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CRACKING THE CODE:
TAX REFORM FOR INDIVIDUALS

TUESDAY, MAY 13, 2008

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

The hearing was convened, pursuant to notice, at 10:04 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Wyden, Salazar, Grassley, Hatch, Snowe,
Smith, Bunning, and Roberts.

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; Kathy Koch, Senior Advisor, Tax and Ec-
onomics; and Tiffany Smith, Tax Counsel. Republican Staff: Mark
Prater, Deputy Chief of Staff and Chief Tax Counsel; Nick Wyatt,
Tax Staff Assistant; and Ellen McCarthy, Tax Counsel.

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

The CHAIRMAN. The hearing will come to order.

Yale Law Professor Michael Graetz has said, “The tax law is the
primary link between the Nation’s citizens and the government.
Many more people file tax returns than vote in presidential elec-
tions.” The numbers bear that out. For the last presidential elec-
tion, 10 million more people filed income tax returns than cast
presidential ballots.

Individual income tax returns are the primary source of the Na-
tion’s revenue. Individual income tax collections account for about
half of the revenues that the Federal Government collects. As the
former head of the Joint Committee on Taxation testified in 2001,
the burdens of complexity fall particularly on individual taxpayers.
So it is only fitting that today’s tax reform hearing focuses on tax
reform for individuals.

The IRS estimates that it takes people an average of 26.4 hours
to complete the individual tax form. That is more than a complete
day just to figure out how much you owe the Federal Government;
clearly too long. That is only the average. Some people take a lot
longer to figure out their taxes. That number does not count up all
the time actually spent. Most of us do not just sit down and work
out our taxes in one sitting. Most taxpayers spend a lot of time
gathering information. People spend days, even weeks, compiling
information before sitting down to fill out a tax form. On top of
that, many people have to calculate the Alternative Minimum Tax.
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Why is filing your taxes so complicated? One reason is because
the tax code has multiple functions. The government raises revenue
with taxes, and then the government also uses the tax code to im-
plement social policy, as well as economic policy. For example,
through the Earned Income Tax Credit, people are raised out of
poverty. Through college education credits and deductions, college
is more affordable and accessible. Through tax cuts, Congress can
give a boost to the economy during hard times.

As we begin the task of tax reform, we will have to determine
priorities: how can we make the tax code fairer? How can we make
it simpler? How can we reduce its drag on the economy? And can
we do all these things at the same time?

On April 15, I began this series of hearings with a broad over-
view of tax reform. Today we will consider what our priorities
should be in the individual area. Future hearings will address
small businesses, corporations, and international competitiveness,
among other topics.

So let us see if we can make the primary link between the Na-
tion’s citizens and the government just a little less painful. Let us
see if we can make the primary source of the Nation’s revenue a
little fairer. Let us see how we might lessen the burdens of the tax
code on America’s individual taxpayers.*

Senator Grassley?

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Thank you, Mr. Chairman.

Just about everybody agrees that the tax code is very, very com-
plex. The tax form instruction book is probably the most unwel-
come piece of mail many taxpayers get. The complexity means that
taxpayers cannot be confident that they received all the breaks
coming to them or that they have not paid more than they owe.

As last month’s tax filing deadline came to a close, millions of
hardworking American taxpayers knew about the complexity first-
hand. As we note the complexity, we should also note a point one
of the key 1986 Tax Reform architects has made several times.
This is what Senator Packwood, then-chairman of the committee,
vglas fond of saying: “Many taxpayers accept complexity that favors
them.”

When we consider the complexity of the regular tax system and
the creeping effect of the Alternative Minimum Tax, you have a
recipe for disaster. As an example of the problems from the AMT
side, if we do not extend the hold-harmless, or patch for 2008, 25
million tax filers, mostly families, will be affected by the AMT.
Twenty-five million families. Think about that. Because of the way
the AMT is structured with no indexing, the AMT problem grows
exponentially from year to year.

The revenue loss for last year’s patch was $50 billion, and it
grows to $65 billion this year, so we are facing a train wreck. So,
there is no question that we have big problems. It is a problem that
the committee should focus on. Let me say that I have no pre-

*For further information on this subject, see also, “A Reconsideration of Tax Expenditure
Analysis,” Joint Committee on Taxation staff report, May 12, 2008 (JCX-37-08), hitp://
www.jet.gov [ publications.hitml?func=startdown&id=1302.
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conceived notions of which direction we should go, whether we are
talking about a flat tax, a national retail sales tax, a value-added
tax, or substantial modification of the current system.

Let me also note that more than 3 years ago I instructed the Fi-
nance Committee tax staff on our side to develop a simplification
proposal in all income tax areas. The staff have worked up some
proposals. While we all agree something should be done and we
should be open-minded about what reform would look like, I would
like to remind folks that there is a key premise to tax reform that
needs to be fleshed out. The premise I refer to is whether we as-
sume current-year law levels of tax relief in effect or whether we
assume that the bipartisan tax relief plans of 2001 and 2003 ex-
pire.

If we use the latter assumption, which is that the post-2010
record-level tax increase goes into effect, then tax reform really be-
comes a historic tax increase. According to the latest figures from
the nonpartisan Congressional Budget Office, individual income
taxes will go up by more than 10 percent in terms of a share of
GDP. Said another way, American taxpayers will, on average, be
sending an additional 10 percent in taxes to Washington, DC for
Congress to spend instead of the marketplace deciding how it will
be divided up. That is simply because the bipartisan tax relief ex-
pires.

