete equity.

The Bradley-Gephardt proposal increases the penalty on heads of
households—increases the penalty on heads of housholds. A head of
household with an income of $10,000 and two dependents pays 448
percent more Federal income tax under Bradley-Gephardt than a
married couple with the same income and one dependent. At
$15,000 of income, the head of household pays over 70 percent
more,

We think Congress should recognize the greater tax burden on
single heads of households compared to married couple families
and should equalize their ZBAs and tax rates.

Tax equity for two-earner couples is another concern. We feel the
Tax Code must continue to give a tax deduction to married couples
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where both partners are employed. This provision recognizes the
greater nondeductible employment-related expenses incurred by
two-earner couples than by one-earner couples and the effects of
these expenses on their ability to pay.

The greater employment-related expenses of two-earner couples
generally are for transportation, clothing, and in many instances
Social Security. According to one study, two-earner couples spends
over 17 percent more than a one-earner couple on employment-re-
lated expenses.

A related issue is the marriage penalty. Most two-earner couples
pay more Federal income tax than two single taxpayers with com-
parable incomes. This marriage penalty occurs because the zero
bracket amount for married couples is less than the combined zero
bracket amount for two single taxpayers. Also, the progressive rate
places a higher effective tax rate on a couple’s second $10,000 of
income than on a single taxpayer’s first $10,000 of income.

Now, current law allows two-earner couples, even non-itemizers,
to deduct 10 percent of the salary of the lesser-earning spouse, for a
maximum deduction of $3,000. Without the deduction, the two-
earner couple where each spouse earns $10,000 would have paid 15
percent more in Federal income taxes in 1984 than two single tax-
payers with the same incomes. With the deduction, however, the
penalty was reduced to 5 percent. Without the deduction, all mar-
ried couples would be taxed alike. Such a move, that is a failure to
recognize the two-earner couple’s greater expenses appears to
reward married women for staying out of the workplace. All of the
major reform proposals repeal the two-earner deduction.

It is clear that even with the Administration’s lower, flatter tax
rate, a substantial marriage penalty would remain for many cou-
ples, especially at low and moderate income levels. Kemp-Kasten
imposes similar penalties. Lower and moderate income couples can
least afford this penalty. They are the same couples that lose the
most if the dependent care tax credit is converted to a deduction,
as several of the tax reform plans including the Administration’s
have proposed. :

The Bradley-Gephardt proposal eliminates the marriage penalty
for two-earner couples with incomes under $40,000 a year. It also
gives many married couples increased marriage bonuses.

Let me conclude here. The two-earner deduction, as we know,
was enacted after careful consideration. Congress felt that this was
the best solution for a complex problem. The problem has not dis-
appeared and does not disappear under any of the tax reform pro-
posals. So, in our view, tax reform should not eliminate the current
deduction for two-earner couples.

I thank you, and I look forward to working with you.

The CHAIRMAN. Thank you very much.

[Ms. Forman'’s written summary follows:]
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Senator Packwood, members of the committee. Thank you for this opportunity
to testify. I am Maxine Forman, Director of Policy Analysis at Women's Equity
Action League. Testifying with me today is Nancy Duff Carpbell, Managing
Attorney of National Women's Law Center.

We are appearing together today, not only on behalf of our respective
organizations, but also we co—chair the Coalition on Women and Taxes, a diverse
group of women's, children's, religious, aging, civil rights and civic groups.
We have been meeting since early in the year to analyze national tax p:'allcy as
it affects women and to assess the various reform proposals and their impact on

wolren .

We will be submitting for the record a statement on behalf of the Coalition
which develops our positions in greater detail. Our summary comments today will
address the tax threshold for low income women and families, equity for heads of
housel'blds and two earner oouples, and the Dependent Care Tax Credit. I will
speak first on equity for heads of households and two earner couples.

TAX BQUITY FOR SINGLE HEADS OF HOUSEHOLDS

The principle of equity requires that single heads of households and
married couples with the same income and family size be treated similarly by our
tax code. Under current law single heads of pay more taxes than married couples
with the same income and family size. This should be changed.

Most heads of households are single parents maintaining homes for dependent
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children. 90 percent of single persons maintaining families with children

under age 18 are women.

In addition to problems of single pareﬁthood, ray inequity, and high
unenployment, single women maintaining families are shouldered with an
inequitable tax burden which they can not afford. The median annual income for
sinyle woren maintaining families is only $11,789.

while household budgets vary slightly depending upon the ages of the
householders and the children, the cost of a budget for a single parent family
is very close to and in some instances greater than the cost of a budget for a

sama-size married couple family.

Although their household expenses are comparable, these families do not
pay the same amount of federal income tax. Heads of household pay more. In 1984,
a head of household with $10,000 of income, no special credits or deductions,
and two dependents paid 35 percent more tax than a married couple with the same
income and one dependent. The same head of household with $20,000 of income paid
19 percent more tax than a comparable married couple.

The difference in tax liability is caused by the zero bracket amounts
(2BAs) and the tax rate schedules. Heads of households have the same ZEA as
single taxpayers without dependents. Because the ZBA tends to be most
significant for lower income taxpayers, the tax penalty on heads of households
compared to married couples generally is greatest for lower to middle income
taxpayers. In addition, the intermediate tax rates for heads of households are
higher than thoee for married couples filing jointly.
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To provide equity between heads of households and married couples with the
same income and family size would require using the same ZBA and tax rates for
both f£iling statuses. Section 501 of the 1985 Economic Bauity Act and H.R. 2477
raise the 2BA for heads of households to that for married couples.

Qurrent Proposals

Two of the three major tax reform proposals address the inequity I have
described. Kemp-Kasten nearly eliminates the penalty on heads of households,
while the Administration's proposal reduces the penalty to some degree. We
support the intent of these measures although neither achieves our goal of
complete equity for heads of households.

The Bradley-Gephardt proposal increases the penalty on heads of households.
A head of household with an income of $10,000 and two dependents pays 448
percent more federal income tax under Bradley-Gephardt than a married couple
with the same income and one dependent. At $15,000 of income, the head of
household pays over 70 percent more tax and at $40,000 of income she pays over
54 percent more tax.

Congress should recognize the greater tax burden on single heads of
households compared to married couple families and should equalize their ZBAs

and tax rates.

TAX BQUITY FOR TWO EARNER QOUPLES IS ANOTHER CONCERN
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The tax code must continue to give a tax deduction to married couples where
both partners are employed. This provision recognizes the greater
nondeductible employment-related expenses of two earner couples compared to one
earner couples and the effect of these expenses on ability to pay. It also
eases the so-called marriage penalty, under which two earner couples pay more
federal income tax than two single taxpayers with comparable incomes.

The greater employment-related expenses of two earner oo&fglee generally are
for transportation, clothing, and in many instances social security. According
to one study a two earner couple spends over 17 percent more than a one eamer
couple on enployment-related expenses.

& RELATED ISSUE IS THE MARRIAGE PENALTY

Most two earner couples pay more federal income tax than two single
taxpayers with comparable incomes. This marriage penalty occure because the
zero bracket amount for married couples is less than the combined zero bracket
amount for two single taxpayers. Also, the progressive rates place a higher
effective tax rate on a couple's single $10,000 of income than on a single
taxpayer's first $10,000 of income.

Qurrent_law allows two earner oouples, even non-itemizers, to deduct 10 percent
of the salary oof the lesser earning spouse, for a maximum deduction of $3,000.
Without this two earner deduction, a two earner couple where each spouse earned
$10,000 would have paid 15 percent more in federal income taxes in 1984 than two
single taxpayers with the same incomes. With the deduction, however, the
penalty was reduced to 5 percent.
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Without this deduction, all married couples would be taxed alike. Such a
move—a refusal to recognize the two—earner couples' greater expenses—appears
to reward married women for staying out of the workplace.

QURRENT PROROSALS

All of the major reform proposals repeal the two earner deduction. Hence
none of the plans recognize the increased expenses of two couples and only one
significantly reduces the marriage penalty.

Even with the administration's lower, flatter tax rates, a substantial
marriage penalty would remain for many couples, especially those at low and
noderate income levels. Kesmp-Rasten imposes similar pemalties. Low and
moderate income couples can least afford an increased penalty. These are the
same couples that lose the most if the dependent care tax credit is converted to
a deduction as several of the tax reform plans, including the administration's
propose.

The Bradley-Gephardt proposal eliminates the marriage penalty for two
earner couples with incomes under $40,000 a year. However, it also gives many
married couples increased marriage bonusses.

The two earner deduction was enacted after careful consideration. Congress
oconcluded that the deduction was the best solution for a complex problem. The
problem has not disappeared and does not disappear under any of the tax refortn

proposals. The tax system should not penalize taxpayers for either their
marital or employment status and should take into consideration extra expenses

that affect ability to pay taxes. In our view, tax reform should improve, oot
eliminate, the current deduction for two earner couples. Thank you, I look
forward to working with you.
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TAX REFORM: WHAT IT SHOULD DO FOR WOMEN

The federal inocome tax burden on women depends upon several factors including
family, marital and employment status, source and amount of income, and age.
Based on past reform. some provisions recognize the different circumetances
affecting women'’s ability to pay taxes. For the most part, however, the law does
not adequately address the differences. For example, married women who are wage
earners and single women who maintain families often bear unfair tax burdens
based on their family status rather than their ability to pay. While women who
are able to maintain a decent standard of living for themselves and their
families have a responsibility to pay their fair share of taxes, for women in
poverty there is no "fair share.”

Several merbers of Congress and the Administration are currently advocating
reform of the federal tax system. To help women to support themselves and their
families and to redress the inequities of the current system which penalize
wopen, tax reform must resain committed to the principles of exempting people in
poverty from paying taxes, placing similar tax burdens on similarly situated
taxpayers, and basing tax liability on ability to pay. WEAL advocates the
following principles of taxation:

¢ Low income women should not be overtaxed; their efforts to become self
sufficient through work should not be penalized.

¢ Single women maintaining families alone should not shoulder a greater tax
burden than families with the same income and family size maintained by
married couples.

¢ All women should be encouraged to continue and expand their economic
productivity through the tax code's recognition of dependent care expenses and
remedy for the marrjage tax penalty.

¢ The tax code should continue to recognize the limited ability of most elderly
women to pay taxes.

THE INCREASING TAX BURDEN ON THE FOOR

The tax burden on the poor and near~poor has risen dramatically over the past
several years. This burden falls disproportionately on women and children, who
oorprise three quarters of the nation's poor.

8§ In 1975, the level of income at which a family began to pay federal income
tax, called the tax threshold or entry peint, was almost 22% above the poverty
level, By 1981, inflation had substantially increased the level of income
needed to subsist at the poverty level, but the level of income at which
families began to pay taxes stayed subetantially the same. Thus, many families
in poverty had to pay federal income taxes. In 1984, the threshold was 17%
below the poverty level, and a family of four at the poverty level paid over
$350 in federal inoome taxes.

§ For rost taxpayers, the tax threshold ie the sum nf the taxpayer's zero
bracket amount, personal exemptions, and certain credits and deductions. The
Earned Income Tax Credit (EITC), a refundable tax credit designed to offset a
portion of the Social Security taxes paid by low income workers with children,
is a key factor in the threshold of qualifying taxpayers. The EITC has been
increased only 18 since 1968. The increase does not even acoount for
inflation, let alone increases in Social Security taxes. Because the EINC is
not "indexed® so that it avtomatically increases with inflatior, the value of
the credit will continue to erode.

.0r_neaz_the poverty level
froo paying federal incope taxes, This can be accomplished by substantially
raising zero bracket amounts and the personal exesption, and increasing,
expanding and indexing the EITC. Enphasizing zero bracket amounts and the EITC
would assure that low incowe taxpayers get relief at relatively low cost.
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OF BOUSEHDLDS
mmwmm«w single taxpayere who mintain a home for
one or more dependents. The vast majority of single perpons ninulning tuules
are woasn. In addition to the problesms of single inrentbood lmquity.
bigh unemployment, single women aintaining are uhouldered
inequitable federal income tax burden.

[] mdsofhoummpymxetdam inoome tax than marzied couples with the
sape income saxe size family. A hsad of household with an income of
sm.ooommmumawwmmememnmmmuuuan
a one-earner married @ wvith the same income and one dependent, even
though the expenses of families are roughly comparable.

partly acocsplished by increasing the zero bracket amount for heads of households
to that for married ocouples,

DEPENDENT CARE EXPENSES

Current lav provides a tax credit for a portion of dependent care

mry to enable the yer to work. This provision benefits many two-earner
oouples and single women maintaining families, and recognizes the decreased
ability to pay taxes of many taxpayers with dependent care expenses.

¢ The maximm credit, available to taxpayers with $10,000 of income or lees, is
cnlywotd.puﬂmtunmauptoapreecdbedmt. Because the
edit is not indexed to acocount for inflation, over time fewer and fewer
ﬁ rs will have incomes low enough to qualify for the meximm credit. In
+ the limits placed on expenses, which are already inadecuate Lnaune
xnstamu, will become sore restrictive as costs aleo rise with inflation.

while the dependent care tax credit uses a sliding scale to give the greatest
benefit to low income families, the credit often goes unrealized by these
families because they have low tax liability and the credit is mot refundable.

Tax ref _tax credit, especially as
it affects lov incope families, This can be the current
sliding scale, indexing the credit, and mm cxeditbi'e:mﬁwmblh:

TWO EARNER QOUPLES

Married couples where both spouses work are allowed to claim a deduction from
income of 108 of the salary of the lesser earning spouse up to $30,000. The
deduction recognizes the increased nondeductible, qploymt—:mtad expenses of
two earner couples, and helps ease the marriage penalty under which two earner
ocouples pay more income tax than two single taxpayers with ocomparable incomes.

8 Two-earner couples generally have greater employment-related expenses than one
earner couplee, ptimzuy for transportation, clothing, and Social Security
taxes. According to one study, a two eamer ocouple spends over 17 permt sore
g:‘ nondeductible, employment-related expenses than a one eamner couple wi

same income.

& Even with the deduction, many two earner couplee pay more federal income tax
than two single taxpayers with the same incoows.

FIDFRIY WOMEN

Elderly persons, millions of whoe are single women nvmg on arall, fixed amounts
of inoome, are allowed greater levels of tax exempt income than other taxpayers.
For example, persons with low and moderate inocomee do not pay income tax on
Bocial Security benefits. This exesption helpe many elderly single women, one
third of whom depend on Social Security for over 908 of their income. The

increaned tax threshold for the elderly recognizes their increased medical and
personal care expenses which limit their ability to pay taxes.

Contacts Marine Formen, Director of Policy Analysis Written by: Laurie Mikva
Patricia Blau Reuss, Legislative Director May 1985

Contents of this fact sheet zay be reproduced provided credit is given to WEAL.
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The CHAIRMAN. Let me ask first Mr. McIntyre and Senator Has-
kell an identical question. And let me preface it by saying I am
always suspicious of statistics that are based upon the past as an
example.

We are spending too much on defense because we have increased
it $3 billion, $6 billion, $9 billion, $12 billion over last year. Then
somebody will compare that to a social-spending figure that is less,
as if the past was the base from which we should work, no matter
what it was. And it assumes that the past basis is the accurate one.
That isn’t necessarily true. I see it in tax reform when people say,
‘Corporations used to pay X percent of total taxes; now they are
paying much less, and they should be paying more, as if what they
paid before was what they should be paying.

So forget the past for a moment; I am curious, first, what propor-
tion of the total Federal tax take do you think businesses should
pay, and what should individuals pay? And I will lump businesses
together as either corporate or operating in a noncorporate capac-
ity, but business.

Mr. McInTyre. Well, Senator, if you include noncorporate I
would guess the business total we would be looking for would be
somewhere in the 25 to 30 percent range.

The CHAIRMAN. Floyd.

Mr. McINTYRE. Excuse me, Senator?

The CHAIRMAN. Pardon me?

Mr. McINTYRE. Excuse me?

The CHAIRMAN. No, I said “Floyd,” because I sensed you were
done with the answer.

Mr. McINTYRE. I thought you said a number.

The CHAIRMAN. No, no. You said 25 to 30 percent total, counting
noncorporate business.

Senator HAskELL. I don't really think that I am able to answer
that question. I would say, however, that the past is some guide. As
we all know, in the Fifties, I think it was somewhere around 7 per-
cent from the corporate sector, and we prospered in the Fifties.

I would say this, however, that in thinking of the corporate
sector, I thought Treasury-I very wisely—in the first place, they
made the corporations pay the tax by getting rid of the prefer-
ences, and then they gave a credit for dividends paid. Now, that to
my way of thinking was a very wise provision, because there cer-
tainly is double taxation if you tax the corporation in full and then
that corporation declares J;vidends which are taxed to the stock-
holders. To the extent of those dividends, there is double taxation.
So I thought that was very wise.

I think it is impossible for me to say, Mr. Chairman, what per-
centage of business as a whole, because there are no statistics on
what unincorporated business had; there are lots of statistics on
corporate businesses but none on the other.

. But I would say a return to somerwhere in the neighborhood
that Bob said is probably not too far off the mark. But, believe me,
I am no expert on that.

The CHAIRMAN. A second question, and let’s move to individuals.
1 will preface this by saying that, if we confiscate all of the individ-
ual income in this country above $100,000, and by that I mean a
100-percent tax on gross income, we will raise about $100 billion
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once, because nobody is going to make over $100,000 the second
year; that is the end of that goose, then we go someplace else.

But you both realistically know that great quantities of money
cannot be raised by taxing the very wealthy; there just aren't
enough wealthy.

Given that, given the fact that if we raisethe taxes on them it is
because it gives us a certain sense of fairness or equity or makes us
feel good, even though it doesn’t raise a lot of money, what should
be the maximum effective rate on individuals?

Mr. McINTYRE. Well, Senator, we think that for the income class
over $200,000 you ought to be shooting for an effective rate of
about a third, which I guess is considerably higher than what the
Administration is asking for.

The CHAIRMAN. Well, they are asking for 35 percent.

Mr. McINTYRE. Well, they are asking for what they say is an 18-
percent effective rate.

The CHAIRMAN. Oh, you mean effective rate?

Mr. McINTYRE. Yes.

The CHAIRMAN. All right. You are right. Go ahead.

Mr. McINTYRE. We don’t think that 33 percent is onerous; it is
certainly by historical standards fairly low. We think it is also
something well-off people could live with and that the American
public in general can live with. You say there is not much revenue
in taxing the upper-income groups. Well, we think there is a lot of
revenue, billions of dollars, but it is more than that. You can’t
raise revenue from middle-income people unless they think you
have a fair system.

The CHAIRMAN. Unfortunately, that is the only place, however,
that you can raise great quantities of revenue, because that is
where the great quantity of money is, is in the middle-income tax-
payer.

Mr. McINTYRE. Well, I don’t know, Senator. In the current fiscal
year, corporate tax expenditures are $120 billion. That seems to me
to be a substantial sum.

~The CHairMAN. Floyd, why don’t you go ahead and comment?

Senator HaskkeLL. Certainly, Mr. Chairman.

I would think that a fourth bracket might well be added for
those who are earning over $200,000. And maybe in the neighbor-
hood of 45 percent, or something like that. And I do think it is ter-
ribly important that whatever is adopted be perceived as fair by
the American people.

I would doubt that the American people would perceive as fair a
same-rate for everybody from $70,000 up to $2 million, let’s say.
You know what I am talking about. And I don’t think we ought to
underplay the perception and fairness issue, because, as this Yan-
kelovich Poll showe(F, people are finding a way around, using good
old Yankee ingenuity, paying their taxes.

The CHAIRMAN. Let me ask you, Chuck, if I might continue, one
more question. I think I have seen the same Yankelovich Survey
you have and the Harris Survey. I think I have seen all the sur-
ve{)s that have been in the papers, and others, about what the
public thinks, and fairness and unfairness. I have yet to see a poll
where the public thought it was fair that their employee benefits
be taxed. And yet you are suggesting, as best as I can tell from
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your testimony, a rather significant tax on employee benefits or in-
creased taxes on employee benefits. And as you are well aware,
most of the major emp?’oyee benefits are.nondiscriminatory—you .
can’t provide any more health insurance for the company president
than you do for the janitor, or you can’t provide any more daycare
for the company president than you do for the janitor. Those are
benefits that are very heavily skewed toward lower-income and
middle-income taxpayers.

How do you square that fairness with their concept that it isn’t
fair to tax it?

Senator HaskeLr. Well, I think this is the way. For instance, I
think Treasury-1 is very fair. They basically didn’t touch the pen-
sion system. They put a cap on health insurance at roughly $2,000
a year, which buys pretty good health insurance. And then they
said, “No more fringe benefits.”

The CHAIRMAN. And made taxable from dollar-one daycare, em-
ployer-provided education, employer-provided insurance—upon
which there is a $50,000 cap now, but they would make it taxable
from dollar-one.