Now, it can be said yet a different way from the standpoint of
the typical worker. Everything else being equal, that worker will
see his or her take-home pay shrink by an extra 10 percent in
taxes. I raise this point because we are talking about individual in-
come tax reform. If we are to enter the tax reform playing field,
we need to know the rules, including the size of the playing field
in revenue terms. Are we assuming tax reform is not possible with-
out a record tax increase? This is a question that all policymakers
should have to answer.

This is a question that presidential candidates will have to speak
to before the end of the election. I hope the answer is that the goal
of a tax reform exercise ought to be to maintain the levels of tax-
ation in effect before the Armageddon nearly every taxpayer faces
in 2011. If the goal is different—a record tax increase upwards of
10 percent on the American taxpayer—then I have very serious
reservations about whether we can—or more importantly should—
undertake the effort. So I look forward to the testimony of our dis-
tinguished panel today, and hopefully we can understand how this
possible tax increase works into tax reform.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator, very much.

Our first witness is Dr. Leonard Burman. Dr. Burman is the di-
rector of the Tax Policy Center and a senior fellow at the Urban
Institute. The second witness is Dr. William Gale. Dr. Gale is the
vice president and director of economic studies at Brookings. Next,
is Mr. Stephen Entin, who is president and executive director of
the Institute for Research on the Economics of Taxation. Finally,
Dr. J.D. Foster, who is a senior fellow in the economics of fiscal pol-
icy at The Heritage Foundation.



4

Thank you all for coming. Our usual practice is that each of you
will speak for 5 minutes, and your statements automatically will
be in the record.

Dr. Burman, why don’t you proceed?

STATEMENT OF DR. LEONARD BURMAN, DIRECTOR, TAX POL-
ICY CENTER; AND SENIOR FELLOW, URBAN INSTITUTE,
WASHINGTON, DC

Dr. BURMAN. Thank you, Mr. Chairman, Ranking Member Grass-
ley, and members of the committee. It is a real pleasure to be in-
vited to speak about tax reform to this panel, in particular. I actu-
ally came to Washington in 1985 to work on what became the Tax
Reform Act of 1986, and I remember the pivotal role that this
panel played in developing that historic bipartisan legislation. I am
excited about the prospect of playing a similar role in our next tax
reform.

In the 1980s, there was a huge need for tax reform. Tax shelters
had gotten completely out of control. There were empty office build-
ings that were built just because of the tax benefits, and people
widely perceived the tax system to be unfair.

Arguably, right now there is an even greater need for tax reform,
for at least four reasons. One is the expiration of the tax cuts at
the end of 2010. I do not think anybody thinks that the tax cuts
should just be allowed to expire with nothing happening in their
place, but there is a real question as to what we can afford in
terms of future tax cuts. That is actually exacerbated by the AMT
problem which Senator Grassley referred to. We are counting on
the AMT to raise $1 or $2 trillion of revenue over the next 10 years
depending on whether the tax cuts are extended. If you take the
Bush tax cuts, AMT, all of the other things that are perpetually ex-
tended and you add them all together, plus the additional interest
on the debt, those would increase the national debt by the end of
2018 by $4.6 trillion.

Now, if revenue were pouring into the Treasury, that might not
be a huge problem, but in fact that would bring revenues well
below their historic levels, and at a time when there will be un-
precedented demands on the government. The baby boomers are
starting to retire now, and they are going to be drawing Social Se-
curity and medical care that, over time, would basically lead us to
bankruptcy if our current revenues were continued.

Of course, the last problem which you referred to is that the in-
come tax is a mess. It is complex, it is widely perceived to be un-
fair, and it is definitely not conducive to economic growth. So how
could we get tax reform? Obviously it requires presidential leader-
ship. I think it is a good sign that in this campaign, both—or I
guess all three—of the presidential candidates are talking about
how they can work with people across party lines and how they can
get things done. The fact that this is a change election, I think, is
a really good sign. It obviously needs to be bipartisan. If one party
decides to run with tax reform, the other party will be able to
cream them because any kind of meaningful tax reform would raise
taxes on some people.

It needs to address the concerns of both parties. It needs to be
progressive. It needs to raise enough revenue to finance the govern-
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ment. If a Democrat is elected, it needs to dovetail with health re-
form. It needs to lower the tax burden on capital. We need to have
a credible way to control spending. Of course, it needs to be simple,
fair, and pro-growth.

I outline a proposal which I think would move forward in all of
these directions. I note—and I should have noted more clearly in
my testimony, that Senator Wyden has also been moving forward
with a similar proposal in many respects. One main element is to
have a value-added tax that is dedicated to paying for health care:
Medicare, Medicaid, and basically a voucher that will provide an
adequate level of health care for everybody. This would allow sub-
stantial income tax cuts.

One of the things that made the Tax Reform Act of 1986 happen
was that there was a big corporate tax increase, which most people
did not think they had to pay, and that made it possible to cut indi-
vidual income taxes, which made tax reform much more palatable.
I argue that the VAT, the value-added tax, devoted to paying for
health care, could produce a similar kind of a trick. The details are
in my testimony; obviously I do not have time to go through them
in great length.

But the basic idea is that the new income tax system would have
a very broad base, it would be vastly simplified. Tax rates would
be cut dramatically. The top rate would be 25 percent, or possibly
even lower. Most people would not have to file income tax returns.
That is, withholding on wages, interest, dividends would be suffi-
cient to determine tax liability at the end of the year. There would
be a small exemption for capital gains, so the people who had a
small mutual fund or something like that would not have to file
simply because of that. There would be a simplified refundable tax
credit for children and to encourage working, along the lines of
what Michael Graetz has suggested. I think you heard from him
a couple of weeks ago.

The VAT dedicated to health care would have a number of ad-
vantages. One is that, for the first time, everybody in the public
would see a connection between health spending and taxes. Every-
body would have to pay the value-added tax. If health spending
continued to grow faster than the economy, the VAT rate would
grow over time. That would make it possible to do the kinds of sen-
sible things to limit health care cost increases that might otherwise
be politically difficult.

It would help lower- and middle-income working families and
small businesses and would be a relatively efficient way to raise
revenues. Because we get rid of the exclusion on employer-
sponsored insurance, it would bolster the Social Security trust
fund. So I do not pretend that I have the answers to all of our prob-
lems. I understand that these things are a lot more difficult than
I outline even in my written testimony. But I think, thinking along
these lines, we might be able to do something that would be of ben-
efit, that would make the economy stronger, and make the tax sys-
tem a lot simpler and fairer for most Americans.

Thank you very much.

The CHAIRMAN. Thank you, Dr. Burman. That was very inter-
esting.
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[The prepared statement of Dr. Burman appears in the appen-
dix.]
The CHAIRMAN. Dr. Gale?

STATEMENT OF DR. WILLIAM GALE, VICE PRESIDENT AND DI-
RECTOR OF ECONOMIC STUDIES, THE BROOKINGS INSTITU-
TION, WASHINGTON, DC

Dr. GALE. Thank you very much. Thank you for inviting me to
testify at this hearing on individual taxpayers and tax reform. I
think everyone agrees that the tax system needs reform. What I
would like to focus on are six over-arching goals or guidelines to
focus on or think about as we endeavor to change the tax system.

The first thing is, although it is good to focus on how taxes affect
individuals, it is important to realize there is not really a bright
line between taxes on individuals and taxes on businesses. So that
could be used to your advantage, as Len mentioned happened in
1986, but it is important to understand that the burden of the tax
ultimately does fall on individuals.

Any tax on a business ultimately burdens some individuals,
whether it is the shareholder, the worker, the customer, the sup-
plier, et cetera. In short, you cannot reduce the overall burden on
individuals by shifting the collection of taxes to the business sector.
Ultimately it filters back to individuals.

The second point is, people will talk about a whole lot of issues
in tax reform, but there is one thing that needs to happen to re-
form the system, and that is to change the base of the tax system,
the tax base. There is a lot of talk about whether we go to a con-
sumption tax or an income tax. In my view, either of those would
be better than the system we have right now. We call it an income
tax right now, but the thing that is taxed bears very little relation
to any economic notion of income.

So for argument purposes, let us focus on an income tax. The key
to reform is to broaden the base, to tax all income, tax it at one
rate, tax it at the full rate, tax it only once. So you do not want
double taxation, you do not want sheltering. You want a very com-
prehensive tax base where everything is taxed at the same full-rate
structure. This is not an argument for flat taxes, this is an argu-
ment for a broad base.

This does several things for the tax system and for the American
public. First, it levels the playing field, so it reduces the distortion
across different activities that come from taxing different activities
at different rates. Second, it allows you to reduce the overall rate
structure because the base is more comprehensive. That in turn
further reduces the extent to which taxes affect or distort economic
actions. Third, it makes taxes simpler. If you think about where
the complications in the tax system come in, it is all in the base,
figuring out which types of income are taxed at which rates, which
types of deductions and exemptions, et cetera, that people get to
use. So regardless of what you want to do in tax reform, fixing the
base is the first step, is the key step. It is not a sufficient step, but
it is a necessary step

My third point. After that is done, after you have dealt with the
base the third thing to do is think ‘about the current structure of
exemptions, deductions, and exclusions, et cetera. Deductions tend
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to be overly regressive, they tend to be overly expensive. They are
not justified, in most cases.

The only time a deduction is justified is if there is a reduction
in ability to pay taxes. If you look carefully at most of the deduc-
tions in our system, they do not relate to ability to pay taxes, they
relate to social goals. Those should be structured as refundable
credits so that everyone gets them rather than just high-income
taxpayers.

So that is an opportunity in terms of restructuring deductions.
That is an opportunity to save money, to be more efficient, to give
better incentives, and to be less regressive in the tax system.

The fourth point is that it is time to eliminate the AMT. We are
never going to have a partial reform of the AMT. As long as it is
there, it is going to be a mess. The AMT is really evidence of a fail-
ure in the underlying tax system. So when I say it is time to re-
form the AMT, there are two big caveats associated with that. One
is, you have to replace the revenue and the baseline that the AMT
generates, and the other is, you have to shut the loopholes in the
regular tax that would be there if the AMT were gone. But it would
be relatively simple to do that, and you could remove the whole
AMT structure with some relatively simple reforms.

The fifth point is just that a revenue system that is not adequate
to finance government spending will ultimately not be sustainable.
It will not be stable. We will end up with situations like we have
in 2010, where tax cuts expire and we have to figure out how to
deal with them.