Senator HaskerL. Well, Mr. Chairman, it's great if you have got
fringe benefits, but the figures I have seen are that about 50 per-
cent of the country’s workforce has employer-paid health. About 24
percent has employer-paid pentions. The rest of it is a tiny percent-
age of the workforce.

So what I think you are doing, if you are opening the door to
fringe benefits forever, you are going to create a two-tier work-
force: the ones who are fortunate enough to have fringe benefits
and not pay a tax-—they are the elite-~and_then you have got the
rest of the country who have to buy their own life insurance, their
own childcare, and that kind of thing.”So I really think that some
line should be drawn where this can be tax-free, but no more.

I think, as you know, Mr. Chairman, the projections made by the
Joint Committee are that fringe benefits tax expenditures go up
much faster from here to 1989 than do, for example, the business
tax expenditures.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. As long as the issue of fringe benefits came
up, particularly health insurance, I would like to ask if any of you
have views on what I consider the unfairness of the health insur-
ance nondeductibility for self-employed people—the family farmer,
the small main street business person. They do not have the ability
to deduct their health insurance costs; whereas, if you work for a
corporation, that is deductible as a business expense of the corpora-
tion.

Senator HAskeLL. Well, Senator, I will answer that—I'm sure
somebody else has an answer. You are pointing out what I was
pointing out. The self-employed obviously are just one group of
people that don’t get fringe benefits, but there are an awful lot of
employed people that don’t get it. So you definitely have a discrimi-
nation, and you have to make a political judgment as to what is
fair, and I think Treasury-1 drew a pretty good line.

Mr. McINTYRE. Well, 1t is pretty hard to justify the distinction,
Senator Grassley. I agree with you. I would like to say, however,
that I don’t think the reason that Americans are up in arms about
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the tax system has much to do with fringe benefits one way or an-
o}l;her, except maybe insofar as the Administration wants to tax
them.

The CHAIRMAN. You are absolutely right if it's the same polls
that Senator Haskell and I have looked at. I don’t find anybody
who thinks it's fair to tax them. If what you want is a perception of
fairness, they think it is unfair to tax them.

Mr. McINTYRE. That is why our testimony recommends droppin
the Administration proposal there and focusing on what we thin
are the issues people care about.

Senator GrassLEy. On another point I would ask more of a gener-
al question of Ms. Forman and Ms. Campbell, if I misunderstood, or
whether if you made the point and I misunderstood it. I think you
are not saying that, in the present proposal from the Administra-
tion, that poor people and particularly women are worse off than
under present tax law but they aren’t as well off as you feel they
should be treated. What I missed, then, was the standard you
might be seeking of that sort of fairness as the tax law would apply
to people at the poverty or near-poverty level.

Ms. CampBELL. [ am not sure I understand the question Are you
f(lﬁusing just on the threshold issue; in other words, the tax thresh-
old?

Senator GrassLEY. No, I wouldn’t focus just on the threshold
issue. I would interpret your point to be that probably people in
lower-income levels are paying a higher proportion of federal tax
in proportion to middle-income and high-income people than they
should. But am I not right, you are also saying that whatever re-
forms we are considering, even the President’s proposal, they are
still somewhat better off than they are under present law but not
as well off as you feel they should be, and what standard to you
use, what do you seek as the ideal treatment of low-income people
by our tax laws?

Ms. CampBeLL. Well, I think you are right, they are definitely
better off than they are currently, under all of the proposals really,
and the Administration’s probably goes the farthest in giving them
assistance.

There are a couple of areas. One, I think I said that essentially
they have gone back to restore the problem since 1981; but again,
with all due respect to Senator Packwood, looking at the past and
the level of taxation in 1979 is essentially where we have to go
back, to that percentage. And going back to that level I think will
better put them in a position where they were, where essentially
all the poor were exempt from taxation and a very small percent-
age of near-poor were as well.

And specifically, we think you can juggle the personal exemp-
tion, the zero bracket amounts, and the earned-income tax credit,
putting more into the zero bracket amounts and the earned income
credit, so that the relief is targeted more on low-income individ-
uals. And we would expressly support the Economic Equity Act
provision sponsored by Representative Rangle in the House to im-
prove the earned income tax credit, and the provision for the
equalization of the zero bracket amount of heads of households and
married couples, also contained in the Economic Equity Act.
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Those are three things that need to be changed—back to the
1979 levels, expansion of the EITC, and equalization of those ZBA’s.

Senator GrassLEY. I am done with my questioning, unless you
want to respond. -

Ms. FormaN. Well, I agree with that. The one issue that I would
like to raise is that the two-earner couples are not necessarily
better off under the proposals than they are under current law,
and I mentioned that in my comments. ;

The two-earner couples under current law have certain appropri-
ate tax treatments. Under the current law they have a deduction
that would recognize some of their expenses for being a two-earner
couple. And under the President’s plan and under the other plans
this deduction is eliminated. And therefore they are not better off
in many cases than they are under current law.

The CHAIRMAN. Senator Long.

Senator LONG. Let me just say that I am glad to see my dear
friend Floyd Haskell here again. I think I could have anticipated
what your testimony was going to be; I have heard your views
many times on the committee.

[Laughter.]

b Senator LoNG. And I am pleased to see your other witnesses
ere.

I am not going to ask any questions of the witnesses at this
point, Mr. Chairman, but in reading their statements, I think they
are logical and cogent statements. Thank you.

The CHAIRMAN. Let me ask Ms. Forman and Ms. Campbell if you
have any comment about the quote we have heard bandied about
in the paper, that the purpose of this tax bill is to help the tradi-
tional family—and the definition, of course, being the man who
works and the woman who stays home to take care of the kids. Al-
though, for the life of me, anybody who ever asks the question
about, “Are you a housewife, or do you work?”’ does not understand
what a housewife does.

Ms. CampBELL. Well, I think we agree with that, Senator. I think
clearly the bill helps all families in many ways. The raising of the
tax threshold is something that helps the traditional families,
under that quotation, in other words where there is oné earner,
and also families where there are two earners. There are also ex-
pansions of assistance to elderly families, which may be “tradition-
al” or not. There are expansions of the individual retirement ac-
counts to give greater equity to one-earner families, and we sup-
port all of those provisions.

At the same time, the problem is that we think the bill does not
provide equity to two-earner families, so in that sense it needs im-
provement, specifically in the treatment of two-earner couples, as
we have described, and the treatment of dependent care expenses.
So we want the bill to help all families, and we definitely support
the reforms that help one-earner families we have discussed; but
we think reform has to go further so that all families are treated
equitably.

Ms. ForMmaN. I would like to add something to that. The bill does
help all kinds of families, and I think it should be very clearly
stated that, although it does not go far enough with single heads of
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:musehold families, it takes a giant step, and that is really impor-
ant.

‘Now, the EITC expansion helps all kinds of families, but about
50 percent of those who get the EITC are single heads of house-
holds. So the expansion helps single heads of households, and some
one-earner couples, and I think a smaller number of two-earner
couples. .

Again, I would like to reiterate. The two-earner deduction is a
real slight, in our view, the fact that it is going to be eliminated. If
you look at all of the families that the President’s plan helps, there
is a definite inclination toward slighting the two-earner family and
other families who have dependent care expenses, including the
lower-income single heads of households. It is really a mixed bag.

The CHAIRMAN. In many areas, it is not bad—in many areas. But
you are right on the two-earner families, for some—I don’t know
how many—it is a disadvantage.

Ms. ForMAN. Yes. And the turning upside down of the progres-
sivity of the dependent care tax credit is also a problem.

The CHAIRMAN. In the deduction. I agree.

Ms. ForMAN. Oh, yes.

The CHAIRMAN. Let me ask you a philosophical question. I'll go
down the line. And limit your answer to social policy, not business
policy, not accelerated depreciation or investment tax credits.

You know the perpetual argument about whether we should use
the Tax Code for incentives or just have straight-out government
programs—*“We'll tax you, collect the money, and spend the money
on the programs we think are worthwhile.” Which is the better
way to achieve desirable social ends? The straight-out tax—you col-
lect the money and spend it on the things we think are socially
worthwhile—or the tax incentive approach?

Ms. CameBeLL. Well, I will give sort of a philosophical answer
and a practical answer. I think that philosophically it would be
much better not to do it through the Tax Code and to do it through
direct programs that can be targeted and can hit the individuals
that we want to hit and give assistance to.

Unfortunately, we are not in that kind of an era, and the Tax
Code hasn’t been used for that. And I think, on behalf of our con-
stituency, to the extent that the Tax Code is going to continue to
be used in part for particular interests, we want our interests to be
covered. And if that is where the action is, we want to get the most
benefits for our constituency. So, philosophically, I think it would
be better if we did not. I do not think that's the way tax reform is
going to come out, and we want to make sure that our interests are
protected.

The CHAIRMAN. Ms. Forman.

Ms. ForMaN. I tend to agree with that answer. I think it is inevi-
table that the Tax Code is going to make some social policy, be-
cause of the way our budget process goes. I think it seems to be
easier to do it through the Tax Code, and I don’t know that it is
any more effective. I would like to see it done in a different way.

But I agree with Ms. Campbell that, as long as it is done this
way, the Tax Code, in making ({)olicies that it does make, must rec-
ognize certain expenses, and differences and similarities in fami-
lies, and ability to pay. . ‘
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The CHAIRMAN. Interestingly, the best example—and I am going
to ask Floyd and Mr. McIntyre to comment—and where we can
compare both on this is probably in the area of health. For the
bulk of the workers in this country we have tax-free, at the
moment, employee benefits, and most people who work are covered
by some kind of health plan. We also have Medicaid and Medicare;
the latter being not quite as direct a government involvement as
Medicaid, but you have a good comparison of different kinds of
health deliveries. And the question, in my mind, is: Would the
country be better off if, instead of the bulk of the workers being
covered by employer-provided health insurance, we simply said,
“No, we are not going to go that route; instead, we will make sure
that they are covered by government-provided health delivery”? I
don’t know if that means we actually run it ourselves or contract it
ourselves or what. But I think you have got three different systems
with different mixes of government intervention, and you can try
to conclude which you think is the best way to go about it.

Senator HaskeLL. Well, in answer to your general question, Mr.
Chairman, and then to the specifics, certainly by and large it is far
better to have a direct appropriation than a sort of back-door tax
thing that doesn’t get reviewed, and we don’t know who it is help-
ing, and how much money, et cetera.

Now, there are exceptions. You mentioned health insurance. The
figure that happens to come into my mind is that about 59 percent
of the workforce have em loyer-paig health insurance.

I think Treasury-1 made a good, what I would say, practical or
political compromise in that area, and allowed the basic health in-
surance—and so many people have it; 59 percent is a lot of folks—
but put a cap on it. - -

And similarly, I think it is a wise decision to leave pensions, even
though only 24 percent of any vested interest. I think that was a
wise decision.

I think it is terribly unwise, however, to go beyond that in talk-
ing about fringe benefits, and I thought Treasury did a very good
job. But certainly I think it is better public policy, by and large, to .

ave direct appropriations. There are exceptions, but by and large.

The CHAIRMAN. Mr. Mclntyre.

Mr. McCINTYRE. Senator, you asked the question whether the Tax
Code should be used to make social policy, and you asked us to ex-
clude the business and savings types of incentives.

The CHAIRMAN. I didn’t want to get into the debate about the
business end of it.

Mr. McINTYRE. Right. Well, when you exclude those, you exclude
most of the tax provisions that we object to. What is left is not very
much policy at all; it is usually provisions designed to improve fair-
ness, which we think is a good idea. If there is a social policy to the
Tax Code, if you want to call it that, it is the idea that theve should
be some redistribution of income from those who have the most to
those who have the least. The Tax Code can do that to some
degree; it can’'t do the whole job, but it can do some. We are in
favor of that.

The CHAIRMAN. And it certainly does it in the area of fringe ben-
efits, and especially where they are nondiscriminatory so that the
poorest employee gets the same as the richest employee.
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Mr. McINTYRE. Well, fringe benefits when properly designed can
do some of that. There are some problems with differing rates, as
Senator Haskell would tell you.

The other question you raised is: Should we have a national
health insurance program instead of the current system? Well, I'm
no expert on health policy, but I think it would be worth spending
more time thinking about, because a kind of national entitlement
system like that might solve the problem that you were alluding to,
about the fact that at the lower end of the income spectrum some
of the current health programs don’t seem to work as well as they
- should. If we start including some middle class people in getting
those benefits, you can guarantee that there would be an outcry so
that Congress would fix whatever was wrong.

The CHAIRMAN. Well, there might be an outcry. [Laughter.] .

I am not sure Congress in its wisdom would necessarily know
how to fix what is wrong.

An example, and Floyd will remember this from campaigning.
You can go to your mills and your mines and the coffee shacks,
and my hunch would be, Floyd, when you were campaigning you
did not get many questions from the average worker about nation-
al health insurance.

Senator HaskeLL. That is perfectly true.

The CHAIRMAN. They might have asked about gun registration,
?nd out in Colorado they probably asked about gun registration a
ot. oo

Senator HAskELL. And dams, water projects.

The CHAIRMAN. Oh, yes.

We lose about $30 billion a year in revenue a year-by not fully
taxing, from dollar-zero, health benefits—about $23 or $24 billion
in income tax and 6 to 7 in Social Security. So that's $30 billion
foregone in exchange for which we get a health insurance system—
the figures I had, Floyd, were about 89 percent of employees in this
country covered.

Senator HASKELL. I don’t know.

The CHAIRMAN. I asked the Joint Committee to do a study for me
on what it would cost the Federal Government to provide the same
level of health benefits that employers now provide through the in-
surance but for which we forego $40 billion. The Joint Committee
estimated about $100 billion, to provide the same level of benefits.
So, if we did it, we would have to find $100 billion in taxes some-
place, assuming we were going to pay for it on a tax basis.

Mr. McINTYRE. Well, the question, Senator, is what does it cost
us now to run the current system? Do we get $100 billion worth of
health care under the current system? It may be, because of fric-
tional losses under the current approach, that it costs us $110 bil-
lion. And whether it comes out of our wages because our employers
pay us less, or whether it comes out of our wages because the Gov-
.ernntwnt taxes us to pay for it, doesn’t seem to me to be that signif-
icant.

The CHAIRMAN. Well, I have no more questions. Thank you very
much; I appreciate it.

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

Mr. McIntyYre. Thank you, Mr. Chairman. .

The CHAIRMAN. It is good to have you back with us.
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" Senator HaskeLL. Thanks, Bob.

The CHAIRMAN. Now we have a panel with James Davidson,
Chairman of the National Taxpayers Union; Joseph Goffman, Staff
Attorney, Public Citizen’s Congress Watch; and Peter L. Baum-
busch, Treasurer, Fair Tax Foundation.

We will start with Mr. Davidson. Mr. Davidson, go right head.

STATEMENT BY JAMES D. DAVIDSON, CHAIRMAN, NATIONAL
TAXPAYERS UNION, WASHINGTON, DC "

Mr. DavipsoN. Thank you, Mr. Chairman.

First of all, I want to thank you for the privilege of coming here
to present the views of the 150,000 members of the National Tax-
payers Union. We believe that fundamental tax reform is long
overdue, and we commend you for your comments and efforts in
that direction.

I should say, in trying to summarize our response to the Presi-
dent’s program, that it is more or less, ‘‘Hip, hip,” but no “hurray.”
We think it is a good idea to consider the tax structure in a com-
prehensive way, to figure out whether the system is costing our so-
ciety much more than it raises in revenue for the government. And
I believe that practially anybody who examines this issue would
conclude that we could have a much more effective system, one
which would do less to impinge upon economic efficiency and do
more to leave the average citizen well off, and still fund the basic
needs of the Government. :

While I certainly would agree with the comments that you made
earlier on in the last panel, it doesn’t necessarily follow that we
should look back over years past and say, ‘“Well, if the corporate
taxes produced a certain percentage in revenues in the 1950’s, then
they ought to produce the same percentage now.” Corporate profits
were a much larger percentage of national income in the. 1950s
than they are today. -~

So perhaps one of our first steps should be to trf' to improve the
profitability of industries before we raise additional taxes.

Nonetheless, I think it is worthwhile looking back to see what—
what in that out-of-town phrase is—the “secular trend’ in our tax
structure. And if you do that, you find something very interesting.
Something not unique to us but is something that has happened in
almost every industrial country, and that is that there is a tenden-
cy for the marginal rates to be come down. If you look in this coun-
try, they have come all the way down from 90 percent to 50 per-
cent. That is a substantial drop. And yet, that reduction has not
been sufficient to keep the tax loopholes, so-called, from expanding
at a geometric rate. According to the best estimates, in 1987 there
willll (ti;e something like $400 billion-plus of “tax expenditures,” so
called.

Now, we think there is a good reason for this, and the reason is
something that has been pointed out by somebody who is not an
ideologue—or if he is an ideologue, his ideology is not what people
might expect from somebody making this observation—and he is
Francisco Forte, who is a professor of finance at the University of
Turin. He is also a leading member of the Italian Socialist Party
and a member of Prime Minister Craxi’s cabinet. He has looked in
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a comprehensive way at the tax structures of many countries and
has come to the conclusion that we really have two choices in the
modern world., We either lower effective tax rates through loop-
holes or lower marginal rates. One way or the other, we have that
choice. The question we face as a country is whether we would
rather lower the marginal rates explicitly, minimizing the distor-
tion effects, or have lower marginal rates through loopholes which
do involve a tremendous amount of economic distortion.

Our view is that it would be better to lower the rates explicitly.
In that respect, 1 appreciate comments reported in the press that
Chairman Packwood has made that it would be far better to have a
25 percent top rate than it would be to have the system that has
been proposed by the President. We agree.

I think if we had a wand to wave, one of the policies that we
would urge on the Congress would be to take something out of the
book that Senator Symms and Senator DeConcini were trying to
write, which is to create a system that does eliminate the distor-
tions, insofar as we can tell. You would have a top marginal rate of
19 percent. And unlike the plan proposed by the President, it
would effectively reduce the rates of taxation on capital and tend
to shift taxation toward consumption. I think in a better world that
that is what we would want to do; we would rather tax people on
what they take out of society than on what they put into it. And if
people are concerned about the progressivity question, those are
things that can be answered in other ways.

Nonetheless, there are a couple of particulars that I would like
to address in addition to my prepared testimony. One is that I
think we need to better target the personal exemption. The person-
al exemption increase that the President has made is full of disin-
centives, not incentives.

It was discovered in the Nineteenth Century by the colonial
powers, when they were trying to mobilize economic activity in
Africa, that they could increase output by raising taxes at the
lower brackets. I wouldn’t suggest that we do that; but if we
changed the President’s personal exemption increase into a tax
credit of $300 a person, we would end up saving a lot of money that
could be used to lower marginal rates.

Another thing that I would suggest is that we probably ought to
begin to tax Social Security receipts after individuals have gotten
back, with interest, the amount they paid in, just as we treat all
other types of pension income. The reason that Social Security was
not taxed in the first place was a legal fear on the part of Presi-
dent Roosevelt’s advisors that unless it was made a gratuity, it
might not stand the test of Supreme Court legitimacy. Well, that
issue has long since been put to rest. It seems to me that the zero
bracket amount and other effective means exist to keep the poor
from being taxed heavily on Social Security benefits. We could
raise about $10 billion if we would tax the portion of Social Securi-
ty benefits that comes to people as income, after they have gotten
back what they have paid in.

The final comment I would make is: We have, with the local tax
deduction elimination, an opportunity, if no other changes were
made, to reduce the marginal rates down to about 30 percent. I
think that would make it much more palatable for people, because
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mainly high-income itemizers use this provision. A calculation
made on the 1982 figure shows that, if we kept the tax system just
as it was and reduced the marginal rate down to about 30 percent,
it would have only yielded about $29 billion less revenue than it
did at a 50-percent top marginal rate. Eliminating the deduction of
state and local taxes in itself would practically finance that type of
reduction. And I favor that.

Thank you.

[Mr. Davidson’s written testimony follows:]
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Mr. Chairman and members of the Committee, I appreciate the opportunicy to
appear today on bihalf of the 150,000 members of the National Taxpayers Union.
I commend you for your commitment to fundamental tax reform. Like the

President, you have fndicated your support for simplifying the tax code and
bringing tax rates down. So have Senators Bradley, Roth, and many other
members of Committee. We are pleased to see that the present tax reform effort
appears to be bipartisan in character. This should increase the chance that
we will see a rational restructing of the tax code, rather than a slap-dash
political gesture that won't stand the test of time.

In this respect, I think it is important to take a longer view of the
evolution of the tax system. This will show that comprehensive reform is now
necessary to avoid massive and increasing distortions that cost our economy
dearly, curtailing growth and reducing the number of jobs.

Marginal tax rates have been on a secular downtrend, not just in the
United States, but throughout the industrialized world. Why? Not because
polticlans are now more eager than fn the past to cater to the rich. Rates
have been falling, but not fast enough, as a necessary response to tax
avoidance and tax evasion. This has been explained by no less an authority
than Francisco Forte, an important member of the Itali{an Socialist Party,
Professor of Finance at the University of Turin, and now a minister in the
Italian cabinet. Professor Fort2 has explained that lower effective tax
rates, especially at the top, are essential not only to minimize tzx avoldance
and evasion, but to most effectively mobilize economic resources. The
question, theref?re, is whether to have lower marzinal rates -~ which improve
incentives - or iower effective rates through loopholes and evasions =-- which

lessen economic efficiency.
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An increase in nominal income has put many more individuals into high tax
brackets. High taxes, by necessity, must be riddled with loopholes, in order
to keep the economy functioning. These loopholes were originally designed to
provide a boost to certain industries or to promote a social goal, but now
serve to reduce effective tax rates in an era of high marginal taxes.

In spite of reduction in the top U.S. marginal tax rate from a high of 90%
at the end of World War II to the present 50X, so-called tax expenditures, .
which repre;ent a rough approximation for the use of loopholes, have
mushroomed. According the the Joint Committee on Taxation, total tax
expenditures amounted to $36.55 dillion in 1967. The estimate for 1986 is
§424.5 billion.

We strongly support simplifying the tax system and reducing tax rates. A
well-designed reform mpust substantially reduce marginal tax rates while
eliminating or curtailing tax deductions and credits.

My testimony today on President Reagan's tax plan i{s necessarily
tentative. We are still canvassing our Advisory Board and our Board of
Directors for their comments on the President’s plan.

Our initial impression is that President Reagan's tax reform plan {s an
jmportant step in the right direction -- an improvement on the current tax
system. We would probably support its adoption in its present form, but we
think it can be substantially improved.

As a point of comparison, we think the best fundamental tax reform
proposal to date has been made by Stanford University economists Robert é.
Hall and Alvin Rabushka. This plan has been introduced in the 99th Congress
by Senators Dennis DeConcini and Steve Symms (S. 321). This comprehensive
flat rate reform is breath-taking in its simplicity, fairness and efficfenc:.
It’s also the only flat-rate tax proposal to date to tackle the corporate

income tax head on, something that must be a part of any major tax reform.
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The Hall/Rabusika proposal rests on four basic prgyciples: 1) All income
should be taxed only oace, as close as possible to its sourca; 2) All types of
income should be taxad at the same rate; 3) The poorest households should pay
no ingome tax; 4) Tax returns for both households and businesses should be
simple enough to fit on a postcard or on one page.

The current personal and corporate incoue taxes would be replaced with an
individual compensation tax and a dusiness tax with the same low rate.

The individual compensation tax would apply to income received as wage;.
jallriea, and pensions (when retired). The fringe benefits and pension contri-
butions would not be taxed when received by the {ndividual because they are
nondeductible items under the business tax, and thus are taxed once in that
system. “rhe zero bracket smount and personal exemptions would total $12,600
for a married couple filing jointly with two dependents. No other deductions
would apply for individuals. The only deduction that should be considered in
such a system would be one for charitable contributig;s or medical expenses
that exceed 10 percent of income.

As the authors note, the business tax would apply "equally to all forms of
Jbusiness -= corporate, partnership, profealional, farm, rentals and royalties.
The base for the taxes is gross t;venue less purchases of goods and services
and compensation paid to employees. In addition, a capital recovery allowance
is deducted for investment in plant and equipment. No deductions are permit-
ted for depreciation, interest or payments to owners in any form.” No deduc-
tions are permitted for fringe denefits paid to employees, except for pengion
contributions.

We believe the rate for the Hall/Rabushka tax plan should bde no higher
than 19 percent, which 1s approximately enough to replace the tax collections
from the current personal and corporate income tax.

But wve can, and will, support intermediate steps to a flat-rate income
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tax., As such, President Reagan's plan is an improvement with many attractive

features, including the Eoilowtqﬁ:

It reduces marginal tax rates for individuals and corporations. The top

income tax rate for individuals would drop from 50X to 35%, while the top
_ corporate tax rate would drop from 46X to 33X. Marginal tax rates for
individuals would drop an average of 19%. The reductions in marginal tax
rates and the reduction in the differential of tax rates for different
investments allows for more efficient allocation of resources.

We believe this is the key to fashioning a tax system that will enable
this Nation to prosper for the rest of the century. Without substantial tax
rate reductions, economic distortions will continue to increase, slowing
ec9non1c growth and reducing tax compliance.

Other features of President Reagan's plan will reduce impediments to
economic growth. It reduces the maximum capital gains rate fréu 20% to 17.5%.
It reduces the double taxation of dividends by allowing corporations to deduct
10% of their dividend payments.

The Treasury Deﬁa:tmen: estimates that the President's plan would increase
economic growth, expanding the Gross National Product by an estimated 1.52
when fully phased-in. A latger tax rate reduction would increase growth more.

Economists Hall and Rabushka estimate that their flat-rate tax would increase

the GNP by 9%.

2

It would increase government accountability. This would be especially

true at the state and local government lavel. People who itemize deductions
take a deduction for state and local taxes. This makes the burden of these
taxes less for those who {temize. Not only {8 that unfair, £t is unwise.

State and local government programs should stand on their own merits, without

a federal tax subsidy.

It would lift completely the tax burden on people below the poverty line.
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It would also greatly reduce the income tax burden on the working poor, which
N
may reduce the demand for high welfare benefits.

It could help reduce interest rates. Because the marginal tax rates for

corporations and individuals would be reduced, there would beTIess incentive
to borrow and more income received, after taxes, from lending., This should
help reduce interest rates. In the past, the growth of consumer credit
relative to assets ha; slowed when effective tax rates have declined.

It {s less sensitive to iﬁflation. Indexing of individual income tax

rates and exemptions {s retained. Indexing would apply for th{ first time to
depreciif!%ﬁ deductions for business. Starting in 1991, {t would glso be an
option for computation of capital gains taxes. Indexing prevents taxpayers
from being pushed into higher tax brackets when they receive a cost of living
raise. .

Indexing of depreciation deductions allows businesses to better plan their
investments. Currently, the estimate of the value of depreciaiion deductions
“is based {n part on the expectation of future .inflatfon. Thus, the effective
corporate tax rate is very much dependent ogjzﬁ;“};ture inflation rate.
Indexing of depreciation deductions adds certainty to the corporate tax rate
and will lead to better eccnomic decisions.

Indexing of capital gains taxes prevents taxpayers from be?ng taxed on
fictitious, {nflation generated increases in the value of an aﬁget.

We would be unalterably opposed to a comprehensive tax reform bill if {ec
did not retain indexing of the personal exemption and the tax rate brackets.
One major comprehensive tax reform bill, the Bradley/Gephardt “Fair Tax,”
would remove indexing. As Table 1 shows, bracket creep would remain a severe
problem under the "Fair Tax" proposal. R

If inflation runs at 5 percent for iive years, a family of four earning

$15,000, with one wage earner whose income keeps pace with inflation, will
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find their income taxes 63.8 percent higher than if the tax system had been
indexed. A similar family making $25,000 would find their taxes 17.6 percent

higher, while the family earning $40,000 would find thetr taxes 34.2 percent

higher.
Table 1
Increase in Taxes Caused by Five Years of Tax Bracket Creep
Under the Bradley/Gephardt "Fair Tax"
Family of Four, One Wage Earmer
1985 1990

Adjusted Adjusted 1996 1990 1990 1990
Gross Income Gross lncome Tax Due  Indexed Tax _ $ Increase X Increase
$10,000,00 $12,762.82 $218.79 $0.00 $218.79 N.M.
$15,000.00 $19,144,22 $1,112.19 $678.98 $433,21 63.8%
$20,000.00 $25,525.63 $2,005.59 $1,572.38 §433.21 27.6%
$25,000.00 $31,907.04 $2,898.99 $2,465.78 §433.21 17.6%
$30,000,00 $38,288.45 $3,792.38 $3,359.17 $433.21 12,92
$35,000.00 $44,669.85 $5,246.16 $4,252.57 $993.59 23.4%
$40,000.00 $51,051.26 $6,905.33 $5,145.97 $1,759.36 34,2%

Source: National Taxpayers Union staff computations. All calculations assume
that the proposal became effective in 1985 and that the annual inflation rate
for 1985 to 1989 is a constant 5 percent. Calculations also assume that income
is from wages, that the 1985 income grows at the annual inflation rate, and
that no itemized deductions are claimed.

Inflation has a regressive effect on taxpayers under the Bradley/Gephardt
proposal. Because the tax rate brackets are so widely spread apart, every
taxpayer in the standard !4 percent tax rate bracket finds that the income tax
increase caused by inflation {s the same dollar amount. For example, after two
years, the family of four earning $15,000 finds their taxes $160.72 higher, as
does the family of four making $35,000. That's an increase of 27,4 perceat for

the lower iancome family, but an increase of only 4.4 percent for the higher

income family.

How to lmprove President Reagan's Tax Reform Plan

The Committee should improve the President's plan by further reducing tax
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rates, closing more tax loopholes, and further simplifying the proposal.

Lovering marginal tax rates is by far the most important improvement

which can be made. Among the leading tax reform plans, President Reagan's plan
proposes the highest top marginal tax rate -- 35%. Senator Bradley and
Congressman Gephardt propose 30X, Congressman Kemp and Senator Kasten‘pggszgz; =
28.8%, and Senators DeConcini and Symms propose i9%.
Lowering the top rate is important because it minimizes the attractiveness
of the remaining tax loopholes. With the remaining deductions worth less,
people will spend less time and money Eigﬁring out how to maneuver through the
tax system. It also reduces the attractiveness of income shiftiggafyom year to

year to take advantage of a lower bracket in a lower income year.

The easiest and most effective way to lower tax rates without rewriting

President Reagan's plan i{s to better target the personal exemption. The

rationale behind increasing the exemption is to permit families near or below

the poverty line, to eliminate or reduce their tax., To low income earners, a
personal exemption of $2,000 is worth at most $300 in tax savingeywwh®¥e It is - -
worth $700 in tax savings for taxpayers who need it less =-- the top bracket

earners. This is silly.

It would be better to target the personal exemption by turniang it into a

tax credit of $300 for each personal exemption. This would fully retain the

$2000 deduction value of the personal exemption for those families and
taxpayers in the 15% tax bracket (15X x $2000 = $300), while effectizeiy.
reducing the value of the personal exemption to $857 (35% x $857 = $300) for
taxpayers in the 35% bracket.

I estimate this change would "raise” about $10 bdillion. This "gain” should
be used to reduce the 25 and 35% tax rate brackets since taxpayers in these
brackets bear the burden of this change. It's hard for us to estimate _.bow far —

rates could be reduced, but our guess is that a reduction to 24% and 33% could
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be financed with this one winor change.

Martin and Kathleen Feldstein estimate that this change would raise about
$19 dillion. If their estimate is correct, more rata reduction for the top two
brackets would be possible.

They also propose "to limit the increase (in the personal exemption) to
children and not to give any increase to adults.” They estimate the revenue
gain to be $25 dillion which they propose to use for more across the board tax
rate reduction.

Eliminating the personal exemption tax credit for taxpayers in the 35%
bracket would raise another $2.5 to $3 billfon. This alone is almost enough
to finance a reduction i{n the top rate to 33%.

The first Treasury proposal taxed more sources of income, in particular
fringe benefits. By 1990 it would have "raised” about $18 dillion from
including three types of fringe benefits as income. But the new plan only
would raise roughly $4 billion by that time -~ a loss of about $14 billion.
The original Treasury proposal limited the exclusion of health insurance, but
it would have provided a strong incentive for employers to provide for adequate
health i{nsurance for their employees. This health insurance “"cap” would also
help limit rising health care costs by limiting the tax deductibility of this
fringe benefit. Special treatment of "cafeteria” plans and group term life
insurance would have also been ended. This $14 billion of tax revenues could

be used to further reduce tax rates across the board by at least another

percentage point for each bracket. AR -

Another important step that can and should be taken {s to reduce the tax

incentive for borrowing, particularly consumer borrowing. Curtailing the bilas

toward borrowing will lower interest rates and bring down the value of the

dollar. We think that the fundamental reason that real iaterest rates are high

is that total borrowing by business, goverument and consumers i{s now more than
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153% of GNP. The last time it reached this level was just before the Great
Depression. It would be prudent for the Congress to further curtail the tax
incentives that have brought {nterest rates and borrowing to such dangerously
high levels.

While the President's tax plan is not biased against heavy manufaccuring,
it does reduce the tax bias in favor of these industries. This will increase
their cost of capital. Reducing the tax bias for borrowing will help these
industries because interest rates and the value of the dollar will be lower,
This will mitigate the damaging effects of eliminating the investment tax

credit on these {ndustries.

Conclusion
Income tax reform that substantially reduces tax rates could have many
economic and 3social benefits. President Reagan's tax reform proposal would

{mprove our tax system, but further improvements are possible. We hope the

Committee will report a comprehensive reform plan for consideration by the

Senate.

The CHAIRMAN. I have gone around asking people the question,
What rate would you get the top bracket down to? Before, they
didn’t really care much about deductions, one way or the other.

Mr. Davipson. Exactly.

The CHAIRMAN. Oh, 25-30, around in that area. At that stage you
would remove a lot of the antagonism toward even further reform,
because not many people would care about the deductions.

Mr. DAavipsoN. Absolutely. That’s why we favor your suggestion.

The CHAIRMAN. Mr. Goffman.

STATEMENT BY JOSEPH GOFFMAN, STAFF ATTORNEY, PUBLIC
CITIZEN’S CONGRESS WATCH, WASHINGTON, DC

Mr. GorrmaN. Thank you, Mr. Chairman. .

Public Citizen very much appreciates your invitation to appear
here today, and we would like to commend you and the members of
this committee for your responsiveness and receptivity to consider-
ing the issues of tax reform.

As you probably know, Public Citizen is the public advocacy or-
ganization founded by Ralph Nader in 1971, and its current mem-
bership is 80,000. I am a staff attorney with Public Citizen’s Con-
gress Watch, which is the lobbying arm of Public Citizen.

I am glad to be in a position to follow up on some of the remarks
made by the first group of panelists this morning, because I think
what they show is that 1985 has to be looked as the year of the
average American taxpayer. I think this is going to be the year
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that the ordinary working person will get what he or she wants
from this committee and this Congress. After all, the popular per-
ception is that all sorts of small groups and special interests have
gotten what they wanted, and this is our yea~ to show the average
American that the political process, particularly the tax-law-writ-
ing process, can be responsive to his and her needs. :

What the average American taxpayer wants is relief {rom a tax
system that permits the General Electrics and the Lockheeds to
earn hundreds of millions of dollars in profits without paying fed-
eral income tax, a tax system that permits something like 9,000
people who earn more than $250,000 a year to pay nothing in Fed-
eral income tax. -

What the American taxpayer wants, also, is relief from a tax
system that makes industrial policy by accident, in that it so dis-
torts economic decisionmaking that the average business person or
investor spends almost as much energy thinking about the Tax
Code as about the most productive uses of investment resources.

In short, what the average American wants is real tax reform, so
that all taxpayers, personal and corporate, will bear their just
share of the tax burden, and so that it will be the market and not
the Tax Code that determines the way our society’s resources are
allocated.-

President Reagan has shown us an important first step in that
journey toward tax reform. The President’s plan gives some relief
to the poorest taxpayers, it curtails a number of unwarranted cor-
porate tax subsidies, and it does scale back several provisions that
foster some of the worst Tax Code created distortions in the econo-
my. In all, the President has given us a respectable miscellaneous
Tax Code improvement act, but it is not yet close to real tax
reform.

To give the ordinary American taxpayer the true tax reform that
he and she want, this committee will have to surpass the Reagan
plan; this committee will have to follow the example of the anony-
mous authors of last November’s Treasury proposal and of Senator
Bradley and Representative Gephart, and turn a deaf ear to the
special interests in order to bring an end to economic distortion
and tax avoidance by the rich and the profitable.

Let me just hit on a couple of examples. We feel that true tax
reform legislation must provide for a business depreciation system
that resembles the one that was put forward in the Treasury plan
and not the one in the Reagan plan. The President’s CCRS depre-
ciation proposal is an unmitigated bonanza for business. The Presi-
dent’s plan even announces this because it unabashedly congratu-
lates itself for lowering effective tax rates, for corporations in par-
ticular. As a result, the President’s depreciation scheme would
foster massive corporate tax avoidance, perpetuate significant dis-
tortions in investment decisionmaking, and build a huge revenue-
losing hole into the Tax Code, a hole that we fear would do nothing
but add to the budget deficit.

At the same time, true tax reform legislation will not include a
capital gains preference like the President’s plan now does; instead,
it will treat capital gains as ordinary income. Like incentive depre-
ciation, capital gains preference distorts economic decisions and
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permits significant tax avoidance, and it is of vastly disproportion-
ate benefit for the rich.

The President’s plan, unfortunately, offers a troubling example
but a useful one of how special interest politics can frustrate the
true tax reform that Americans want. The President’s plan gives
families earning between $20,000 and $60,000 a year a $150 yearly
tax cut, on average, which works out to a little less than $3 a week.
At the same time, the plan also gives those who earn more than
$200,000 a year a $9,200 yearly cut. We don’t think that is any-
body’s idea of real tax reform. That $3 is not enough to sell the
American people on a tax code that would continue to provide tens
of billions of dollars in depreciation and capital gains giveaways for
big business and the rich.

In conclusion, Mr. Chairman and members of the committee, this
committee must rise above the limitations that both the Reagan
plan and the special interests would impose on its work, and give
the American people true tax reform.

Again, thank you very much for having us here.

The CHAIRMAN. Thank you.

Mr. Baumbusch.

[Mr. Goffman’s written testimony follows:]
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Mr. Chairsan and Meabers of the Committee: Public Citizen
very much appreciates the opportunity to testify today on the
subject of tax refors. Public Citizen, supported by 80,000
grassroots members, is the public advocacy organization founded
by Ralph Nader in 1971. I am Joseph Goffman, an attorney with
Congress Watch, the legislative lobbying arm of Public Citizen.

INTRODUCTION

As an advocate of tax reform, Public Citizen has long
sought to prolpto the interests of the asverage American
taxpayer. We have traditionally favored a tax code that ensures
that all taxpayers, both individual and corporate, bear their
just share of the collective tax burden. In addition, we believe
that the tax code shiduld be aconomically neutral and not the
vehicle for an unexamined, covertly carried out industrial
policy. To these ends we have advocated a broadly defined tax
base and a high degree of progressivity in effective tax rates
and we have also consistently opposed tax-expenditure subsidies
for corporate activity.

We have attempted to measure The President's Tax Proposal to

the Congress for Pairness, Growth and Simplicity (°Reagan Plan®)
against these principles of just purden-sharing and economic

noutrnlity.' Our preliminary analysis persuades us that the

* Our analysis is not complete and ve ask the Committee's
permission to supplement our testimony, if necessary.
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Reagan Plan repregents a significant improvement of the federal
tax code, but it is not tax reform. If enacted it would provide
tax relief for the poor and for lower-income taxpayers. Its
treatment of the investment tax credit, the acceleration aspects
of depreciation, the definition of capital assets and the
deductibility of interest payments would correct to a significant
extent the economic distortions now wrought by the tax code.
Moreover, the Plan calls for the elisination or limitation of a
host of industry-specific tax subsidies and preferences.
Finally, the Plan appears to effect a modeat shift in the tax
burden from individuals to business. Por these improvesants, the
President deserves our applause.

At best, however, the Plan might justify the name, The
Miscellaneous Tax Improvement Act; to call it tax reform would bdbe

an outright deception, because with its "incentive® depreciation
system, its retention and expansion of a capital gains
preter;nce, its perpetuation of tax breaks for the oil and gas
industry, its preservation of a number of tools for tax shelter-
building, and its generous tax cﬁt for the cich, the Plan bears
the authorial stamp of special interests and not of tax
reformers.

Alndcod, the measures adopted by the Adainistration in
tranforming last November's Tax Reform for Fairness, Simplicity,

and Economic Growth ("Treasury Plan®) into the Reagan Plan

favered business and the rich over the average, middle-income
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taxpayer, and wé:e clearly the work of the President's special
interest allies and not the champions of tax reform who produced
the Treasury Proposal.

As & result, it is up to the Comnmittee to seize a unique
opportunity to achieve true tax reforam. NRotwithstanding the
inadequacies in his own plan, the Preaident ig in the process of
kindling widespread enthusiasm for true tax reform among an
American public that in poll after poll reports its keen
avareness of the unfairness of the current tax system. Such
enthusiasa will be an indispensable political tool for bringing
about tax reform. At the same time, that enthusiass will change
into deep outrage if the demand for *ax reforms is not met and
the principles of tax reform are betrayed in any way, including
in the way t:at the Reagan Plan betrays them., It im critical
that this Committee not fail.

To succeed, the Comamittee must wage a campaign on two
fronts. Pirst, it must not yield to the myriad special interests
who would reverse the improvements made in the Reagan Plan, for
those imprcovements are worth the struggle and should bs defended
vigorcusly. At the sama time, though, the Committee must correct
the defects of the Plan and fashion its own legislation that will
embody tue principles of justice and neutrality upon which real
tax reform ig based..