The extension of this is, government spending is a tax issue. In
fact, it is the only reason that we have taxes, to pay for govern-
ment spending. So, when we talk about Social Security or Medicare
reform, those are tax issues, and it may well be that the way to
get to tax reform is to put all those things in one big bowl and
come up with some grand resolution for the entitlement issue, the
tax reform issue, and the budget issue.

Along those lines, Len mentioned the value-added tax. Let me
just toss carbon taxes into the mix. There are both good environ-
mental reasons and good revenue and efficiency reasons to consider
taxing carbon.

My last point—I will be real quick here—is that I cannot over-
emphasize the importance of making the system simpler. Tax pol-
icy, as you know, has enormous debates about how high taxes
should be, who should pay taxes, what should be subsidized. There
are all sorts of disagreements about tax policy. The one thing—the
only thing—that everyone agrees on is that the system is too com-
plicated, yet every year the system gets more complicated. So,
when we head into tax reform, I think that is an important cau-
tionary story, that, if you do not make simplification the most im-
portant thing, it will take a back seat and you will end up with a
more complicated system, which is how we got to where we are
now.

Thank you.

The CHAIRMAN. Thank you, Dr. Gale.

[The prepared statement of Dr. Gale appears in the appendix.]

The CHAIRMAN. Mr. Entin?
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STATEMENT OF STEPHEN ENTIN, PRESIDENT AND EXECUTIVE
DIRECTOR, INSTITUTE FOR RESEARCH ON THE ECONOMICS
OF TAXATION, WASHINGTON, DC

Mr. ENTIN. Thank you, Chairman Baucus, Ranking Member
Grassley, and members of the committee. I thank you for including
me in the witness panel today to testify on tax reform.

It was one of the first issues I worked on when I came to Wash-
ington with Senator Bob Taft, Jr., in 1975 when I was his aide for
the Joint Economic Committee. It is still unfinished business, and
I would like to retire one of these days, so please let us get on with
it. [Laughter.]

There are good tax reforms and bad ones. The Kennedy-Johnson
corporate and individual tax changes of 1962 and 1964 got the
economy moving again, as did the 1981 Reagan cuts, and the 2003
Bush tax changes. In contrast, the 1986 Tax Reform Act savaged
saving and investment, especially real estate, and along with two
payroll tax hikes, contributed to the 1990-1991 recession. It did get
rid of some unwanted loopholes, but it went way too far in the tax-
ation of capital.

The main focus of fundamental tax reform should be to end exist-
ing tax biases against saving and investment. Current tax law puts
heavier taxes on income used for saving and investment than on
income used for consumption. This reduces saving and investment,
which reduces employment of labor, productivity, and wages. It is
also the source of much of the complexity in the tax system.

Most of the tax burden on capital is shifted to labor in the form
of lower wages. A man operating a backhoe can dig a lot more ditch
than a man with a shovel, and is paid accordingly. Tax the back-
hoe, and you end up breaking the worker’s back and his wallet.
The workers would be much better off if these tax biases were
eliminated.

Of every additional dollar of GDP made possible by added invest-
ment, about 50 cents goes to labor income after taxes, about 33
cents goes to Federal, State, and local governments as taxes, about
12 cents goes for depreciation, and about 5 cents is left for savers
and investors after tax. Workers gain 10 times as much as capital
owners; governments gain 6 times as much.

There are two fundamental concepts of taxable income, which is
the tax base that Bill Gale has referred to: one is comprehensive
income, the other is comprehensive consumption. The committee
and the Congress should study the advantages of moving toward
a consumption base. If we want more growth and higher incomes,
especially for workers, we must settle on a consumption-based tax
reform.

A pure comprehensive income tax, even if evenly applied, would
tax individuals on the income that they save and also tax the re-
turns to their saving. That is a basic bias of the income tax. The
income tax cannot be even; it is not saving-consumption neutral. It
would not allow pensions, IRAs, or deferral of tax on capital gains,
but in its purest form would at least adjust the gains for inflation.
It would employ depreciation instead of expensing of capital out-
lays. The U.S. version adds a corporate tax and estate tax to the
other two hits on saving.
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A pure consumption tax would either tax savings or the returns
to saving, but not both. All saving would get pension or IRA treat-
ment of one sort or another. It would not double tax corporate in-
come, nor impose an add-on estate tax. Investment, productivity,
and wages would be higher under a consumption base for any
given amount of revenue raised.

The U.S. income tax has features of both systems. Some saving
is allowed pension or IRA treatment. Capital gains are taxed when
realized (but are not adjusted for inflation). Some investment is ex-
pensed. There is a partial offset to the double tax on corporate in-
come from the 15 percent tax cap on dividends and capital gains.

Moves toward a comprehensive income base, as in the Tax Re-
form Act of 1986, reduce domestic saving, investment, productivity,
jobs, and wages. They also chase capital off-shore or cause it not
to be formed at all. Moves toward a consumption base, as in 1962,
1964, 1981, and 2003, tend to promote saving, investment, produc-
tivity, jobs, and wages, and attract capital from abroad.

There are several saving-consumption neutral taxes to choose
from. You have seen before you in previous proposals things such
as the business activities tax, a flat tax, a VAT, or a sales tax. My
favorite would be a consumed-income or cash flow tax. It would be
the most visible to the taxpayer/voter. It would be reasonably sim-
ple, and, with modest exempt amounts and reasonably low rates,
it would be eminently fair. By any reasonable measure, these taxes
are far simpler, far more efficient, and far fairer than the current
income tax system.