Portunately, it has before it two documents that will short-
cut the process of putting together such legislation. By looking
to the Trsasury Proposal unveiled last November and to the
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Bradley-Gephardt Fair Tax, the Committee has the blueprints ané

the materials for building genuine tax reform legislation.

I. The Nseed for Tax Reform

A. Justice and Taxpayer Morale

In 1974, a poll conducted by the Advisory Council on
Intergovernaental Relations found thet Americans considezed the
federal income tax the fairest of all taxes; today they consider
it the least fair., In a poll commissioned by the Internal Revenus
Bervice, four out of tive of the people surveyed axpressed the
conviction that the tax system is unfair because it benefits the
rich but not the ordinary oitisen, Beventy-four percent believed
that people cheat on tSot: taxes because the “system is unfair.”
The American tax systes is unigualy bduilt on voluntary
compliance. People pay their taxes because they respect the
suthority of the tax system, but without fairness--without each
taxpaying pereon or entity bearing the appropriate burden--the tax
systes forfeits that authority. 1t Li, therefore, not surprising
that 19% of the surveyad taxpayers adaitted to cheating. As a
result, the Treasury lost $90 billion in unpaid taxes in 1981
(the last year for which figures are currently available) and the
IRS projects a steady incresse in that figure. What we have,
then, is a simmering taxpayer rebellion. The key to solving it
is not simply to offer token tax cuts to middle~income taxpayers,
but to reatore the prinoiples of faitrness upon which the
authority of the tax system rests. As Ronald A, Perlman,
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Assistant Treasury Secretary for Tax Policy has said: "People are
expressing the view not that they're paying more tax ... but ... that
they don't think they're taxed fairly."

Tax system injustice is blatant. 1In its well~knrown,

shocking study, Corporate Income Taxes Lg the Reagan Years,

Citizens for Tax Justice revealed that between 1981 and 1963, 128
of our biggest, most profitable corporate giants paid no taxes
and/or received a tax refund in at least one year. At the same
time, the Treasury estimated that in 1983, 9,000 people with
incomes greater than $250,000 paid no taxes. The four out of
five people who reported that the tax system was unfair certainly
knew what they were talking.about. Wwhat is more, the fajlure of
profitable corporations and rich people to bear their just burden
of taxes imposes a real, additional burden on the rest of us: it
corporations were paying taxes at the rate they did in the
1960's, the current deficit would be half of what it is now. fThe
shrinkage of the corporate tax share from 25% in the 1950's and
1960's to 6% to 8% in the 1980's has thus had real and terrible
consequences for this country.

The first indispensable element of tax reform, then, is
ending tax avoidance by rich people and profitable businesses.
The tax code should be designed to collect revenue from each
entity according to ability to pay; it must not include
subsidies, particularly when, as now, it is primarily the rich

and profitable who can best take advantage of these subsidies.
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B. Bconomic Neutrality

To be coherent, tax reform must carry out one particular economic
idea: it is the free market and not the tax code that is the more
economically efficient allocator of resources. The current code,
riddled as it is with countless tax preferences, has long since proven
its inferiority as an allocator. According to the EBconomic Report of
the President (Pebruary, 1985), p. 78:

The result of all of these special features [in the tax
code] is an extraordinarily complicated system that affects
the return to labor supply, saving, investment, and myriad
other activities. By altering the relative returns to
varioug activities, the system diverts resources into less
productive but more tax-favored activities. Consequently,
the country wastes a substantial fraction of potential
national income. Some of this waste is unavoidable under
any income tax system; much of it, though, results bhecause
the system has strayed so far from a pure income tax
concept.

The sheer misquidedness of tax code allocation is legendary,
with, for example, cities like Houston drowning in enough vacant
commercial office space--built by tax-motivatnd developers-- to housn
all of the commercial office space occupants in Philadelphia, At the
game time, the tax code is powerless to effect even its crudest
objectives such as stimulating investment. In The Failure of

Corporate Tax Incentives, Citizens for Tax Justice found that from

1981 to 1983 the 50 largest, most profitable coipanies who benefited
most from so-called tax incentives by paying little or nothing in
taxes actually reduced their investments. At the same tima, the 50
companies in the study which had the highest effective t x rate
during that period jincreased- their investments. Not only is this

industrial policy a failure in terms of its economic results, but it
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represents a gserious corruption of the political syatem since it
is formulated in virtual secrecy and carried out covertly:

The tax code effectively guides the allocation of

capital, overriding private market factors and the

individually expressed consumer preferences they

represent. This undeclared government industrial

policy has grown dramatically in scale and yet {t

largely eacapes public scrutiny or systematic

teview.

Treasury Proposal, p. 57.

The second indispensable element of tax reform ie ending the
process of industrial policy-making by tax code. Thanks to the
tax code's so-called incentives which "divert resources into less
productive but more tax-favored activities,® our present economy
forces those who would pursue the most productive market-guided
activities to compete for capital and other recources with those
who would use them to pursue less productivd tax-favored
activities. without such pointless competition, the cost of
capital and other resources would surely fall and the productivity

of the economy would surely rise.

C. Tax Shelters

The tax shelter plague and its cure crystallize the issues
and principles of tax reform. Tax shelters are exclusively the
creatures of the spate of "incentives" in the tax code. S8ince
they exist to create on-paper losses by which taxpayers can
shelter from taxation other, real income, they are almost by
definition non-productive--or substantially less productive--than
investments that are made for the purpose of .profit not tax

avoidance, At the same time, tax shelters are virtually in the
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exclusive domain of the rich, who use them to avoid paying taxes
they would otherwise owe.

Tax shelters combine the supposed incentives in the tax
code, like depreciation, the investment tax credit, the interest
deduction for borrowed money, the capital gains preference and
the myriad industry-specific tax-breaks in the code to create
losses on paper which taxpayers can use to reduce their tax
bills. Tax shelters are a real growth industry. From 1976 to
1983, public sales offerings of tax shelters grew at an average
yearly rate of 55 percent Ghile new public offerings of coamon
stock grew at a 31 percent rate and new business incorporations
at a 7 percent rate. In 1983, at least $49 billion were invested
in tax shelters and as much as $65 billion may have been invested
in 1984,

The Treasury itself estimated that tax shelters cost it
$17.5 billion in tax revenue in 1983 and some analysts project
that that figure may have jumped to $24 billion in 1984. The
beneficiaries of this tax code largesse were, of course, the
rich., Eighty-two percent of the benefits of tax shelters went to
people whose income exceeded $100,000. The 9,000 people
mentioned earlier whose incomes were more than ¥250,000 and whose
tax bills were zero used tax shelters to negate their tax
obligations. At the same time, without tax shelters, the annual
éax bill for the average American taxpayer could be reduced by
about $300. .

Tax shelters are diverting investment capital from its most
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productive uses and are interfering with the economics of
specific markets such as farming and real estate. Becauee tax
shelters seek "losses,” they can support business practices that
the market would not bear, such as over-paying for real estate or
over-producing farm commodities.

Accorhing to the Department of Agriculture study, The Effect
of Tax Policy on American Agriculture, tax shelters have boosted
the price of farm land, decreased the population of working
farners who own their own land, made it more difficult for young
farmers to buy land and created incentives for farming practices
that make for good shelters but encourage abuse of the land and
natural resources,

Real estate tax shelters account for almost half of all
sales of commercial properties. Because shelters seek tax losses
not profits, tax shelter buyers are willing to pay more for
property than investors who cannot exploit the tax shelter
benefits. Analysts state that shelters have inflated the
commercial property prices by 20 to 25 percent and investment
property prices by 30 to 35 percent. At the same time, real
estate shelters have created market gluts in a number of regions,
In 1980, the national vacancy rate for office space was 3.8
percent; today it is 16.7 percent, In Houston, the vacancy rate
is 20.9 percent and in Denver it is 27 percent.

Tax shelters epitomize both the injustice and economic

wastefulness of the tax code; one of the measures of a bill's
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claim that it is true tax reform is its success in eliminating

tax shelters.

II1. Real Tax Reform

A. The Packwood/Finance Bill

The Reagan Plan is no nore than a miscellaneous act that
would bring some specific improvements to the current tax code,
Public Citizen is convinced that these inﬁrovenenta would be
vital and would justify full support. The Reagan Plan, however,
is not tax reform. If it is enacted it would still leave in
place a tax code that continued to work distortions on the
economy by means of so-called incentives. Problems of
substantial corporate tax avoidance would remain as would
significant unwarranted tax code subsidies for business activity.
In addition, the plan extends the Administration's continued
attack on progessivity.

If we are to have genuine tax reform legislation this year,
then it will have to be the work of this Committee. Public
Citizen strongly urges the Committee to draft its own proposal.
Certainly, the Reagan Plan can serve as a starting point, but
more important, the Cormittee should be closely guided by the
work of true champions of tax reform: Senator Bradley,
Representative Gephardt and the anonymous authors of the Treasury
Proposal unveiled last November. The latter document in
particular provides both a model of a viable tax reform plan

embodying the principles of justice and neutrality and a rough
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standard by which to examine other proposals, including the
President's.

Using these models, Public Citizen presents below its views
on selected key provisions that would have to be a part of any

tax reform legislation this Committee produced.
N

B. Depreciation
The first test of any tax code's faith in the market as the

most productive allocator of capital and resources is its capital
cost recovery system. It is here that the tax code may be most
vulnerable to the s{ren song of "incentives.” The current
Accelerated Cost Recovery System ("ACRS") was created in 1981
specifically to introduce substantial new economic incentives.
No more eloquent an indictment of ACRS can be found than that
included in the Treasury Proposal, at pp. 156-157:

The low or negative effective rates on ACRS property and the
tax deferral resulting from accelerated depreciation
allowances distort investment decisions in a variety of
ways. Pirst, ACRS disproportionately benefits capital-
intensive industries and methods of production. Income from
sectors of the economy without significant investment in
depreciable property typically face higher effective tax
rates. Second, ACRS favors existing busineases over new,
start-up businesses, and tax paying businesses over those
with tax losses. Accelerated cost recovery allowances are
more likely to be used fully by established, profitable
businesses than by new companies with substantial start-up
costs or by loss companies without net income. The
potential unavailability of ACRS benefits may in turn lead
to tax-motivated acquisitions or combinations that permit
the benefits to be used fully in the year incurced.

Finally, ACKS has fueled the growth of tax

shelters. The low or negative effective tax rates on
ACRS property, especially in the early years of
acquisition, make possible the sheltering of an
investor's unrelated income and the accompanying
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deferral of tax liability. This encourages taxpayers

to make ctherwise uneconomic investments in order to

obtain tax benefits. Also, the prospect of substantial

up-front deductions encourages excessive churning of

assets.

In addition, analysts have demonstrated that ACRS favers
equipment acquisition over new job hiring and occasions
massive business tax avoidance.

The Tzeasury Proposal managed to discuss its Real Cost
Recovery System ("RCRS") without once talking about "incentives.®
Moreover, it was here that the Proposal expressly rejected the
tax code as an allocator of resources along with its "undeclared
government industrial policy." Treasury Proposal at p. 157,
Inastead, the Proposal set forth a system to account for the "real
economic loss inherent in the use of assets over time." Id.

Public Citizen urges the Committee to adopt a real economic
depreciation system modelled on RCRS. Like the authors of the
Treasury Proposal, we believe it is essential that the
depreciation system neither produce any significant reduction in
statutory rates nor create variations in effective tax rates
among differing assets and industries. Treasury Proposal, p. 162,

The Reagan Plan would enact a depreciation system that would
improve upon ACRS by reducing the economic distortions ACRS now
creates. Specifically, the Reagan Plan, like RCRS, would
classify assets for purposes of their recovery periods in a way
that more accurately reflected their actual depreciation. This

would partially equalize the net effect of depreciation on the

variety of depreciable assets and largely, but not completely,
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eliminate the inefficiencies in resource allocation that ACRS
creates. By extending recovery periods and minimizing the
*front-loading® effects of ACRS, the Reagan Plan would render
depreciation a somewhat less useful tool to a tax-shelter
builder.

Even with these features, however, the Reagan Plan's
depreciation system is more distorting in its economic impact
than the Treasury Plan’s RCRS as it would continue to yield
divergent effective rates on different types of assets. See
Reagan Flan, p. 159.

wﬂat is more critical, is that at a time when even steel
industry analysts acknowledge that "the availability of capital
is more important than tax law for industrial planners" (Wall
Street Journal, 5/30/85, p. 10.), the creators of the Reagan Plaﬁ
betrayed completely the Treasury Proposal'’s resistence to
*incentives.” The Reagan Plan's discussion of its Capital Cost
Recovery System ("CCRS®") is riddled with references to
®*incentives” that would be highly costly in terms of tax
expenditures. The present value of most assets under CCRS would
be higher even than under ACRS, reflecting the generous
deductions business would enjoy during virtually every year of
the extended recovery periods provided under CCRS. The Plan
hardly disguises that the "incentives® in CCRS are interded to
create generous tax subsidies for business. While the Treasury

Proposal's RCRS expressly sought to minimize the gap between
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statutory and effective tax rates (Treasury Proposal, p. 162) the
Reagan Plan omits any reference to the problem of corporate tax
avoidance by means of depreciation (Reagan Plan, p. 148). In
fact, the Reagan Plan frankly states that the CCRS depreciation
allowances "would be more valuable than accelerated ACRS
depreciation allowances,” and "would produce ... lower ...
effective tax rates” than either current law or the Treasury
Proposal. Reagan Plan, p. 149. Thus, while the Treasury
Proposal's depreciation system would have increased revenues by
$213 billion in the first five years, the Reagan Plan would raise
only $38 billion in that period and_would lose revenue
thereafter.

The Reagan Plan's inclusion of a rate differential recapture
provision for taxes deferred through ACRS is critical to
maintaining fairness. Regardless of the depreciation system
adopted to replace ACRS, it is essential that companies that
benefited from depreciation deferrals under ACRS pay their
deferred taxes at the rate prevailing at the time of initial
' deferral and not at the new lower rate.

Unfortunately, this provision serves to disguise the tax
avoidance conseguences of CCRS. While the recapture provision
would curtail some of the corporate tax subsidies created by CCRS
in the very short run, that is, until 1988 or 1989, it must not
obscure the fact that the Reagan Plan would retain at least 808
of the current annual $80 billion depreciation subsidy in the

short run and would actually increase ths corporate subsidy in
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the long run. Moreover, the recapture provision permits the
Reagan Plan to overstate significantly the shift in tax burdens
from individuals to business. The estimated 22 percent short-run
increase in corporate taxes appears to include the $60 billion
expected under the recapture provision, By definition, though,
this ie only a transaction device, not a permanent part of the
tax code. As a result, the shift in taxes from individuls to
corporations built into the structure of the tax code by the
Reagan plan would be substantially smaller.

CCRS turns tax reform upside down by creating a system of
enormous corporate tax subsidies. It is essential that the
legislation produced by-this Committee reject CCRS and
incorporate a depreciation system free of both economic

distortions and opportunities for corporate tax avoidance.

C. capital Gains
Once again, the Treasury Propogal, echoing the views of leading

economists, such as Harvey Galper and Henry Aaron of the Brookings
' Institution, provides the clearest statement of tha problems of
distinguishing capital gains from ordinary income:

Neutrality. The preferential tax rate for capital
gains also distorts investment decisions by providing a
potentially lower effective rate of tax on assets that
offer a return of income such as dividends or interest,
Along with other provisions that establish special tax
treatment for particular sources and uses of income,
the preferential tax rate for capital gains is one of
an elaborate series of tax incentives for particular
businesses and investments. These incentives impede
the efficiency of an economy based on free market
principles. This undeclared government industrial
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policy largely escapes public scrutiny, yet it
increasingly controls the form and content of business
and investment activity.

Simplification. The sharp distinction in tax rates

under current law between capital gaina and ordinary

income has been the source of substantial complexity.

Application of different tax rates to different sources

of income inevitably creates disputes over which assets

are entitled to the preferential rate and encourages

taxpayers to mischaracterize their income as derived

from the preferred source. A significant body of law,

based both in the tax code and in judicial rules, has

developed to deal with these matters., Its principles

are complicated in concept and application, typically

requiring careful scrutiny of the facts in each case,

The taxpayer and the Internal Revenue Service resources

consumed in this process are substantial, yet there is

little basis for confidence that the results derived

in particular cases are even roughly consistent.

Treasury Plan, pp. 180-181,

Here, too, the Committee should reaffirm its faith in the
market, rather than the tax code, as the superior allocator of
resources. If the Committee sustains this faith with regard to the
rest of tax reform legtslation: then no economic benefits will be
loet by taxing capital gains at ordinary income rates. As the
Treasury Proposal stated at p. 186, for example: "the enactment
of measures to reduce the advantages of investment in
" unproductive tax shelters, should increase the supply of capital
available to high technology industries.”

In addition to eliminating another tax-created distortion in
the economy, erasing the distinction between capital gains and
ordinary income would redress a critical unfairness in the tax
system: the capital gains preference is of primary benefit to the
rich and is a device for tax avoidance, According to Statistics

of Income, 1982, 42% of all capital gains benefits enjoyed by
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individuals benefited the top 1% of the population, those with
adjusted gross incomes in excess of $200,000. On the other hand,
only 158 of capital gains tax benefits went to the 68% of
taxpayers whose incomes were less than $20,000. By rejecting the
Treasury Proposal's replacement of the effective rate
differential between capital gains and ordinary income with
indexing, the Reagan Plan again demonstrated its bias in favor of
rich taxpayers. Indexing clearly favors those who hold asseta
for long periods of time (and, presumably, depend on nrdinary
income like wages) as opposed to those who trade their assets
(i.e. stocks and bonds) frequently (and, presumably, derive a
large portion of their income from these transactions). The
preferential rate, by contrast, is much more useful t; this
latter group. Studies have shown, in fact, that replacing the
preferential effective rate with indexing would reduce capital
gainsg taxes for the lower half of taxpayers, while increasing
them for the richest taxpayers, Moreover, the capital gains

~ preference i{s often the crowning element of the tax avoidance
devices used in tax shelters whose major beneficiaries are the
rich.

Admittedly, the Reagan Plan makes some beneticial
adjustments to current law's capital gains provisions., By
defining a capital asset more narrowiy and excluding depreciable
property, the Reagan Plan would blunt capital gains ag an

instrument of tax shelter building and curtail tax subsidies to
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specific industries that currently exploit the preference.

Rowever, the Reagan Plan's attempts to justify its reversal
of the Treasury Proposal reveals the illogic of perpetuating the
preferenca. Once again, the Reagan Plan betrays the faith in the
market as resource~allocator that was the foundation of the
Treasury Proposal, Pirst, the Plan asserts a telling self-
contradiction by contending that the preference is necessary to
encourage investment in "innovative activities that involve high
risk yet offer large economic and social returns.” Reagan Plan,
p- 167, No explanation is offered at to vhy the "large economic
returns® of such investments are themselves not enough to
stimulate investment without the assistance of the tax code.

The President and other defenders of this anti-market
“incentive® point to its role in promoting venture capitaliem.
Their position, however, is completely undercot by the Treasury
Proposal and recent economic history. In discussing its
provision for indexing capital assets and taxing them at ordinary
income rates, the Treasury Proposal observed:

Moreover, a maximum marginal tax rate of 35 percent

on indexed gains would produce effective rates that

are not substantially above those experienced during

the last two venture capital booms, (Tax rates of 25

percent during the 19608 and 28 percent fromd978 to

1981 on nominal gains were actually higher effective

rates due to inflation.) In addition, all investors

would continue to benefit from the deferral of tax on

accrued but unrealized plans.
Treasury Proposal, p. 186.

In addition, the most recent boom in venture capital was simply

not affected by the tax code. The single biggest eontributor to
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the recent venture capital boom has been the influx of investment
by pension funds, which, following recent changes in pension
management risk standards, accounted for about 33 percent of
venture capital in 1984. Lured by the strength of the dollar,
foreign investors have provided the second biggest source of
venture capital, contributing to 18 percent of the total in 1984.
Neither pension funds nor foreign investors pay federal income
taxes; by definition, their investment decisions were unaffected
by the tax code. Moreover, most of the rest of venture capital
came from sources like banks, insurance funds, university
endowments and private corporationa that would have paid taxoa'at
an extremely low effective rate regardless of their involvesent
in tax-favored venture transactions. According to Michael Barker
of the Gallatin Institute:

Only a small and declining share of the money going

into venture capital, about 19 percent over the last

five years, was coming from private investors who are

subject to the capital gains tax. And that percentage

is down to 15 percent today.
Even for that 15 percent who are taxed, it is clear that the
abolition of the capital gains preference would not alter their
investment behavior: a Gallatin Institute study demonstrated that
the average return on a venture capital investment is currently
77.7 percent. .

As for the entrepreneur or venturer, Assistant Treasury
Secretary Ronald A. Perlman has said: "I'm not at all sure that

the true entrepreneur cares about whether it's capital gains or

not capital gains, The inventor, the fellow in his garage doing
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his thing, is doing it for a different reason than whether his
ultimate return is going to be taxed at 25 or 35 percent.” New
York Times, *Your Taxes," 3/3/85, p. 39.

To introduce the distinction between capital gains and
ordinary income is to create economic distortion and an
opportunity for unjust tax avoidance. The supposed "incentive®
objectives of such a preference turn out éZ”BQ“HSiIBu. Not only
is a capital gaing preference irrelevent to the venture capital
market, but with a neutral depreciation system, the elimination
of a capital gains preference for real estate, the restriction of
interest deductability and the limitation of other tax-shelter
devices, a properly reformed tax code will continue to foster
investment. This Committee's tax reform legislation must abolish
once and for all the capital gains preference.

* * ® &

Pudblic CitiZen is deeply concerned that the Reagan Plan's
combination of a revenue~losing depreciation system and an
effective cut in the capital gains rate wiTI amournt to a
significant net tax cut similar to that created in the Economic
Recovery Tax Act of 1981, It is unclear whether or not this tax
cut contributed to the recent economic recovery. What is
clear is that thanksa to these cuts, the IRS was precluded from
benefitting from participating in the economy's recent growth.
Instead, we are suffering from a staggering budget deficit. No

matter how great the speculative benefits of an "incentive”
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depreciation system and an expanded capital gains preference may
be, they certainly pale in comparison to the vast economic harms

brought on by a continued or increased deficit.

D. 0il and Gas

Though the Treasury Proposal rejected expensing of
intangible drilling costs on the grounds that it contributed to
"divert(ing)] capital from other more productive, economic
activities,” (Treasury Proposal, p. 232) the Reagan Plan
substantially restored this tax-break. According to the Plan,
the preference is vital to our country's security as it will
protect us from over-dependence on foreign energy.

A8 usual, the Treasury Proposal presented the clearest
critique of the Reagan Plan's treatment of these tax preferences
and of the Administration's supposed justification for them, 1In
defending the Administration's "goal of increased reliance on
free-market forces underflying} ... (its] energy policy,” the
Proposal arqued that the tax preferences encourage over-
production and premature depletion of domestic resources and
discouraged conservation and development of alternative domestic
energy sources--a combination of factors that heightened, rather
than reduced, “"vulnerability to foreign supply disruptions.”®

A recent article in the Washington Post (6/4/85, p. 12)
also demonstrates that +he Reagan Plan's rejection of the
Treasury Proposal is a perfect example of the folly of making

industrial policy by means of the tax code, Energy economists
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have already rejected the preference as bad national security
policy and bad economic policy. They reason that tax-oriented
attempts to stimulate domestic production is nonsensical at a
time such as now when a world-wide oil glut is depressing prices,
since price rather than tax-favored treatient is the biggest
factor in determining production output. Moreover, some analysts
reason that America should be exploiting current low prices to
stockpile foreign oil and increase its strategic reserve. The
article, authored by Post Staff Writer Anne Swardson, stated:

The experience of recent years suggests that

exploration is closely tied to prices. Reagan's

decision in early 1981 to fully decontrol domestic oil

prices helped spark a sizable increase in new drilling.

The number of operating land rigs, for example, rose

36 percent from 1980 to 1981.

Worldwide oil prices then began falling in the face

of slumping economic activity, and, between 1981 and

1983, the number of operatim rigs fell more than 40

percent.

It is hard to believe that an Administration with the
analytic clarity to produce the Treasury Proposal could coamit
such a policy-making blunder six months later. Unfortunately the
oil and gas provisions of the Reagan Plan strongly hint at
special interest politics. It seems more than a coincidence that
with 22 Republicans Senators up for election in 1986 and, as the Wall
Street Journal (5/30/85, p. 1l1) reported, with disgruntled oil
tycoons mailing in the "Eagle pins” they received for
contributing to the Republican party, their industry should
prove to be one of the only ones to enjoy an industry-specific

tax break under the Reagan Plan,

51-219 0 - 86 ~ 5
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In view of reports that in 1984 0il producers in both their
individual capacities and through Political Action Committees
suve $520,000 in campaign contributions to members of this
Committee and its Senate counterpart, it is especially important
that this Committee's tax legislation not include tax-subaidies
for this industry., Let the Administration's policy errors serve
as a warning against special interest policy-making in the tax

code.

E, Real Estate Investments and Tax Sheltecrs
It goes without saying that the Commjttee's own tax

.cylislation should remove each tax shelter device now available
in the tax code. Generally speaking, the Treasury Proposal
succeeded in doing this to a tremendous extent. The Reagan Plan
was successful, but far less so. Its exclusion of depreciated real
property from capital gains treatment, its application of the
$5,000 limitation on deductible interest for certain real
property investments, its repeal of the investment tax credit,
its extension of the "at risk” rule to real estate investments
and even, possibly, the reduction of the top tax rate would put a
sarious dent in investors' ability to assemble economically
advantageous tax shelters, particularly in the real estate area,
However, the Committee should be wary of the prodigious
ingenuity of the éax shelter industry especially since the Reagan
Plan pressrves a number of tax avoidance techniques that have

long been elements of tax shelters, including ®incentive®
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depreciation rates, the capital gains preference, the oil and gas
drilling preference and the pass-through of losses to limited
partners regardless of their number., In addition, wealthy
investors could probably circumrvent the "at risk® rules and the
interest deduction limitation. Moreover, agricultural shelters
will still be able to exploit the capital gains preference for
farm land and rapid depreciation for single purpose farm
structures. It is likely that the tax shelter industry, though
reduced, would survive under the Reagan Plan. The Committee must

ensure that it does not.

F. The Investment Tax Credit

The Committee should follow the lead of the Reagan Plan in
repealing the investment tax credit ("ITC"). As long ago as
1978, noted economists Alan Auerbach and Lawrence Summers
concluded, in a study of the ITC, that the credit actually had
deleterious effects on the economy. The Treasury Proposal
concurred:

The investment tax credit creates an investment incentive
that favors some forms of economic activity over others,
discriminates among taxpayers within a single industry, and
encourages tax-motivated, noneconomic behavior, Because the
investment credit is generally limited to inveatments in
tangible personal property, it favors capital-intensive
industries over labor-intensive industries, 1In addition,
the ability of taxpayers to benefit from the credit depends
on their having taxable income. Thus, start-up, fast-
growing, and loss corporations typically derive less benefit
from the credit than existing, profitable corporations in
the same industries.

The investment tax credit also distorts investor
behavior by skewing the relationship between pre-tax
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and after-tax returns on investment., Taxpayers are
encouraged to invest in activities eligible for the
credit or other preferences rather than activities
which, in the absence of tax considerations, might
produce a greater economic return. The intrusion of
tax into economic life is shown most plainly in the
numerous tax shelter offerings which depend upon the
investment tax credit and certain other dedyctions and
credits for their viability. To the extent taxpayer
energy and resources are consumed in pursuing tax
rather thap economic advantage, the growth and
productivity of the economy as a whole are weakened.
Treasury Proposal, p, 173.

In tcue tax reform legislation, properly based on the principles
of economic neutrality and reliance on market forces to maximize
productivity and growth, a blatant corporate subsidy like the ITC

has no place.

G. The Research and Development Credit

The ineffectuallity of the tax code in setting industrial
policy is also exemplifjed by the Research and Development Credit.
According to Robert Eisner, an econogpist at Northwestern University
and a student of the credit, "I would say as an experiment, it's
not turning out to be much of a success.” Professor EBisner

characterised it as a "huge waste of taxpayers' funds." (National

Journal, 3/16/85, p. 578.) Economist Edwin Mansfield of the
University of Pennsylvania said, "there is little to indicate that
the credit boosted business research and development expenditures.
In fact, increasea in research and development expenditures were
greater before the credit was enacted.” 1d. The economiats cited
pressure from foreign competitors as the greatest spur to

investment in research and development.
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‘- Once again, then, the market bests the tax code as
allocator of resources. It 3eems clear that if the business
decision-making process wetre rot subject to the warping influences of
a tax code that directed investnent in fixed, recurring patterns
and distorted demand for capital, Lusinesses would be freer to
make productive research and developwent expenditures as
demanded by market competicion.

At a current cost of wuu.t $5 Diliion per year, the credit

has no place in this Committee's tax reform legislation.

H. The Minimum Tax

If anything signals the failure of the Reagan Plan to effect
real tax reform it is the inclusion of minimum corporate and
personal tax provisions. A minimum tax is necessary--as it is 1p
the Reagan Plan--precigely to the extent that the Plan deviates
from the principles of justice and neutrality underlying true tax
reform. On page 30 of the Reagan Plan, the Plan presents a chart
comparing provisions of current law, the Treasury Proposal and
the Reagan Plan. Under "Minimum Tax on individuals and
corporations,” the chart indicates that such a tax is present in
current law and the Reagan Plan but "Not necessary® under the
Treasury Proposal. As the Treasury Proposal explains:

The ambivalence in current law toward tax

preferences reflects-significant doubt about their

fairness, efficiency, costs in lost revenue and

consequent effect on marginal tax rates. In general,

the Treasury Department proposals accept these doubts

as well founded and seek to redesign the income tax

bage to more closely approximate economic income., 1If
the proposals were fully implemented, the corporate
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minimus tax would be unnecessary.
Treasury Proposal, p.131

In restoring the minimum tax, the Treasury indicts itself for its
departure from true tax refornm:

Since the Administration’s tax reform proposals

contain incentive provisions that depart from the

measurement of economic income, some high~income

corporations would be able to eliminate their tax
liabilities or substantially reduce their effective tax
rates by heavy utilization of such provisions. As

under current law, the prospect of high-income

corporations paying little or no tax threatens public

confidence in the tax system. Consequently, a minioum

tax designed to limit the number of high-income, low~-

tax returns should be retained.

Reagan Plan, pp. 330 and 334
Moreover, in defining the preferences to be included in the
minimum tax calculations, the Plan expressly uses the Treasury
Proposal as the standard by which to define and quantify each
enumerated preference. To make matters worse, the Reagan Plan's
minimum tax is the epitome of an empty gesture. It would raise
less than $1 billion a year and, as a result, would fail to
remedy the probiems of massive corporate burden-shirking that
would be in?vitable under the Plan,

Tax legislation that included a combination of "incentives"
and corporate and individual minimum taxes would not be the
equivalent of true tax reform. However, if the Committee cannot
produce true tax reform legislation, it will be forced to turn to
some sort of minimum tax in order to hold individual tax shelters
and corporate tax avoidance in check and to redress at least
partially the inevitable failure of rich people and wealthy

corporations to bear their just share of the tax burden. 1In that
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case, we would insist that any minimum tax iamposed include a
rate of no less than 20%, that either defined preferences
expansively or applied the minimum rate directly against total
income and that ylelded appreciable revenues, At the same time,
Public Citizen would in such circumstances, also urge the
Comsittee to explore an alternative mechanism such as imposing
specified dollar amount caps on each preference or deduction in
order to rein in the economically distortive and tax avoidance
impact of each investment "incentive® included in the
legislation.

Por the moment, though, we remain optimistic that the
Committee will produce real tax reform and obviate the need for

a minimum tax.

I. Credits Not Deductions

The Bradley-Gephardt Pair Tax includes an idea that should
be critical to the Committee's efforts to draft tax reform
legislation. Por a number of preferences in the Pair Tax that
benefit individual taxpayers, the Pair Tax uses a 148 credit
aechaniss rather than a dedyction. Preferences under curreat
law, thi Treasury Proposal and-the Reagan Plan vpéPate by
granting taxpayers deductions rather than credits, wita the
dcdpettonl charged against the tbp-brackct portion of income. As
a result, the per-dollar tax savings of a tax-favored expenditure
increases with the wealth of the taxpayer. Under the Treasury

Proposal, for example, a dollar given to charity or paid in home



132

mortgage interest by a wealthy taxpayer would, in effect, include
a 35 cent tax subsidy. The same dollar given or paid hy a lower
income taxpayer would receive only a 15 cent tax subsidy.
similarly, the $2,000 personal exemption in the Reagan Plan and
the Treasury Proposal is of disproportionate benefit to wealthy
farilies as compared to poorer ones. This is not only
regregsive, but as a policy it is completely irrational and
wasteful.

In drafting its tax reform legislation the Committee should,
therefore, adopt a system of tax credits rather than deductions
by, for exaaple, charging all deductions and exemptions against
the loweat-bracket portion 55 each taxpayer's income rather than
against the top-bracket income, regardless of the taxpayer's
total income. This would ensure a vital element of progressivity

in tax reform legislation.

J. Blimination of the Presidential Campaign Check-Off

The Reagan Plan's proposal to eliminate the presidential
campaign check-off is doubly offensive, Pirst, its inclusion
in a go~called tax reform proposal is totally deceptive. 8econd,
it would reverse a significant beneficial reform in the area of
campaign financing.

Eliminating the check-off simply has nothing to do with the
tax code or tax reform. As a voluntary means for taxpyers to
contribute to the financial support of presidential campaigns,

the check-off stands as an independent program unconnected to the
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raising of government revenue and the sharing of the collective
tax burden, Rather, the check-off represents a policy designed
to limit the detrimental effects of the need of presidential
candid;tea to raise large sums of money to conduct their
campaigns. To the extent that the check-off contributes a
signtficant share to each major candidate's campaign, the
system has worked well to protect the political process from the
undue influence of special interests, rich individuals and
corporations and has given candidates with more limited financial
opportunities the chance to participate in the election process.
It is interesting to note that though he could have opted out,
President Reagan made generous use of those funds in each of his
presidential campaigns.

Public Citizen vigorously urges the Committee to preserve

the campaign check-off in its tax legislation,

I1I. The Politics of Tax Reform

A. The Special Interests

Public Citizen is deeply concerned about what many observers
agree 18 the greatest and moat obvious threat to tax reform: the
tteuendoﬁl pressure which hoards of special interests will bring
to bear on this Conmitte\e and on Congress as a whole. The
challenge 6f tax reforn is the challenge of standing up to those
special interests.

If we did not have faith in this Committee's ability to meet

that challenge, we would most likely be here advocating quick
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adoption of the Reagan Plan. While we consider the Plan highly
inadequate when measured against the standard of real tax refcrm,
the Plan does represent a miscellany of modest improvements that
move the tax code in the right direction. Closing ranks behind
the plan and pushing it through as a package might be the best
strategy for overcoming the special interest onslaught.

However, we have confidence that the Committee and Congress
will meet the challenge and grasp this historic opportunity to
fashion real reform. Unfortunately, the task will be difficult,
The flood of Political Action Committee and other special
interest money rolling over the members of the Committee creates
enormous pressures for each Member, especially given the high
cost of campaigning, .

Accurding to a study of last year's elections done by Public
Citizen, through November 22, 1984, four of the 17 largest PAC
c;ntribu:ozs in the last elections typify the special interests
who will doubtless try to undo tax reform for the sole purpose of
protecting and advancing their own narrowly defined interests:
National Association of Realtors, National Association of Honme
Builders, American Bankers Association and the National
Association of Life Underwriters. These special interests, like
the rest, are the industries and groups of businesses that are
happy to sacrifice the integrity of the tax code and the vitality
of the economy in order to wrest from Congress some narrowly

defined economic advantage for themselves,.
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The power of thse special interests cannot be underestimated.
After all, the current code with its glut of counterproductive,
cconomically distorting and wasteful loopholea is a testament to

their power. In its study, Aid For Dependent Corporations, Public

Citizen demonstrated that special interests were able to build a
federal corporate welfare budget of $107 billion a year.
Moreover, the special interests are still flush with their
victories in recent years in the repeals of withholding on
dividends and interest, of stringent automobile record-keeping and
of the one~year rule for capital gains.

In November, 1984, the anonymous authors of the Treasury
Proposal articulated the principles of tax reform and put them into
effect 1n their Proposal, which was notable for, among other
things, its solid intellectual coherence. Six month later, the
President introduced his Plan riddled with breaks and advantages
for the oil and gas industry, v~nture capitalists an! by
business--all in the name Jf the same "incentives" that thc
freasury Proposal had vigorously rejected. President Reagsn is
banking on the fuct that this Committee will not be able to stand
up to the speciali interests any better than he :ad his
Administration could.

We believe, however, that the Committee has no choice: but i
:egist the pressure of special inter~3ts. As tt 15, many
analysts are predicting that when the Joint Committee on ‘taxalion
and the Congressional Budget Office review the Reagan Plan, they

"will discover its revenue-losing potential, particularly when the
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rate~differential recapture for depreciation lapses and the full
revenue~losing force of CCRS takes effect. In the face of a $200
billion deficit, this Committee cannot afford to write a tax bill
that would lose revenue. However, the goals of the special
interests will not be to add revenue-raising measures to the
legislation. Each preference they succeed in adding to the
legislation will cost more revenue, leaving the Committee with
only a set of non-viable altcrnatives for compensating for such
revenue loss. Certainly, the Committee could not raise taxes on
some industries inorder to aid others, nor could it extract more
taxes from individuals for that purpose by, for example, reducing
the standard deduction and personal exemption or raising rates or
increasing the tax on fringe benefits.

We are sure that the Administration's plan to rostore tax
breaks for the oil industry will serve as a chastening exawmple both
of the power of spracial interest lobbies and the need to reject
them. As we have discussed above, economists have already
discredited the supposed rationale for including the tax breaks.
By giving in to the oilmen's "Eagle pin" campaign the
Administration sacrificed the ability to claim that its plan
represented principled tax reform. Thus, any concessi:ns to
-gpecial interests by the Committee would represent a double threat
to its efforts, since they would bring on renewed tax burdens on
individuals and a fatal compromise of the underlying prinoiples

of tax reform, Por this reason, we are confident that the
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Committee will turn its back on the demands of the special

interests and push on with real reform,

B. The American People

As Representative Gephardt has said, tﬁe.key to tax refora
will not be the appeasement of specisl interest opposition, but
the rallying of strong public enthusiasm for tax reform, To
achieve this the Committee's tax legislation must be scrupulously
fair and economically neutral. The authors of the Reagan Plan
erred by sacrif{cing fairness precisely for the purpose of
appeasing the special interests. The Plan they produced would
not only preserve a system of economic distortion by "incentive®
but also would continue the tilt in favor of the rich and big
business that makes the current tax system (especially when the
Social Security payroll tax is considered as well) essentially a
tax on wages and salary.

For all of the President's splendid rhetoric, his Plan does
not accomplish much for the average taxpayer. Families earning
between $20,000 and $50,000 per year would get, on the average, a
$150 per year tax cut--less than §3 a week--while families earning
$200,000 or more would enjoy a $9,400 yearly cut, At the same
time, taxpayers would, for the first time, pay taxes ¢n a portion
of their fringe benefits apd would lose the ability to deduct state
and local taxes. From the point of view of pure, principled tax
reform, these latter changes in the law may be defensible. The

Reagan Plan, however, would not deliver pure, principled tax
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reform, and the President has all but confessed that these proposed
new taxes, particularly those created by the elimination of state
and local tax deductibility, are meant to advance the
Administration's own irresponsible anti-government policies.

The Reagan Plan's only'othar justification for inclusion of
these new sources of taxation is revenue-raising, The gross
inequity of the argument {s obvious, however, given that the
Reagan Plan rejected the single biggest revenue-raiser in the
Treasury Proposal when it scrapped the Proposal's depreciation
scheme, which would have yielded $213 billion in new revenues in
the first five ysars. In short, for less than $3 per week,
taxpayers would continue to suffer under a system with a lucrative
capital gains preference for wealthy investors and would continue
to finance a huge depreciation subsidy for big business,

In addition, not only would taxpayers be taxed on fringe
benefita for the first time, but by th; Reagan Proposal‘’s method
of taxing the first dollars of fringe benefits rather than the
last, those with more generous benefits packages would have the
greatest advantage. BEven the increase in the personal exemption,
a clear benefit to the average taxpayer, would benefit wealthy
people with large families even more. The same is true for the
proposed conversion of the child care credit into a deduction,
The Reagan Plan's §3 per week average savings on income
tax would have even less of an impact for taxpayers than might
otherwise appear, since taxpayers would continue to bear a

substantial Social Security tax, which itself includes the highly
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regressive feature of excluding income over $40,000., Added to
this is the continued erosion of progressivity in the structure of
the income tax that the Reagan Plan would induce, as taxpayers
would pay no more than 35% no matter how high the income.
Regardless of the size of their own tax savings, taxpayers,
whose primary concern is fairness, would not accept as tax
reform, legislation that contained this amalgam of regressive
provisions, At the same time, in the name of revenue neutrality
this pale imitation of tax reform would not even provide Americans
with relief from the current federal budéet deficit. In view of
the Reagan Plan's commitment to massive 8epreciation subsidies,
moreover, the result of its enactment may well be even greater
aeficits. For $3 a week it is inconceivable that Americans, whose
concern for tax fairness is exceeded only by their fear of the
deficit would tolerate so-called tax reform that offered nothing
better than a shaky, unsubstantiated promise not to add to the

deficit while offering no hope of reducing it.