Moving to a consumption tax base could raise incomes across the
board by between 10 and 15 percent, or between $5,000 and
$10,000 for middle-income families. That is a bigger benefit than
some of the credits and handouts we now give.

I hope you would acknowledge the revenue feedback from pro-
growth tax reform, but, if you do not want to do dynamic scoring,
at least please have the Joint Committee on Taxation compute for
you at every stage of your deliberations whether the tax bill you
are working on raises or lowers the tax at the margin on capital.
In particular, ask them to measure for you the service price of cap-
ital, the return necessary to make an investment possible on an
after-tax basis.

If your tax bill raises that service price, as in 1986, it will retard
economic growth and hurt workers. If it lowers it, it will be good
for the economy. If you do not have that guide before you, you will
not know as you work on the bill whether you are helping or hurt-
ing your constituents.

I hope you will also consider paying for the bill with spending re-
straint and not find other taxes to pile on and have a complex sys-
tem where you would have many types of taxes in the mix. Bill
Gale has already told you that only people pay taxes. That is abso-
lutely true. Taxes hidden at the business level make the voters
think they are not getting billed for government spending, and that
is bad in a democracy.

I would suggest to you that these things that promote growth are
also good for simplification. I do not think there is inherent conflict
there. I think if you got busy on a pro-growth tax reform, the Na-
tion, and all of your constituents, would be better off.
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Thank you.

The CHAIRMAN. Thank you. That was very interesting.

[The prepared statement of Mr. Entin appears in the appendix.]
The CHAIRMAN. Dr. Foster?

STATEMENT OF DR. J.D. FOSTER, NORMAN B. TURE SENIOR
FELLOW IN THE ECONOMICS OF FISCAL POLICY, DOMESTIC
POLICY STUDIES, THE HERITAGE FOUNDATION, WASH-
INGTON, DC

Dr. FOSTER. Thank you, Mr. Chairman, Senator Grassley, mem-
bers of the committee. I appreciate the opportunity to testify this
morning. I will be summarizing my written testimony.

The individual income tax is flawed in many ways, all of which
are known to the members of this committee. However, rather than
provide a catalog of problems and recommendations, I will instead
emphasize the threat to two broad principles and then turn to a
specific area, the taxation of education expenses.

Traditionally, tax reform discussions assume revenue neutrality,
imposing a very useful discipline on theoretical discussions to em-
phasize the centrality of trade-offs. Tax legislation, however, is not
a matter for the blackboard. Government must decide the level of
taxation and the tax structure, so, among the many issues before
the committee, I believe these two principles are paramount: first,
the level of individual income tax collection should be low, and the
marginal rates of tax imposed should be low.

The great risk for individual income tax reform is that both prin-
ciples will be significantly violated. Over the next 2 years, Congress
will debate whether to impose or prevent a massive tax hike on the
American people, largely by raising marginal income tax rates.
Such a tax hike in individual income tax rates would be individual
income tax reform writ on a grand scale, moving entirely in the
wrong direction.

Whatever other reforms this committee considers and whatever
other benefits might follow therefrom, failure to prevent this tax
increase would be profoundly negative for tax reform, for the econ-
omy, and for American taxpayers. This arises, of course, because
tax cuts enacted at the start of the decade expire at the end of the
decade.

Some suggest that extending these tax provisions, provisions that
will then have been in the law for 8 to 10 years, is somehow a tax
cut; respectfully, but emphatically, no. Extending current policy, or
better yet making it permanent, prevents a tax hike.

This debate is muddied by a fundamental and longstanding flaw
in the way tax provisions are scored. The issue here is the con-
struction of the Congressional Budget Office revenue baseline. As
it is always done under Republican and Democratic directors, the
CBO revenue baseline reflects current law. In contrast, CBO’s
spending baseline correctly reflects current policy. CBO assumes
current policy will extend throughout the budget window, even if
the authorizing law expires during the budget window.

Appropriated spending illustrates the propriety of the current
policy assumption. Should CBO assume no future appropriated
spending? Of course not.
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This current policy assumption extends naturally to other major
programs such as SCHIP and the Farm Bill. In each case, spending
levels are assumed to continue in the baseline even though the pro-
gram expires. This is sound practice, and it is consistent with cur-
rent services’ budgeting principles.

In constructing baselines, revenue provisions and spending pro-
grams should be treated alike. Spending programs and tax provi-
sions that expire should be assumed in their respective baselines
to be extended. They should both reflect current policy, not current
law. This is a matter of leveling the playing field, and it is a matter
of basic fairness. It is a matter of getting it right.

If revenue provisions and spending provisions are treated alike,
reflecting current policy, then scoring the extension of tax provi-
sions would accurately show that, in terms of policy changes, noth-
ing happens. And in terms of the ongoing deficit picture, nothing
changes.

The AMT patch demonstrates the problem. There is strong sup-
port for extending the patch. Many members acknowledge that al-
lowing the patch to expire would impose a huge tax increase, yet
the revenue tables show extending the AMT patch to be a tax cut.
The revenue baseline assumes the patch expires, so the patch’s ex-
tension is shown as a revenue loss. The members are right, the
baseline is wrong. Correct the baseline, and extending the patch in
its current form would properly be shown to have no revenue con-
sequences and no deficit consequences relative to current policy.