CONCLUSION

‘ In the course of his campaign for tag reform, the Presidgnt
may or may not succeed in convincing the public that his Plan is8
true Fax reform. What ﬁis rhetoric will certainly do thouqq, is
create high expectations among the American people for tax
legislation that produces a just and progressive distributioq of
the‘tax burden and an 1incentive'-proof economic neutrality. His
Plan, however, simply fails to meet those expectations.
Consequently, it is up to this Committee to produce genuine tax

reform legislation that {s shaped by these principles.
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STATEMENT OF PETER L. BAUMBUSCH, TREASURER, FAIR TAX
FOUNDATION, WASHINGTON, DC, ACCOMPANIED BY LIVIA
BARDIN, EXECUTIVE DIRECTOR OF THE FAIR TAX FOUNDA-
TION

Mr. BAumsuscH. Thank you very much for the opportunity to be
here today. With me is Livia Bardin, the Executive Director of the
Fair Tax Foundation. I am a member of the Board of Directors of
the Foundation.

We were founded in August of 1982, and our objective is to
inform citizens of this country about ways to apportion the tax
burden fairly and also to improve the Nation’s economic health.

In this regard, we have looked at a number of proposals, and we
support the Bradley-Gephart proposal. We find that there is a
broad base of support for tax reform in our country. We have noted
that one brief television appearance in which the suggestion was
made for people to send in letters if they were interested, yielded
15,000 letters. We have started a petition campaign as a result of
that. We alreday have 45,000 signatures in a short time and intend
to present those petitions when we have completed our task.

We believe, from the letters that we have received from people
who are interested, that there is an understanding, although im-
" perfect, of the idea that some ‘benefits’ are going to have to go in
order for rates to be reduced. We think the President’s proposal is
a good start, and we are happy with the idea that tax reform is
finally a major issue. However, we believe there is a better way.

I compared two books that [ happen to have. One is the Presi-
dent’s book of 461 é)ages, and there is another book which I have
recently read called ‘The Fair Tax’ by Senator Bradley. And it is
190 pages. I think it is simpler and better. In fact, I will offer a
copy of this book to all members of the Senate Finance Committee;
I am sure they will enjoy it.

Senator BRADLEY. I've already gotten one.

The Chairman. I was going to say, I don’t know if it was from
Senator Bradley or not, but I can assure you that I think we have
all gotten one. [Laughter.]

Mr. BaumBuscH. In any event, we do have some concern about
the President’s proposals, because we are concerned that the stage
might be set for giving way to every special interest. We notice
that the incentives in the President’s plan retain the incentives to
all special interests to fight to retain their present privileges. The
writing off of assets faster than true depreciation will encourage
others not to write off their changes for a special tax break. Loop-
holes in the name of national security will open the loops for
dozens of special interests under the national security umbrella.

The letters from our supporters show great concern to ensure
that the special interests will not get oiled while the average tax-
payer gets gassed.

We are particularly concerned with the way this committee ap-
proaches issues of tax reform. When any group comes forward to
this committee and says, ‘We would like to retain this benefit or
that benefit because it's necessary for our industry,’ I think the
3uestion should be asked, ‘Why won’t the market sustain your in-

ustry? What is wrong with the economic system in our country
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that it cannot allocate resources without special guidance from the
government?

I think the tax incentives, in terms of specialized depreciation
treatment, or oil and gas incentives that exist in the President’s
program have to be seriously questioned, because they imply that
the market does not work.

They will of course give answers. They will say, ‘Well, there are
jobs, and there is national security.” But the jobs may no longer be
in the blacksmithing trade, you know, they may be in chip manu-
facturing and they may be in health care.

Also, we have noted concern about state and local tax deductions,
and the fact that they will go. And I should point out to you that
under the Bradley-Gephart proposal, charitable contributions, state
and local tax deductions are still available—in a modified fashion,
yes, but available to the large majority of taxpayers. And therefore,
I think that is one of the ways to compromise that issue.

I note, Senator, that you have evidenced a lot of concern about
fringe benefits. I would just say to you that that becomes somewhat
of an issue of fairness and philosophy. And I agree with many of
the philosophical questions you have asked. However, I think that
it has to be recognized that, if we allow certain large exemptions in
that area, there is always pressure to skew the system unfairly
against those who do not have the benefit of those fringe benefits.

We think, in general, the base should be broadened as much as
possible so that the rates can get down to the 30 percent top rate of
Bradley-Gephart, which we believe is going to yield an economic
boom in our country.

[Mr. Baumbusch’s written testimony follows:]
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TESTIMONY OF
Peter L. Baumbusch
Before the Committee on Finance

June 19, 1985

Summary

The Fair Tax Foundation is a non-profit organization whose
purpose is to promote fairness, simplicity and efficiency in the
United States tax system. Its work is primarily done by
volunteers. The Foundation supports the Bradley-Gephardt bill.

We have received thousands of letters from people who want
tax reform. We are convinced that the country feels strongly
about tax reform.

We think the President's plan is an excellent start but we
are concerned about perilous concessions to the special interests
that may jeopardize the entire undertaking.

We believe that Bradley-Gephardt provides better solutions to

the problems of tax reform and we urge you to consider them.
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TESTIMONY OF
Peter L. Baumbusch
Before the Committee on Finance
U.S. Senate

June 19, 1985

My name is Peter Baumbusch. 1 am here today on behalf of the
Fair Tax Foundation, a non-profit organization whose purpose is to
promote fairness, simplicity and efficiency in the United States tax
system.

The Fair Tax Foundation was formed on August 5, 1982, pursuant
to the provisions of the District of Columbia Non-Profit Corporation
law as a tax-exempt organization under Section 501 (c) (4) of the
Internal Revenue Code. 1 am the Treasurer and a Director of the
Foundation. The werk of the Foundation is primarily carried on by
volunteers.

The objective of the Foundation is to inform United States
citizens about ways of taxation that apportion the tax burden fairly
and improve our country's economic health and to encourage grassroots
support for tax reform. Specifically, we support the Bradley-
Gephardt bill.

People Want Tax Reform

There is no doubt the country feels very strongly about tax
reform., When Senator Bradley appeared on the Donohue show in
spring, 1984~- refore all the publicity surrounding the current
proposal-- more than 14,000 listeners responded with pleas for

fairer, simpler tax laws that treat taxpayers more equitably. The



144

petition drive we launched then has already produced nearly 45,000
supporters.

We.have also received thousands of letters. I quote from a few
of them:

"1 support and encourage your efforts to revolutionize our tax
system.,..Everyone is sick of the present tax plan.”

"I fully support drastic changes in tax laws. I am prepared to
lose benefits of Social Security and interest on mortgages and real
estate taxes if the overall improvements can be achieved."

"My husband just got a raise of $100 per month and his paycheck
is $3 less than before the raise--all going to taxes...."

(from an accountant) "I am strongly in favor of major tax
simplifcation.....I would much rather spend the majority of my time
providing management consulting services to my clients, than spending
their money on tax compliance."

"1 am a Revenue Officer for the Internal Revenue Service....I
see every day that the system is wrorng and unfair......make some
changes for the people, not for the few who can lobby for what they
want!"

President's Plan a Good Start

We are heartened by the serious approach to tax refocrm embodied
in the President's plan. We think it is an excellent start and we
are flattered by its many similarities to Bradley-Gephardt. By the
same token, we are concerned. The President has made some perilous
concessions to the special interests that could jeopardize the entire
undertaking.

The cost of these concessions in revenue foregone results in a

-2-
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higher top rate under the Reagan plan than in Bradley-Gephardt, (35%
as opposed to 30%).

The minimum tax provisicn also signals trouble. A minimum tax
is only necessary if the tax code leaves too much rcom for certain
businesses to escape taxation altogether,

Most importantly, the loopholes-~or, if you will--incentives
that the President's plan retains are in themselves an incentive to
all special interests to fight to retain their present privileges.
Writing off assets faster than true depreciation will encourage
others not to write off their chances for special tax breaks.
Loopholes in the name of national security will open the loop for
dozens of enterprises under the national security umbrella.

Bradley-Gephardt is Better

While we commend the President's effort, we urge the Congress to
consider most carefully the problems presented by the proposal. We
think Bradley-Gephardt, the Fair Tax, provides the solutions.

Thank you.

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Previously we had some discussion on not granting the double
exemption for the senior citizens. I would be interested in your
thoughts on that, Mr. Davidson.

Mr. Davipson. Well, I think the President’s plan, by reducing
the tax on lower-income people, [and that would also be the case
even with our proposed shift over to a tax credit], would take care
of most of the tax problems the senior citizens have in this country.

We have a lot of programs on the books that help senior citizens.
They use most of the health care services funded by government.
They get a big benefit there. There are very substantial benefits to
senior citizens in other ways, and I think they are not any longer
as deprived as they were in the years past before some of these pro-
grams were put in place.

The top fifth of our country in terms of age are also the wealthi-
est in our country. And I think that, while there are many people
in that group who are poor, there are also many who don’t need
special attention, and I think the President’s plan in that respect
strikes a good balance.

Senator CHAFEE. Mr. Goffman, on the capital gains. As you well
know, there is no capital gains treatment in Treasury-1, and the
change was made in Treasury-2, the Administration’s plan. I think
that followed as a result of the advice and concerns that many of
us had in talking with Secretary Baker before he came forward
with Treasury-2. It seems to us that this truly is a capital-creator,
the special treatment of capital gains; people are putting their
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money at a risk. I am not quite sure I understand your arguments
that the differential should be eliminated.

Mr. GorrMAN. Well, our understanding of the impetus on capital
gains preferences put back into the President’s plan was that it
came largely from——

Senator CHAFEE. Well, never mind where it came from; it is here.
Excuse me. Go ahead.

Mr. GorrMaN. Our feeling is that, in terms of capital creation or
encouraging investment, a system of indexing capital assets and
then treating them as ordinary income probably is skewed more in
favor of people who make long-term investments—both personal in-
dividuals and investors. Qur concern is that the cost of retaining a
capital-gains preference involves a lot of distorted—not productive
but distorted—economic decisionmaking, and it leaves a tool that
tax shelter builders or exploiters can use. So, the negative impacts
o}t; those distortions probably outweigh whatever positive impact
there is.

Again, the question is, why are we abandoning this faith in the
marketplace, why do we feel that we have to build in this kind of
incentive for investments, when after all what the market promises
is a reward for those investments?

Senator CHAFEE. Do you mean you think, with the lower rates,
you are rewarding the speculator, the investor? Let’s use the
kinder word, investor, rather than speculator.

Mr. GorrFMaN. It is not just the lower rates; more importantly, it
is the marketplace itself that rewards those kinds of investments.
And I just can't see how we can make a case that there is some-
thing wrong with the marketplace, that we need the Tax Code to
sugport it.

enator CHAFEE. Well, Mr. Baumbusch touched on fringe bene-
fits. Now, if you are taxing people on their incomes, what is coming
in, why should fringe benefits remain untaxed?

Mr. BAuMBUSCH. Because that is income coming in,

Senator CHAFEE. You suggest they should be taxed?

Mr. BAuMBUSCH. Yes.

Senator CHAFEE. But, Mr. Goffman, what would your view be?

Mr. GorFrMaN. My view is that not taxing them creates signifi-
cant unfairness to those who do not have employer provided fringe
benefits. However, I think I am going to accept the distinction that
the Chairman suggested before, that there is a difference between
social policymaking and business or economic policymaking, and
that there are times, if you satisfy the very high threshhold of per-
suation, notwithstanding the unfairness of not taxing certain com-
pensation, notwithstanding the difficulty of targeting those incen-
tives, when social policy would suggest that the Tax Code be used
to foster certain kinds of social behavior.

Senator CHAFEE. Well, I don’t argue with that. I think we have
heard many discussions in this committee on that subject. I think
the view the Chairman so frequentl‘\; espouses that it is cheaper to
have the employer provide adequte health insurance than the Fed-
eral Government because it is more efficient is one I will not argue
with. [ think there is a lot of merit to that.

But I really have tremendous difficulty understanding this
taxing of the first part of the fringe benefits, the first $300, and let-
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ting the balance go untouched. Can you give me any justification
for that? .

Mr. GorrFMAN. I can give you a justification for it, but I am not
sure it is going to be a persuasive one.

Senator CHAFEE. Well, nothing has been persuasive so far, so
why don’t you try? [Laughter.]

Mr. GorFrMAN. From a consumer point of view I think the argu-
ment is that the last dollars into a benefit plan are often the most
efficient dollars, because they go to prevention and health care
maintenance rather than to after-the-fact treatment of illness or
trauma.

However, I think from the point of view of fairness the Treasury-
1 plan probably got it right, because the impact on lower and
middle income taxpayers is greater if you-tax [irst dollars in and
then allow the rest to escape taxation.

So 1 think our position would be to follow the lead of the first
Treasury plan.

Senator CHAFEE. Mr. Baumbusch.

Mr. BaumBuscH. I am concerned that we do keep our eye on the
ball, and the ball here is the broadening of the base as much as we
can and the reduction of rates.

With respect to the issue of fringe benefits in particular, obvious-
ly there are social policies involved. However, I think there are
other problems with the current system. We have noticed, for ex-
ample, that health care costs have been increasing at a much,
much higher rate than the rate of inflation. And part of the reason
for that is, because they are not given the true economic costs in
our society, people don’t make choices the way they would make if
they knew the true economic costs. And therefore, the price goes
beiyond where it ought to be.

don’t think there is any perfect solution to the problem, but I
am more inclined to agree with the ideas in Treasury-1, to say that .
above a certain level we are going to have to cut this off.

Now, the suggestion that somehow this will mean we don’t have
health benefits for people, I think, is also wrong. The policy has
been widely established in our country. It is certainly something
that is bargained for in most labor negotiations. Just as people bar-
gain for wages, there is no reason to think they won’t bargain for
health benefits. Just because wages are taxable today, people don't
st:y, l‘)}Vgll, we are not going to bargain for them because they are

xable.

If a measure of health care benefits are taxable, I believe we will
still have an effective system in our society; but, we will have a
measure of fairness, so that one person living in one house doesn’t
- get taxed differently than a person living next door, by virtue of
the fact that one has health care benefits.

Senator CHAFEE. Thank you, Mr. Chairman.

The Chairman. Senator Bradley.

Senator BRADLEY. Mr. Chairman, if I could, I'll just follow on
with Senator Chafee.

Senator CHAFEE. I have to leave, unfortunately.

S'j:nator BrADLEY. I will follow on with him in private. [Laugh-
ter.

Senator CHAFEE. Well, I am interested. I can stay one moment.
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Senator BrRabLEY. As the Chairman sees it, there appears to be a
Hobson’s Choice on the question of health care benefits. I know the
Chairman feels very strongly about this issue and says that we
either have it the way it is now, with tax subsidies, or we have to
have a-national health insurance program like they have in Brit-
ain. I really think there is a third option. The third option is that
the company continues to offer group health insurance and the
worker continues to want coverage, and they are able to pay for it
because a majority of working men and women will pay less tax
after rates are lowered.

If you assume someone is making $20,000, and their employer
contributes $2,000 to a health policy, under a truly broad based tax
reform proposal, this adjusted gross income will be $22,000. But
they will be taxed at a much lower rate. And in many cases they
end up not only with the same health insurance coverage that they
always had but with a lower tax burden to boot.

My only point is that we have to keep in mind that there is a
third possibility. The choice is not just between an exclusion for
employer provided insurance and a massive, costly national health
scheme.

So I am sure we will revisit this often. I don’t want to detain you
any more.

But let me thank the panel for their testimony, particularly Mr.
Baumbusch for pointing out this great literary work. [Laughter.]

Let me call attention to what Mr. Davidson said today about the
exemption. You suggested it be a credit. That is surprising, because
that is essentially the same thing that the Fed Tax does. The aim
of it is that it should be worth more to people at the lower level of
the income scale than at the upper end. And that is virtually the
same thing Martin Feldstein said yesterday in recommending that
the exemption be limited to the lowest rate. So it is interesting to
see that theme echoed again from a different perspective.

Let me just ask each of you briefly, as 1 will most of the panels,
if you can agree that tax reform should do certain things. And I
would like Yes or No answers.

Do you agree that tax reform should not increase the deficit?

Mr. BAuMBUSCH. Yes.

Mr. GorrmaN. Yes.

Mr. Davipson. Yes.

Senator BRADLEY. Do you agree that tax reform should not in-
crease the relative tax burden on middle or low income people?

Mr. BauMBuscH. Yes, very much so.

Mr. GorFMaN. Yes. Absolutely, Senator.

Mr. DavipsoN. I think that is a complicated question. I think in
general we should not try to increase the tax burden on anybody. 1
think, however, that there is a problem that comes out in the
Treasury plan which we need to address, and that is that it aims,
by way of increasing fairness, to increase substantially the tax on
capital. And I think what we need to do is move more to a tax on
consumption. In that respect it may be that we would have to shift
the burden slightly, in the short run, because our trading partners
have much greater incentives for capital investment than we do.

Senator BRabLEY. OK.
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Do you believe that we should have the lowest rates for the
greatest number of people?

Mr. BAumBuUscH. Yes, across the board.

Mr. GorrMAN. Yes.

Mr. DavipsoN. Absolutely.

Senator BrabLEY. Do you believe that tax reform should be as
neutral as possible in the allocation of capital? Not favoring certain
kinds of assets and investments over other kinds of assets and in-
vestments?

Mr. BauMBuscH. Yes, I think that is what is going to yield pro-
ductivity increases.

Mr. GoFFMAN. Again, absolutely.

Mr. DavipsoN. Yes.

Senator BRADLEY. Thank you very much.

Mr. GorFrMaN. We would actually favor increasing the burden on
the highest income earners.

Mr. Davipson. If I could elaborate on what I said before in the
original answer, Senator Bradley, I don’t think we should base our
decision about tax reform on a static analysis, tring to preserve
whatever the existing incidence of taxation happens to be.

I think what we ought to do is what I said in my testimony,
which is to try, insofar as we have the wisdom, to achieve a tax
system for the United States that raises the most revenue with the
least harm to the society. There are lots of costs from having ineffi-
cient tax systems that do not show up in the incidence of taxation
as we calculate them, in terms of who pays what burden.

If a fellow doesn’t have a job because the tax on capital has been
raised so much that he has been put at a disadvantage against the
Canadian company where his job has migrated, or some other
country’s company, then the incidence of that tax in a certain
sensle 1s much higher than it would be if you just looked at static
analysis.

So I would say, let's try to get the system that will produce the
most efficiency and yield the most revenue. And then if we are
upset with the distributional effects, address these later on in some
other way.

The CHAIRMAN. Well, the intriguing thing about the way Senator
Bradley asked his question—and I think he has asked it of almost
every witness that has been here——

Senator BRADLEY. And I will.

The CHAIRMAN. And he will. And to the extent that a witness an-
swers, “No, I don’t want to change the relative incidence of tax-
ation,” the witness is saying, “I am satisfied with the present
_ incidence of taxation, and the wealthy are paying enough.” Now, Mr.
Goffman very clearly says, “No, I don’t agree with that premise. I
think the wealthy ought to pay more.” Is that a fair statement?

Senator BRADLEY. If the Senate overwhelms me on that issue and
demands that the wealthy pay more, that’s the way it goes.

The CHAIRMAN. Every now and then you get rolled. [Laughter.]

I have no other questions.

Thank you very much for coming.

{Whereupon, at 10:55 a.m., the hearing was concluded.]

By direction of the chairman the following communications were
‘made a part of the hearing record:}
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Mr. Chairman and Members of the Committee:

I appreciate the opportunity to submit this statement
on behalf of Common Cause about President Reagan's proposed
tax reform.

Common Cause supports comprehensive reform of the tax
system. Our National Governing Board endorsed a fundamental
overhaul of the nation's tax system in 1982, and in 1983 we
endorsed the general approach to tax reform set forth in the
Fair Tax Plan developed by Senator Bradley and Represent-
ative Gephardt. Earlier this year we also endorsed the
comprehensive tax reform approach developed by the Treasury
Department, the so-called Treasury I p£;;;;;i:~;hich was
based on many of the same principles as the Bradley~Gephardt
plan.

It has always been clear that without presidential
leadership, comprehensive tax reform is impossible to
achieve. We very much welcome the strong commitment that
the President has made to comprehensive tax reform and to
the basic overall approach that is needed to create a
fairer, simpler and more efficient tax system.

While we welcome President Reagan's commitment to tax
reform, I want to make clear that we do not share some of
the views he has been expressing to advance this goal.

The President, for example, recently associated himself
with the view that cheating on taxes today "isn't a sin,

it's a duty.” That kind of rhetoric from the leader of our
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government not only undermines compliance with the tax laws,
but it also undermines the effpr;\to\achieve tax reform.

The President has described.his tax campaign as another
effort "to get government off our backs." Justice Oliver
Wendell Holmes, Jr. once said, "Taxes are the price we pay
for a civilized society.” We would associate ourselves with
Justice Holmes' view,

The challenge we face is not to reduce taxes and,
thereby, reduce the many vital services that government
provides. Rather, the challenge is to collect the necessary
taxes as fairly and efficiently and with as little adverse
impact on the economy as possible.

The Finance Committee is now faced with one of the
greatest challenges and responsibilities ever to confront
the Congress. No government program affects more facets of
our national life or reflects more of our natiopal values
than the tax code. The expertise of this Committee and the
job it does in developing a legislative proposal will go a
long way towards determining whether a new, fairer tax
system is created or whether a once-in-a-lifetime
opportunity is passed up.

The President and his Administration have had their
turn. Now the responsibility is yours.

* * *

We, like many others, are still reviewing the plan

proposed by the President., I would like, héwever, to

summarize our general reaction to the plan and indicate our
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views concerning some of its most positive features and some
of the areas which cause us serious concern.

our overall view is that the President's plan contains
a number of the major ingredieqts that are essential to
comprehensive tax reform, but that it also has critical
flaws that undermine its fairness and reduce the prospects
for obtaining public acceptance.

On the positive side, the President's plan carries
forward many important features of the earlier Treasury 1
reform plan. These include cutting overall tax rates,
abolishing many of the tax preferences in the present tax
code, reducing the excessive tax burden on low-income
taxpayers, increasing the corporate share of taxes paid, and
eliminating or restricting often-abused business deductions
for meals and entertainment. On the other hand, the Presi-
dent's plan also retreats from fairness in critical areas
and raises serious questions about its revenue implications.
These problems not only undermine the plan's appeal as it
currently stands but also open the door for further serious

erosion in Congress.

Revenue Implications

Ve cannot afford to create a new tax system that
reduces the federal government's revenue base, either on a
short-term or long-term basis. This needs to be a threshold

consideration and goal for the Committee and the Congress,
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The huge tax cuts of 1981 have already substantially
reduced the government's revenue base and played a major
role in creating the enormous federal deficits we face. Any
further erosion of the government's tax revenue would not be
responsible and must be avoided.

The President has incorporated the goal of avoiding
revenue reductions into his proposal, stating that it is
designed to be "revenue neutral”, that is, neither to raise
nor lower revenues compared with the present tax system,

Obviously, estimating future revenues with precision is
extremely difficult, We strongly urge the Committee,
therefore, to err on the side of protecting against any
revenue losses occurring in the plan that it ultimately
recommends to the Senate.

Our concerns in this area have been heightened by some
of the features in the President's plan. The depreciation
recovery provision and the postponement of the proposed rate
reductions until July 1, 1986 (six months after the plan
would eliminate many tax preferences) seem to be last-minute
improvisations designed to justify a claim of revenue
neutrality. Even assuming these features are warranted on
their merits, they will provide only a short-term hoost to
revenues, and it is not clear how revenue neutrality will be
maintained after their effect is exhausted.

¥le also would note that the Administration says that,
in the long run, the President's plan will provide a 7% tax

cut for individuals and a 9% increase for corporations.
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Since corporations currently pay less than one-fifth of the
government's income tax revenues, it is not clear how
revenue neutrality can be consistent with this claim.

In the past, tax reforms have been enacted with the
"sweetener" of a tax cut, which helped to ensure that the
reform plan would produce more winners than losers. Ob-
viously, we are not in a position to use that strategy in
the nation's current fiscal circumstances. Our nation simply

cannot afford to have tax reform become a tax cut.

Retreat from Fairness

The President's plan has retreated in a number of
critical areas from fairer approaches set forth in the
Treasury I and Bradley-Gephardt proposals. 1In so doing, the
Administration has responded to the voices of some very
powerful interest groups in our society.

The net result of these changes is to undermine the
principles on which Treasury I and Bradley-Gephardt were
based and to set the stage for other groups to be able to
make changes to protect their tax preferences.

As Senator John Chafee warned prior to the President's
plan being unveiled, "The more tax preferences that are in
the proposal from the President, the harder it is to keep
the others out. . . . If the President keeps the tax incen-
tives for oil and natural gas, then, of course, it makes it
harder to justify eliminating the tax credits for alterna-

tive energy proposals such as solar.”
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President Reagan has correctly warned the public in
recent days about the enormous pressures that special
interest groups and lobbyists will bring to bear to protect
their tax advantages. But the President's plan sends out a
d{fferent message.,

Since the plan already reflects the success that some
powerful interest groups have had in lobbying the Reagan
Administration, the message it sends to special interest
lobbyists is, "If you push hard enough and have enough
clout, you too can keep your tax breaks." This can only
serve to seriously jeopardize the chances of comprehensive
tax reform.

This Committee will no doubt hear varicus meritorious
arguments from various interests in support of maintaininé
their tax preferences. Given the nature of comprehensive
tax reform, however, these are not matters that can be
considered solely on an ad hoc basis. The question for the
Committee in each instance is going to be whether the case
for making an exception is so clear and powerful that it can
justify special treatment for that interest, and whether
such special treatment can really be given without jeop-
ardizing the ability to ultimately create a new tax system
for the country.

Among the special preferences in the President's plan
that concern us are the following:

0il and gas taxation: The President's plan would leave

intact much of the tax preferences for the oil and gas
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industry that would have been repealed by the original
Treasury proposal. According to estimates, Treasury I would
have raised more than $30 billion in additional taxes on oil
and gas during the period 1986-1990 while the President's
plan will result in an increase of less than $5 billion.

The 6riginal Treasury plan, in proposing to repeal the
expensing of intangible drilling costs ("IDC"), noted:

Based on the 1980 minimum tax data, it is estimated

that in 1986, 31,000 individuals with adjusted gross

incomes over $100,000 would receive over one-half of
the total IDC tax benefits that go to individual
taxpayers. These 31,000 taxpayers thus receive an
average benefit of approximately $28,000,

Termination of these tax subsidies would increase the

fairness of the tax system and permit reduction of the

tax rates for high income and other individuals.

Under the President's plan, however, while the tax
rates for high income individuals are reduced, the IDC tax
benefits still remain. The oil and gas industry has always
exercised special clout and received special treatment in
our political system.

The Administration justifies changing its approach on
o0il and gas taxation on the basis of "national security
considerations.” Does it make sense, however, to encourage
more domestic production through the tax code at a time of
an oil glut? Are tax preferences, many of which apply to
tapping existing oil fields, the most efficient way to
increase our energy independence? And, most important, doces
the o0il and gas industry really have such a powerful case

for special treatment that it is entitled to keep these tax

advantages while so many other interests are losing theirs?

51-219 O ~ 86 - 6
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We do not think so. As Senator Chafee po;nted out,
continuing the tax preference for oil and gas will make it
that much harder to defend ending othex preferences.

Capi:cal Gains Preference: Both the Treasury I and

Bradley-Gephardt proposals combined the lowering of top tax
rates for individuais with eliminating the special tax
treatment for capital gains. Bradley-Gephardt treats capital
gains as o;dinary income while Treasury I treats them as
ordinary income after adjusting for inflation,

The President's plan, on the other hand, not only
maintains but actually increases the special tax benefits
for capital gains while lowering the top individual rates.

This combination of increased capital gains benefits
and lower individual tax rates appears to be the principal
reason why the wealthiest people in America end up with gome
of the greatest tax relief under the President's plan -~
with cuts averaging 10% for those with incomes above
$200,000, It is very hard to square this result with the
notion that the President's plan is a new tax syatem for
Main Street, America, a tax system that is fajrer for all
Americans. -

The capital gains tax preference mainly benefits
high~income taxpayers. 1IRS data indicate that nearly 70% of
the capital gains from sales of corporate stoak, for
example, go to less than 5% of all taxpayers --~ those with
incomes over $100,000. We urge that the Committee return to

the basic approach to capital gains taken by the Treasury I
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and Bradley-Gephardt proposals by combining reduced
individual tax rates with elimination of the special
preference for capital gains.

Fringe Benefits: The President's plan would maintain

the current tax-exempt status of employee-paid life
insurance and many other fringe benefits, and it would tax
only the first $10 per month of employer contributions to an
employee's health plan for individual coverage or $25 per
month for family coverage. In contrast, Treasury I would
have ended the tax-favored status of most fringe benefits,
and it would have taxed only the most generous employer-paid
health plans -- that part of the employer contribution in
excess of $70 per month for individual coverage or $175 per
month for family coverage.

We think the Treasury I approach to fringe benefits is
much fairer than the President's plan. It would reduce the
present bias in the tax laws against individuals who have
few or no fringe benefits and instead tax more heavily those
individuals with the most generous health plans. It would
also provide greater incentives to control the inflation
that is driving up medical care costs.

1
Key Features of the President's Plan

As noted earlier, we believe the President's plan
contains many important features, a number of which provide
for substantial improvements over our present tax system.

These include:
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Base-proadening and rate reduction: The basic

approach in the President’'s plan -- reducing tax rates and
broadening the tax base by eliminating or reducing tax
preferences -- is the same as the approach developed in 1982
by Senator Bradley and Representative Gephardt in their Fair
Tax Plan, We believe it offers the most practical and con-
structive approach to a new, fairer tax system. The
combination of lower rates and a broader base can help
reduce the tax system's complexity, lessen the variation in
tax liabilities among taxpayers with similar economic
incomes, reduce the disincentives to work and ;aving, and
encourage a more efficient allocation of resources among
industries,

Progressive rate structure: While the President's

plan maintains roughly the same distribytion of tax lia-
bilities by income class as the present tax system, it does
make significant changes in the relative tax burdens of our
poorest and wealthiest citizens. We regret the failure to
restore the progressivity that has heen eroded from the tax
code by the effects of inflation and tax changes made over
the past decade,

We applaud the President's plan for providing
substantial relief for low-income families and individuals.
According to the Administration's estimates, the Presjdent's
plan would redyce the federal income taxes of families with
i{ncomes of less than $10,000 by almost 36% and of those with
incomes between $10,000 and $15,000 by about 23%., Moreover,
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virtually all families and older, blind and disabled indi-
viduals with incomes at or below the federal poverty line
would be freed from income taxation altogether. We believe
this relief for low-income taxpayers is fully warranted and
ideally would be even greatér. It is important to recognize
that the poor have benefited the least from the tax cuts
enacted in recent years. In fact, wage-earners at the
poverty level now pay much higher federal taxes than they
did a decade ago. Moreover, even with reduced income taxes,
the poor will still bear a heavy tax burden in the }orm of
payroll and other taxes.

The tilt of the President's plan in favor of the )
weélthiest individuals in the country, on the other hand, is
one of its greatest flaws. By giving large reductions -~

over 10% -- to individuals with incomes of $200,000 or more,
the plan further reduces progressivity and treats those

individuals substantially better than it does the average
taxpayer. As suggested earlier, much of this reduction
results from the President's decision to reduce capital
gains rates to 17.5% while also reducing individual tax
rates. We do not see any public policy rationale for giving
such large reductions to the wealthiest taxpayers in the
nation; if anything, the effective tax rate on this group of
taxpayers should be increased. Ending the capital gains
preference would be an excellent place to start.

Greater corporate tax burden: The President's

plan shifts some of the present tax burden from individual
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taxpayers onto corporations. We think this shift is long
overdue. As recently as 1966, the corporate income tax
provided over 23% of total federal revenues, but it has
declined greatly since then and amounted to less than 10% of
total revenues in 1983 and 1984. RS

The President's plan would be an important first step
toward restoring the corporate tax burden. It would raise
corporate tax receipts by an estimated $118 billion over the
five year period 1986-90, an increase of about 24% over the
current system. It is not clear, however, what effect the
President's plan would ﬁpve in later years, since a
substantial portion of the increased revenue ($57 billion)
would be raised by the plan's depreciation recapture
provision, which would expire after three years. The effort
to restore an effective corporate tax should not be limited
to short-term measures.

Restrictions on business entertainment deductions: The

President's plan would abolish all deductions for business
entertainment other than meals, and it would limit the
deductibility of business meals to $25 per person plus 50%
of the amount over $25. While the restriction on meals may
be cverly generous, the provision as a whole is a
significant step toward limiting a much-abused feature of
the tax code. We can fully understand the outrage felt by
the average taxpayer who pays for his or her own meals and
entertainment and discovers that the tax system is

subsidizing other individuals who claim a business purpose



163

to eat at expensive restaurants or get the best seats at
sporting events or the theatre.
* * *

There are two other areas that I would like to discuss
in this statement, The first has to do with strengthening
congressional scrutiny of tax expenditures. The challenge
Congress faces is not only to pass a comprehensive tax
reform bill, but also to ensure that the tax system created

by that bill is not quickly eroded away with new tax breaks.

Review of Tax Expenditures

Common Cause has previously issued two studies of tax
expenditures, and we expect to release a third such study
shortly. These studies show that the Congress has never
scrutinized tax expenditures on an orderly or effective
basis. One result of this has been that tax expenditures
have continued to grow dramatically in recent years,
increasing from $228 billion in 1981 to some $330 billion in
1984, Most dramatically, this growth has taken place even
though drastic cutbacks have been made over the same period
in many direct spending programs.

If tax reform is to succeed, Congress will have to be
much tougher in the future in scrutinizing appeals to create
new tax preferences and in reviewing the ones that have been
created., Among the steps we urge you to consider toward

that end are:
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~-Establishing a pay-as-you-go requirement in the future
for tax expenditures that would require anyone proposing a
new or expanded tax expenditure to propose a way to make up
for the revenue that would otherwise be lost;

-Putting expiration dates on tax expenditures and
requiring that they be rigorously reviewed at periodic
intervals; and

~Developing ways to strengthen the coordination of tax
expenditures with direct spending programs that are designed

to serve the same general policy aims.

Dollar Tax Check-off

The last issue that we want to address has nothing to
do with tax reform but, since it was included in the Presi-
dent's plan, it does require attention. That issue is the
President's proposed elimination of the dollar tax check-off
for presidential election campaigns. )

Repeal of the dollar tax check-off is not tax reform
and does not fit within the general approach of tax reform
announced by the Administration. As the Administration
itself has conceded, "the check-off does not directly affect
individual tax liabilities." The tax check-off is not a tax
preference. It is not a device for lowering any
individual's taxes. Rather, the check-off is the funding
mechanism for directing to a particular program -- the

public financing of presidential elections -- taxes which

are already owed to the government.
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The Administration claims it favors elimination of the
check-off because it "is a source of confusion" to
taxpayers. Yet the Administration does not propose an
alternative source of financiry for the program in its tax
reform plan, and a white House spokesman has indicated that
the President would probably oppose any congressional
approprlation for the fund.

The net result of the Administration's proposal would
be to kill presidential public financing, not by repealing
the program but by eliminating the mechanism that is used to
fund it. As The New York Times said in a recent editorial
defending the check-off, the Administration's proposed
abolition of the check-off is a "sneak attack on campaign
finance." The Times went on to conclude, "A tax package is
the wrong place, and stealth is the wrong way to revise
campai‘n and election law." .- ’ i

o -
The Washington Post, in a recent editorial also sup-

ported the tax check-off, saying, "The official answer is
that the checkoff was eliminated in the Reagan plan because
it takes a line on the tax return and has confused some
taxpaye£81 you see, they say, we just wanted to simplify
things. Sure. Intentionally or not, the scrapping of the
checkoff makes a major change for the worse in a campaign
finance law that has worked tolerably well, This isn't a
tax issue at all, whatever Congress does with the presi-

dent's bill, it should keep the checkoff as it is."
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Since the public financing system was created in 1974,
34 of the 35 major party presidential candidates have taken
advantage of the check-off's funds. President Reagan
himself, who apparently has never designated a dollar of his
own taxes for the fund, has received over §$90 million in
public funds for his 1976, 1980 and 1984 presidential
campaigns.

Under the public financing system, campaign spending
has been limited, and candidate reliance on pre-Watergate
"fat cats” and special interest groups for their political
funds has been replaced by a new source of campaign funds --
public dollars designated to a separéte account by
individual taxpayers. As the 523 York Times editorial
noted, "Public financing confers on Presidential candidatesi
the freedom not to grovel."

The presidentjl public financi* system has work*
well, Repeal of the dollar tax check-off serves as a
back-door approach to killing this system and is an open
invitation to return to the presidential campaign financing
abuses of the past. We strongly urge you to oppose efforts
to repeal the dollar tax check-off.

* * *

In conclusion, we welcome President Reagan's commitment
to fight for comprehensive tax reform. His plan provides a
valuable basis for the deliberations of this Committee and

the Congress.
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As the Committee considers the President's plan, we
urge that you focus on the fairness and revenue issues that
have come to the forefront. Revenues are critical if we are
going to deal successfully with the enormous budget deficits
facing the nation =-- we simply cannot afford to lose any
more of the government's revenue base, Fairness is critical
because it will determine most of all whether tax reform
will be credible with the public. fThat in turh means that a
tax reform plan needs to be based on understandable
principles, and rot simply reflect the political pressures
applied by powerful special interest groups. This is not
the time to be playing favorites. Getting on the slippery
slope of concessions to interest groups is the surest way to
erode the political momentum in favor of tax reform.

We commend the Committee for movinhg quickly to consider
this historic legislative effort and we look forward to

working with you in the enormous job that lies ahead.
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Testimony of Richard H. Fink
President of Citizens fosf a Sound Econony
on Tax Simplification
Before the Senate Finance Committee
June %, 1985

1

Thank you, Mr. Chairman, for this opportunity to describe to
you nmy organization's views on tax reform and tax simplification.
Briefly, I am president of Citizens for a Sound Economy & public-
interest group with a membership of 100,000 whose main concerns
are tax reform, retirement policy reform, privatization, and
international free trade. I am also a research assoclate
professor of economics of George Mason University. We believe in
returning economic decision-making to citizens,

In short, we support tax simplification to the extent that
it is part of a workable and coherent strategy to reduce taxes and
the overall burden of government, thereby uniting taxpayers in a
common effort to reduce the misallocation of resources caused by
the current tax-and-budget structure,

No tax system can be totally "neutral," i.e., without any
effect on the economic¢ system whatsoever. But some systeams
produce more distortions than others, and, as a general rule of
thumb, the more complex it is, the more distortions it induces.
The present complex system of tax preferences has led consumers,
investors, and entrepreneurs to allocate their resources in ways
that would be wasteful in the absence of the special rules and

which generate overall economic losses in the process. A
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simplified, flattened tax system with lower marginaf rates would
reduce economic uncertainty and reduce the resulting misalloca-
tion of resources caused by the proliferation of inefficient tax
shelters.

Imposed only seventy-two years ago, the federal income tax
has spawned an incomprehensible 40,000 pages of rules, regula-
tions, and interpretations. The 1040 form came with but one page
of instructions in 1913; this year taxpayers received a fifty-
page booklet, including an order blank for 354 pages of addi-
tional forms and instructions for deductions, credits, exemptions,
and exclusions.

On the 1ssue of simplicity we cannot fully embrace the
President's tax reform proposals, The proposal itself runs 461
pages and took months to prepare. Citizens for a Sound Economy
believes that the President's proposals are a step in the right
direction but further reforms are needed in order to promote a
real "American Revolution" of fairness, simplicity, esnd growth,

Though the percentage of taxpayers filing the long form
would fall, one third of us would still have to suffer through
the 1040. Tax simplification can not exist when for example, such
matters as the proposed new rules regarding health insurance,
which would include in gross income up to $10 per month (or $120
per year) per individual-covered employee or $25 per month (or
$300 per year) f°f family coverage per employee remains in the tax

code,
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We believe that a real simplified tax system would tax
everyone at the same rate and treat all types of different income

alike. As long as the complex aystem of progressive taxation

exists, people will have an incentive to try to shift income
into different forms and time periods, And this means more IRS
regulations--and more lawyers and accountants trying to get
around the regulations.

President Reagan has moved the debate in the right
directiaon, but we believe that the political system should be
pushed the rest of the way with the 10/10/10 program, which I
would like to insert in the Record at this time.

The 10/10/10 plan offers a dramatic break from the present
aystem, Not only does the proposal reform complexity of the tax
system, but it also-addreaaes the problems of unfair enforcement
praceduyres and the burgeoning deficit,

Without requiring 461 pages to explain, the 10/10/10 plan
calls for a ten percent tax with no deductions, a ten percent cut
in federal apending, and a ten point taxpayers bill of rights.
There would be s flat marginal tax rate on individual and
_ corporate income, as well as on cspital gains. All income, wvhether
in wagea, intereat in municipal bonds, government payments, or
fringe benefits would be treated as taxable compensation.

Taxation of the poor would be eliminated by taxing income over the

poverty line (an estimataed $10,600 for a family of four.)
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The single tax rate would bind taxpayers together,
eliminating their incentive to try to force those in different
brackets to pay for the cost of government, Any proposal for a
tax increase would affect every taxpayer; thus, it would be easier
to organize taxpayers to oppose lobbying by narrow special
interests groups for new and extravagant spending proposals.