Let me turn now, if I could, to the issue of education. Education,
or human capital formation, is essential to our Nation’s future, and
so is physical capital formation. Tax policy presumes there ought
to be some deduction for investment in physical capital. This is
fundamental to the income taxation of business. Similarly, some
deduction for investments in human capital formation is funda-
mental to income tax levied on individuals.

The individual income tax already includes many provisions re-
flecting the importance of education. I note the Hope credit, the
Lifetime Learning credit, the recent higher education tax deduc-
tion, and a host of other provisions.

These provisions in total reflect Congress’s understanding of the
importance of tax policy for education. Unfortunately, there are
some tax policy voices who do not seem to understand this connec-
tion. I note a recent text from the Joint Tax Committee which
states, “Other subsidies for education provided by the tax code”—
emphasis on the word “subsidies,” that is a critical errant term. Al-
lowing a deduction for investment expenses is not a subsidy as a
matter of principle, whether the investment is in a piece of equip-
ment or in the education of the individual who works that equip-
ment.

This is an area of tax policy, I believe, in which conservatives,
moderates, and liberals can find common ground. We can find com-
mon cause for substantive individual income tax reforms that
would be good for families, for students, and for our long-term pros-
pects for international competitiveness, wages, and jobs.

Thank you, Mr. Chairman.

[The prepared statement of Dr. Foster appears in the appendix.]

The CHAIRMAN. Thank you all very, very much.
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Clearly, if we are going to have significant reform, there is going
to have to be significant agreement. Dr. Gale made a point that,
if this becomes partisan, we are not going to get very far. I just
very much hope that this committee can lead the way in working
together to try to find ways to address how it would properly re-
form the code. A concern I have, frankly, is American competitive-
ness—which the last two witnesses touched on to a degree—and a
system which is biased against savings or not. I think it is an hon-
est question.

On the other hand, we also want a system which is sufficiently
progressive, as well as simple, et cetera. So I am wondering, as you
all listen to each other, where is there some common ground? If
you did not anticipate that question, it would be hard to kind of
figure that out at this point. But where is there some common
ground if you stop and think about what we need to do? Because
I am trying to figure out a way where we can make significant
changes in a way that makes the most sense, makes the code sim-
pler, helps promote growth, and has the requisite amount of social
policy that seems to make sense here.

I agree very much with basically the tenor of the witnesses,
mainly, we have an income tax base which is corroded. I mean, it
is just falling apart. We, Congress—the administration, too—makes
the code more complex every year, with all new changes, and so on
and so forth. It is hard to say no to groups, to come in and say,
well, the general rule might make sense but we are the exception.
We are a little different than the general rule. So let me just start
out by trying to figure out an area, and anyone who wants to can
go first, and where you think you all might want to agree. Where
do you think you might agree and start building toward some com-
monality here? Who wants to take it?

Dr. GALE. I will take a crack at that.

The CHAIRMAN. All right.

Dr. GALE. I think, knowing all the witnesses fairly well, I think
it is obvious we agree that the current system is a mess, particu-
larly in two ways. One is that the complications that we have are
not worth the benefits. The issue is not, how complicated is the sys-
tem. The issue is, are the complications that we have worth what
we get for it? J.D. talked about education. That is a perfect exam-
ple of a mess. There is a separate education subsidy for every in-
come level, basically. We do not need to have that. We ought to be
able to conform that. We ought to be able to clarify that.

The other area where I think we are in agreement is that the
uneven taxation of all sorts of things creates bad things. Steve
wants to go to a comprehensive consumption base. I would person-
ally prefer a comprehensive income base. The difference between
those two views is nowhere near as big as the difference between
either of those systems and the current system, and so the current
system layers taxes more than once on some types of income, it
completely exempts other types of income or consumption. So I
think if you could get it simple and even, you probably would get
a long way toward consensus.

The CHAIRMAN. All right.

Dr. Burman, you had your hand up.
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Dr. BURMAN. Yes. The other thing I suspect we agree on is, if you
could broaden the base and lower the rates

The CHAIRMAN. First of all, on the last point, do the other three
of you basically agree with what Dr. Gale said?

Dr. FOSTER. I basically agree with him. The distortions we now
have in the tax code are not worth the price in terms of complexity
and lost economic growth. Ultimately, the debate will fall onto
whether or not we should have comprehensive consumption or com-
prehensive income as the starting point for our tax system. The
starting point is critical. But I think if left to our own devices, we
could probably come up with a fairly decent consensus that would
meet none of our preferences perfectly, but would be far preferable
to the tax code we have currently.

The CHAIRMAN. All right. Dr. Burman? I cut you off. Sorry.

Dr. BURMAN. One key point is, whatever tax system we have, if
you can broaden the base and lower the marginal rate—there is
probably some disagreement on this, but I would obviously like to
maintain a level of progressivity—but meeting those objectives at
a lower rate means that, whatever flaws there are in the tax sys-
tem, it will have less of a cost on the economy. There is an eco-
nomic theory that says that the higher the rate is, basically the
cost of the economy grows in proportion to the square of the rate.

So when you double the rate, the cost quadruples. You might
want to go to a comprehensive consumption tax, but if you have a
high rate there is a strong incentive to convert and make ordinary
income look like capital income and be exempt from tax. There will
be tax shelters under any system. Those take a huge cost out of
the economy. So whatever system you have, if you can keep the
rates low, the overall cost to the economy is a lot lower.

The CHAIRMAN. Mr. Entin?

Mr. ENTIN. I would like to talk a little bit more with Bill Gale
about exactly which elements of the uneven treatment of capital he
was willing to get rid of, and then if you could get a low rate, then
the difference between the income and the consumption base might
not be too bad, depending on how far he is willing to go in that
regard. He did mention the importance of getting the tax on capital
lowered.

You had mentioned whether this can be bipartisan. I do not see
why growth and higher wages are necessarily a partisan issue. In
1979 and 1980, when I was on the Joint Economic Committee staff,
Congressman Bud Brown, who was my boss, and Senator Lloyd
Bentsen, who was the chairman of the committee, got together, and
we had a 2-year bipartisan report. We were faced with a very seri-
ous inflation-related hit on capital formation in the country; pro-
ductivity was falling and real wages were going down. That report
focused on the effect of inflation on the tax treatment of capital and
why we needed to reverse that in some way or other.

Now, Senator Bentsen preferred to give the reduction in the tax
on capital in the form of faster depreciation allowances to busi-
nesses when they actually did the investment. I think Mr. Brown
would have been just as happy dealing with it either at the busi-
ness end or at the shareholder end, in the case of the corporation.
Of course with the proprietorship, they are one and the same. That
little difference apart—and I have to say I think markets make the
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difference moot, because as has been pointed out, people pay taxes,
not businesses; businesses per se, are legal fictions—but they found
a way to do it, and they worked together on it. It had quite an im-
pact on the political debate at that time. I think this is a good bi-
partisan, pro-growth issue.

The CHAIRMAN. Well, thank you all very much.

Senator Grassley?

Senator GRASSLEY. Mr. Entin, I am going to start with you be-
cause in 2001 you testified before this committee on the issue of
bracket creep, and I want to get back to that issue, as it might
come up in the future if taxes go up. I mentioned in my opening
statement that under current law, any discussion of tax reform
must contemplate the spike in tax burdens in the individual in-
come tax system that will kick in in 2011. The rate system will
dramatically change and affect virtually every American taxpayer,
especially married couples.

In 2001, before the 2001 tax relief legislation was considered, you
mentioned marginal rates. You indicated that the rate structure
then in effect was bringing back a form of bracket creep. If we re-
turn to that rate structure in 2011, would you have the same con-
cerns? And I would like to have you respond separately for the reg-
ular tax system, and also on the Alternative Minimum Tax.

Mr. ENTIN. In 1981 we enacted, and in 1985 it came into effect,
adjustments of the tax brackets for inflation. We did not go further,
however, to adjust the brackets for real income growth. Now, it is
true that the CPI slightly overstates inflation, but not by enough
to offset the real bracket creep that we get as people get richer over
time.

The more steeply progressive the system, the higher the rates
are, the worse that real bracket creep gets to be. We also failed to
adjust for inflation on capital gains. We do not adjust for inflation
on the depreciation write-offs, and there is a table in my testimony
to show how much we understate cost and overstate profit in the
corporate sector or in the small business sector by not having ex-
pensing.

On the other side, we do not adjust interest payments and re-
ceipts for inflation. So, yes, there is a good deal of real and infla-
tionary bracket creep still in the system. You would not get that
in a consumption base because you would have expensing rather
than depreciation. You would mitigate it with a lower rate struc-
ture, and with the appropriate treatment of saving—that is, all
saving getting one form or another of IRA or pension treatment—
you would eliminate the inflation-related bracket creep, and the
real bracket creep to a considerable extent, in that system. So you
have much less of that in the consumption base. It would be much
worse if the old rate structure came back.

The AMT—and I have to confess, when that came in after 1986,
and with the confusing tax treatment of foreign-sourced income,
millions and millions of people had to go out and buy Turbo Tax
who had been doing their own tax forms. You just could not deal
with it. So if I answer your question on the AMT, I hope I am going
to get it right.

The AMT is sometimes described as a sort of low-rate, flat kind
of tax system. There are only two rates, and you have a lot of de-
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ductions that are eliminated. But a deduction should not be elimi-
nated if it reflects the cost of doing business and correctly meas-
ures your income.

I agree with J.D. Foster, education outlays ought to be a deduc-
tion. I happen to feel that State and local taxes which go largely
for education or other things relating to investment ought to be
continued as a deduction, and investment ought to be expensed.
There are some other cost-related things that ought to be done. The
AMT tends to eliminate a lot of deductions that are legitimately re-
flecting the cost of doing business, and that makes it misstate in-
come. It is even worse, perhaps, if there is inflation going on.

There are really four rates in the AMT, because during the
phase-out range of the exempt amount you add another 25 percent
to the taxable incomes for each dollar that your income goes up. If
you earn one more dollar, you lose 25 cents in exemption and your
taxable income goes up by $1.25, and your rates are not 26 and 28
percent, they are 32.5 and 35 percent, which is right up there near
the top income tax rates under the ordinary income tax for a very
large number of people under the AMT. It is not a good alternative
tax system.

Senator GRASSLEY. Yes.