Also, by broadening the tax base and eliminating every
"loophole," the tax system would preserve horizontal equity.

That is, individuals with equal pre-tax incomes would have equal
dJisposable incomes.

The 10/10/10 plan would be simple to understand and simple
to comply with., No longer would most taxpayers spend hours
knee-deep in tax forms; a postcard would do. The plan would also
be fair, treating all taxpayers equally, and protecting them from
arbitrary.treatment by the IRS. Finally, the 10/10/10 plan would
promote economic growth and cut the deficit -~ without engaging
in the fiction of reducing the tax burden on individuals by
hitting business more.

Mr. Chairman, Americans deserve a second tax revolution,

The 10/10/10 plan truly gives us one.
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"THE 10/10/10 PLAN: BLUEPRINT FOR LONG~TERM PROSPERITY®
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THE NEED FOR REFQRM

Imposed only seventy-two years ago, the federal
income tax has spawned an incomprehensible 40,000 pages
of rules, regulations, and interpretations. The 1040
form came with but one page of instructions in 1913;
this year taxpayers received a fifty-page booklet,
including an order blank for 354 pages of additional
forms and instructions for deductions, credits, and
itemizations,

At the same time tax rates have skyrocketed.
Originally set at 7 percent, the top rate soon hit 94
percent. That confiscatory rate was gradually lowered
to 50 percent only in 1981,

In 1913 the personal income tax raised a minuscule
amount of about $28,000. This year the tax will raise
almost $400 billion. Indeed, not until the late 1950's
did the federal government collect, cumulatively, as
much in individual payments as it took in last year
alone.

As government revenues have increased, so have
expenditures. Even if Congress passes one of the
proposed budget compromises, federal spending next year
will approach $1 trillion, twice what it was in 1979,
triple the level in 1975, and nearly ten times federal
outlays just two decades ago. Only once has the budget
been in balance since 1961; this year the annual
deficit will hit a record $220 billion., Without
meaningful expenditure reductions, the total national
debt will double in the coming decade,

Unfortunately, the promise of the Reagan admini-
stration to turn around the growth of government has
been largely unfulfilled. Real spending has increased
almost as much as during Reagan's first term, 3.4
percent annually, as it did under Carter, 3.9 percent.
Indeed, in 1983 federal outlays took a peacetime record
25 percent of the total Gross National Product.

Along with rising income taxes has come increasing
resistance to the higher levies and more draconian
enforcement measures. Indeed, the IRS has become
perhaps the most intrusive agency in government,
consciously trying to frighten Americans into compli-
ance., Nevertheless, IRS Commissioner Roscoe Egger
recently testified before Congress that the public was
an "uncomfortably short step" from tolerating tax
evasion. The percentage of people willingly paying
their total tax due has been falling, he warns, and the



174

agency's enforcement efforts are increasingly being met
by violence. For example, the number of reported
assaults and threats against IRS agents last year, 789,
was up 49 percent over 1983. Reform is needed, Egger
said, to make taxes fairer and easier to collect.
Otherwise, widespread evasion "may be impossible to
turn around."

The combination of ever greater complexity, higher
rates, and more arbitrary enforcement is planting the
seeds of a second revolution, The first revolution,
which gave birth to ocur nation, was also a fight over
taxes, and it toppled the political establishment;
today the important question is whether our elected
officials will promote or obstruct the fundamental
changes in American tax policy that are becoming
inevitable, °

THE 10/10/10 PLAN

This proposal would represent just the needed
revolution in tax and budget policy. Each component of
the 10/10/10 plan would respond to a particular problem
caused by the current system.

TEN PERCENT FLAT TAX

The plan would impose one marginal tax rate of ten
percent; the tax base would include all income above
the poverty line, currently an estimated $10,600 for a
family of four (see Appendix A). This income exclusion
would be indexed to the official poverty line estimate
to ensure that the very poor would no longer have to
pay taxes.

lhe single tax rate would bind taxpayers together,
eliminating their incentive to try to force those in
different brackets to pay for the cost of government,
Any proposal for a tax increase would affect every
taxpayer; thus, it would be easier to¢ organize tax-
payers to oppose lobbying by narrow interests groups
for new and extravagant spending proposals.

Also, by broadening the tax base and eliminating
every "loophole", the tax system would preserve
horizontal equity. That is, individuals with equal
pre-tax incomes would have equal disposable incomes.
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Thus, the form of the taxpayer's income, whether
wages, lnterest on municipal bonds, government pay-
ments, or fringe benefits, would no longer affect his
tax liability. Taxation of fringe benefits is particu-
larly controversial, but programs such as employer-paid
health insurance are as much compensation as would be
roughly the equivalent amount paid in additional
salary. Including these benefits in the income base is
not intended to discourage the use of fringe benefits;
instead, the proposal would treat equally employees
who do and do not receive lucrative, tax-exempt,
extras. .

Some observers have argued that savings should be
exempt from the income tax -- in effect, that the same
income stream should not be taxed twice. Although the
current system is biased against savings, lowering
marginal rates would minimize this problem. Moreover,
to exempt savings would be to create new perceived
inequities, undermining the attractiveness of the
entire reform package.

Moreover, the form of a taxpayer's expenditures,
whether 2s home mortgage interest, campaign contri-
butions, or whatever, would not increase or decrease
his tax burden either. The federal government would no
longer favor one form of consumption over another,
eliminating tax considerations as a part of peoples!
allocation decisions, A low, simple tax, with a
stable, broad base would leave taxpayers with more of
their money and reduce their incentive to waste
valuable resources attempting to comply with, or avoid,
the tax system. ’

TEN PERCENT CUT IN FEDERAL SPENDING

In Washington the term "budget cut® has been taken
to mean a reduction in proposed increases. Thus, the
Senate and House budget plans, which envision spending
next year of $965 billion and $967.2 billion, respec-
tively, are each said to cut the budget by roughly $56
billion. Yet even if the proposed reductions are
genuine, and many observers question the estimates,
federal outlays will still be several billion dollars
greater than the estimated $959.1 billion in spending
this year (see Appendix B).

Therefore, the 10/10/10 plan would entail an
actual ten percent cut in the budget, resulting in
expenditures of $876 billion. Such a reduction would
not only reverse the steady growth of government over
the past five decades; it would also more than cut in
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half the estimated FY 1986 deficit. And with a total
national debt expected to top $1.84 trillion at the end
of the year, it is imperative that the budget be
brought into balance as quickly as possible; otherwise,
federal interest payments, currently the fastest
growing program, will continue to skyrocket,

Spending reductions are the proper way to address
the deficit problem. Tax increases, since they
discourage productive investment, saving, and work,
rarely raise as much money as they are intended to.
Increasing the funds available to Congress also relaxes
any pressure the legislators may feel to restrain
spending.

Horeover; the huge increase in the deficit under
Reagan is due to out-of-control federal spending, not
excessive tax cuts. Reagan's 1981 tax bill gave an
estimated $1.488 billion back to taxpayers between 1981
and 1988. However, the president's four tax increases,
along with Social Security tax hikes passed in 1977 and
inflation-induced bracket creep before indexing tock
effect, have eaten up all but $63 million of the
savings., In contrast, the aggregate deficit over the
same perjod will be roughly $1.3 trillion.

A ten percent budget cut is clearly achievable if
Congress 1s willing to listen less to the chorus of
special pleaders who are feasting at the public
trough.

Moreover, an expanded campaign to combat fraud and
waste, and to eliminate intentional inefficiencies
designed to enrich particular groups, could save
billions more, The Grace Commission made 2,478
recommendations that it figured could save $424 billion
over a three-year period, It is clear from the
Commission's report that the potential for savings from -
better management principles is immense, Privati-
zation, contracting-out, tighter management control,
better accounting, and improved procurement procedures
are among the sigpl@‘and time~-tested approaches
proposed by the Commission,

If Congress and the administration failed to adopt
specific program reductions by October 1st, the start
of the next fiscal year, an across-the-board ten
percent cut would take affect under the 10/10/10 plan.
Such an action would pose some obvious difficulties ~-
interest, for example, couldn't be cut, and eligibility
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standards for entitlements programs would have to get
changed -~ but the threat of this sort of reduction
should galvanize Congress, and the interest groups, to
come up with a budget that complies with the law,

0 T E L

The first American Revolution was about arbitrary
taxation, yet the IRS has begun to act as unfairly as
its British forebears. The 10/10/10 plan would rein in
the errant agency.

First, with a simple ten percent flat tax, much of
the present enforcement work of the IRS would become
unnecessary. °*‘The elimination of tax shelters and the
multitude of tax preferences, in particular, would
eliminate time-consuming investigations of tax shelter
promotions and audits involving the propriety of
specific deductions., For most individuals, the sole
question would be the accuracy of their declared
income, Thus, the IRS budget, which has grown 1050
percent in nominal terms and 284 percent in real terms
since 1958, could be cut more than ten percent (see
Appendix C).

Second, strict rules and regulations would be
adopted to protect taxpayers. In particular, the power
of the IRS to seize property and otherwise harass
taxpayers would be restricted (see Appendix D). The
IRS's procedures would have to conform to the rules of
Just conduct that the courts impose on private debt
collection agencies. Today many agents have a "grab
first, talk later" attitude, which not only can
ruin innocent taxpayers and even uninvolved bystanders,
but also frequently costs the government money by, for
example, shutting-down businesses rather than working
out installment repayment agreements.

A _REAL REVOLUTION

When Ronald Reagan went on television on May 28th
to present his Second American Revolution, he made a
strong case for tax reform. His proposal has many
positive points, and moves the debate in the right
direction. However, it is no revolution. And as long
as Reagan, as well as congressional leaders like House
Ways and Means Committee Chairman Dan Rostenkowski, are
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willing to face the immense political pressure from
every special interest group that has something to lose
from reform, they might as well support a program that
is truly revolutionary.

The 10/10/10 plan, in contrast, offers a dramatic
break from the present system. Moreover, not only does
the proposal reform the tax system, but it also
addresses the problems of unfair enforcement procedures
and the burgeoning deficit.

This program also better meets the objectives upon
which Reagan is selling his plan: simplicity, fair-
ness, and economic growth. And by lowering corporate
income tax rates as well, the 10/10/10 proposal raises
more of the overall tax burden above ground. More
specifically, regarding:

. The Reagan plan is simpler, but
hardly simple. Indeed, the proposal itself runs 461
pages and took months to draft.

Though the percent of taxpayers filing the long
form would fall, one third of us would still have to .
use the complex 1040. Some deductions would be
eliminated, but others, like professional expenses,
would remain, only with a new adjusted gross income
threshold. For example, with a $25 limit and a 50%
deduction above that, the administration would greatly
complicate record-keeping for the business meals
deduction.

Moreover, the key to real simplicity is equal tax
rates and equal treatment of all forms of income. As
long as rates are graduated, taxpayers will always have
an incentive to try to shift income into different
forms and over different time periods.

Fajrpess. The President would lower overall rates
and drop ‘'some of the very poor from the tax rolls
altogether, two important steps. Yet, again, the
resulting tax system is hardly fair.

First, progressive tax rates remain. Though
progressivity is considered one of the sacred cows of
American polities, it cannot be justified as "fair";
there simply is no moral basis for taxing those who are
more adept at gaining wealth at successively higher
rates. (Ironically, progressivity is unfair to lower
wage earners in that it makes any given deduction,
like for home mortgage interest, worth more to higher
income people.)
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Second, the Reagan plan continues to make arbi-~
trary distinctions between various forms of earnings.
Most fringe benefits would still be treated prefer-
entially; ordinary income would continue to be taxed at
a higher rate than capital gains. Interest on some
municipal bonds would remain untaxed, as would most
government payments, such as food stamps and, for the
most part, Social Security benefits.

Third, real fairness implies a tax code that any
~taxpayer can understand., Despite Reagan's touted
revolution, the tax code will remain incredibly
complicated -~ and intelligible only to an accountant
or lawyer,

Indeed, Congress has changed federal tax law, in
the name of reform, almost on an annual basis over the
last three decades. But these changes have, in large
part, only made the system more complex and inequi-
table, And as significant as are the administration's”
proposed changes, they do not fundamentally transform
the system, There's every reason to believe that, even
if the Reagan plan passes this year, lobbyists by the
dozens will be back next year with multiple suggestions
for "fine~tuning" the system. Only a truly revolu-
tionary change, like the 10/10/10 plan, will prove to
be the tax reform to end all tax reform,

Fourth, the Reagan program-dnesn't deal with IRS
procedures. As long as people have to report their
incomes and prove their deductions, they will continue
to face harassment by an agency that many believe is
out-of-control. Even the fairest tax system in theory
is a disaster when the enforcement agency can act
arbitrarily. The 10/10/10 pXan, in contrast, would
restore the balance between taxpayers' rights and IRS's
enforcement powers,

. Lowering overall tax rates
certainly will encourage economic growth, but dropping
them even further would greatly increase the incentive
to invest, save, and work. People make decisions at
the margin, so to speak, and a marginal tax rate of 35
percent, as proposed by the administration, will still
discourage economically productive activity.

Reagan's reform would reduce the amount of time
and money spent to avoid the tax system, but not
essentially eliminate it, as would the 10/10/10 plan.
Under the low 10% flat rate proposed in the 10/10/10
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plan these deductions would not only become less
valuable but nearly everyone will be paying less in_
taxes than they are now without them,

Indeed, Reagan has not coupled his plan with any
effort to deal with the deficit, despite the threat the
tidal wave of red ink poses to the economy. Given the
effort the President is making to sell the reform plan,
avoiding the deficit issue is a critical flaw since tax
reform without deficit reduction is more likely to open
the door for future tax 1lncreases.

Business Taxes. The administration's plan is most
effective in meeting its goal of increasing the tax
burden on business; by 1990 corporate tax receipts are
expected to-:rise by 22.5 percent. Overall, the ratio
of corporate income tax revenues to personal income tax
-revenues will increase from approximately 1:5 to

1:3.5.

However, as popular as the step may be ~- people

always support reform that makes someone else pay more
and them pay less -- it really will not reduce personal

tax burdens., The point is, the corporate income tax 1is
a hidden tax which actually falls on individuals, only
as consumers, shareholders, and employees., As Reagan
himself declared in a syndicated radio broadcast three
years before he become President, "Government can't tax
things like businesses or ccrporations. It can only
tax people." Therefore, we should be making the tax
burden more, not less, visible to the people who bear
it. And the 10/10/10 plan, by reducing corporate
income tax rates as well as those for individuals,
would make the price of government more explicit,
allowing people to better assess the costs and benefits
of the public services they receive,

IS THE 10/10/10 PLAN POLITICALLY REALISTIC?

The Treasury Department reportedly considered
prorosing a true flat rate tax plan, but dropped it
over concern about its political salability. However,
if history -- and Ronald Reagan -- teach us anything,
it is that political realism is a fleeting concept.
Much of the history of American rolitics is electing
the unelectable and enacting the unenactable,

For example, Reagan wasn't supposed to be elected
in 1980, and the political system was said to be so
ossified that nothing significant could be done to
affect taxes or spending., But it's now 1985, and
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President Reagan has just been overwhelmingly reelected
after cutting tax rates by 25 percent and dramatically
reshaping budget priorities,

Tax reform has become perhaps the single most
important issue on the political agenda. Unfortu-
nately, what began as a push for a pure, broad-based
tax has been progressively watered-down; today Reagan's
plan provides only a modest improvement over the
current system.

Yet tax reform will succeed only if the reformers
are able to rally the American people against the
interests who oppose any tampering with their tax
preferences. - As it stands now, however, Reagan has
roused the opposition without giving people a clear
enough reason to fight for his program.

In contrast, the 10/10/10 plan would be simple to
understand and simple to comply with, No longer would
most taxpayers spend hours knee-deep in tax forms; a
postcard would do, The plan would also be fair,
treating all taxpayers equally, and protecting them
from arbitrary treatment by the IRS., Finally, the
10/10/10 plan would promote economic growth and cut the
deficit -- without engaging in the fiction of reducing
the tax burden on individuals by hitting business more.

Fear of "political reality" is causing many
American leaders to avoid discussing the fundamental
changes that are necessary to solve the serious
problems facing our country today. The knowledge that
ideas can have great consequence should provide hope to
those who believe in a fairer and more efficient tax
system, The 10/10/10 plan is the sort of bold idea
that could break the current intellectual deadlock and
move the country forward.

Americans deserve a second tax revolution, Let's
really give them one.
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APPENDIX A

1984 Poverty Levels
(Annual Income)

Bureau of the Census

POVERTY LINE
. - $ 5,400
.. 6,980
.o 8,280
.« « 10,610
+ 0 12,560
« o« 14,2190
« « 16,160
« « 17,902
oo 21,147C
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APPENDIX B

TOTAL FEDERAL GOVERNMENT
RECEIPTS AND EXPENDITURES

RECEIPTS AS A EXPENDITURES AS A

YEAR RECEIPTS PERCENT OF GNP EXPENDITURES PERCENT OF GNP

($ billiona) {$ biliions)
1960 $ 92.5 18.6% $ 92.2 18.5%
1961 94, 18.5 97.8 19.2
1962 99.7 18.2 106.8 19.5
1963 106.6 . 18.4 111.3 19.3
1964 112.7 18.2 118.6 19,
1665 116.8 17.7 118.4 18,0
1966 130.9 1841 134.7 18.6
1967 148.9 19.2 157 .6 20,3
1968 153.0 18.4 17841 21.4
1969 186.9 20.5 183.6 20,2
1970 192.8 19.9 195.7 20,2
1971 187.4 18.1 210.2 20.4
1972 207.3 18.4 230.,7 20.4
1973 230. 18.4 245.,6 19.6
1974 263.2 19.1 267.9 19.4
1975 279.1 18.9 324.2 21.9
1976 298.1 18.2 364.5 22.2
1977 355.6 19.1 400.5 21.5
1978 299.6 19.1 448.,4 21.4
1979 63.3 19.7 491.0 20,8
1980 517 .1 20.% 576.7 22.4
1981 599.3 20.8 657.2 22.8
1982 617.8 20.2 728.4 23.8
1983 600.6 18.6 796.0 24.7
1984 666.5 18.6 851.8 23.
1985‘est.) 736.9 19.0 959.1 24,8
1986  (est.) 793.7 18.9 973.7 23.2
¢ Projeotion

Source: Budget of the United States Government (Fiscal Year 1986),
Office of Management and Budget.
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APPENDIX C

IRS BUDGET/1958-1985

NOMINAL BUDGET REAL BUDGET"
c -

1958 $ 337,374 : $ 389,667
1959 355,349 406,875
1960 364,250 410,510
1961 413,900 461,912
1962 . 450,912 497,807
1963 502,170 547,868
1964 550,307 587,178
1965 598,369 633,074
1966 628,539 646,767
1967 664,875 664,875
1968 695,587 667,764
1969 756,943 689,575
1970 879,125 756,048
1971 977,492 : 805,453
1972 1,129,337 902,340
1973 1,142,767 859,361
1974 1,309,224 887,654
1975 1,586,570 985,260
1976 1,691,520 992,922
1977 1,807,611 992,922
1978 1,967,284 1,007,240
1979 2,144,745 988,727
1980 2,288,498 929,106
1981 2,479,743 910,066
1982 2,671,926 924,486
1983 3,043,012 1,019,409
1984., 3,325,630 1,067,527
1985 3,541,597 1,104,978
Percentage Increase 1050% 284%g

Source: Internal Revenue Service and CSE Analysts
Calculations based upon U,S. Bureau Labor Statistic data.

e Purchasing power of the dollar estimated for this year.
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APPENDIX D

10 POINT
TAXPAYERS BILL OF RIGHTS

TAXPAYERS HAVE A RIGHT to a hearing in a court of
law before the IRS seizes his property.

TAXPAYERS HAVE A RIGHT to be informed by the IRS of

his rights when being questioned, auditied, or

otherwise investigated by the IRS.

TAXPAYER§ HAVE A RIGHT to be free of an IRS which
imposes a quota system on its agents to perform a
minimum number of seizures.

TAXPAYERS HAVE A RIGHT to have IRS treat taxpayer
cases in a civil manner,

TAXPAYERS HAVE A RIGHT to be reimbursed for court
feeslggen successfully defending themselves against
the .

TAXPAYERS HAVE A RIGHT to be exempt from an IRS
levy on all his personal effects up to $20,000 in
value and all books, tools, machinery, equipment,
and other property of a trade, business or profes-
sion up to $10,000 in value,

TAXPAYERS HAVE A RIGHT to negotiate with the IRS a
reasonable installment plan to pay for taxes which
both parties agree are due,

TAXPAYERS HAVE A RIGHT not to have levied by the
IRS necessities such as a home, automobile used for
commuting, or tangible personal property for a
business without which the business would close
down.

TAXPAYERS HAVE A RIGHT not to be levied by the IRS
property the value of which is less than the cost
of seizure and sale.

TAXPAYERS HAVE A RIGHT to receive all rights of due
process by the IRS.