Dr. Foster, you will recall that the Treasury Department and
Joint Tax came down with different revenue estimates on the first
Bush administration’s proposed capital gains rate reduction. There
was a swing of $25 billion between the two organizations’ revenue
estimating. A similar level of difference occurred on the 20-percent
rate that was adopted by Congress in the Clinton administration
in 1997. It follows that the revenue-neutral capital gains rate will
differ once again between the two groups of estimators. Whatever
model we use, Dr. Foster, in analyzing tax reform plans, does it
make any sense to stipulate the rate at any point above revenue
neutrality?

Dr. FOSTER. No, Senator, I do not believe it does. The only con-
ceivable purpose one would have for a higher capital gains tax rate
under those circumstances is if one wanted to exact a special pen-
alty for people who invest wisely. That would not seem to make
much sense. Also, when we talk about revenue neutrality in the
sense of the quasi-static analysis revenue estimators currently em-
ploy, we need to be very careful and consider the estimated
revenue-neutral rate as an upper bound. It should be seen as an
upper bound, with the understanding that there is a vast degree
of uncertainty as to what the revenue-neutral rate would be in re-
ality.

The estimators will provide a very specific revenue estimate asso-
ciated with a proposed tax rate, but statistically there is an enor-
mous confidence band around that point estimate. The estimators
could easily be off by 2, 3, 4 percentage points up or down, both
on the rate and in terms of the revenues received.

Furthermore, I would emphasize that, in terms of capital gains,
the upper bound for the revenue maximizing rate should not be re-
garded as a target. The target should answer the question: what
rate of tax can we impose on capital gains that will not have par-
ticularly bad consequences for the economy?
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The capital gains tax, as we have seen time and time again, is
extremely important to the kind of high-risk, high-return invest-
ment necessary for real prosperity in our economy. When you have
a high rate of tax on capital gains, you are really going after the
most productive investments, and that is unfortunate. That should
not be the way we structure the capital gains tax. The rate should
be as low as possible so as to minimize economic consequences.

The CHAIRMAN. Thank you very much.

Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman.

I want to thank our panel. I think you have all been excellent.
Mr. Entin, I share your view: growth is certainly not a partisan
kind of concern. I am a huge fan of Dr. Burman’s, and constantly
look to his articles and his scholarship in this area.

I do want to pick up on this area that Dr. Burman touched on,
which is, it seems to me, that health care reform and tax reform
are two sides of the same coin. The fact is, with health care you
cannot get everybody covered without progressive reform of the
health provisions of the tax code. That is just a reality. I think the
only area where I have a bit of a disagreement, Dr. Burman, is on
this VAT tax proposal.

Now, last week Senator Bennett and I got some very good news
from the Congressional Budget Office and Joint Tax. They said
that our proposal would essentially be self-financing a couple years
in, and then in the third year we would actually start generating
some surpluses. Now, given the fact we have a long way to go and
we are going to have to do this in a bipartisan way with Chairman
Baucus and Senator Grassley and others, would it not be possible,
given what CBO and Joint Tax have said, to end up with the tax
reform, the simplification, the progressivity, and the pro-growth
without an additional tax hike or a VAT hike if we can change the
incentives and behavior along the lines of what we are trying to do
in the bipartisan bill?

Dr. BurMAN. I think that is right. Actually, I do not think there
is as much difference between your approach and the VAT, at least
from an economist’s point of view, as there might see. I actually
apologize for not citing it. I was busy with the gas tax for the last
2 weeks and I did not see the letter.

Senator WYDEN. No. We so appreciated your work.

Dr. BURMAN. But basically what you are proposing is to pay for
premiums out of payroll, kind of a payroll tax that is obviously
dedicated to actually paying for the cost of health care. Economists
have long known that a payroll tax and a VAT are actually very
similar in terms of long-run incidents. You would take the respon-
sibility for financing those, as I understand it, out of income tax fi-
nancing over time. The reason I think that is important is because
the fastest-growing element of the Federal Government, the one
that is the biggest concern over the long term, is spending on
health care. So having a plausible means of controlling the rate of
growth of health care inflation and getting that sort of 800-pound
gorilla out of the income tax, I think would be a good start.

Senator WYDEN. We are going to be asking your counsel, I know.
I just do not want to throw in the towel and say you have to have
a massive tax hike or huge amounts of additional spending, be-
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cause I think what CBO and Joint Tax are saying is that, if we
could get the incentives right and start changing behavior, given
the fact we are already spending $2.3 trillion today—I mean, lit-
erally enough so that every seven families in the country could
have their own doctor—we can get health reform and also tax re-
form.

One last question for you. What is the sequencing of these two
issues? Because clearly, even a committee as able, with Senator
Baucus and Senator Grassley, can sort of take only one topic at a
time. How do you deal with the sequencing of health reform and
tax reform? Maybe we can even, if I can get it in, go right down
the row, starting with you, Dr. Burman, and get your thoughts on
how we ought to try to tee these up in a way that the digestive
system can really handle.

Dr. BURMAN. I think it is likely that some kind of health reform
is going to consume the attention of Congress after the next elec-
tion, no matter who wins. The idea of doing health reform and tax
reform simultaneously is probably beyond any Congress to accom-
plish. The nice thing about doing health reform first and getting
that part of finances in order, is it might make it possible to make
some more sweeping reforms on the income tax. But it will be a
challenge.

Dr. Gale?

Dr. GALE. I am going to disagree with my colleague at the Tax
Policy Center here. I think, politically, you are going to get one bite
at the apple at the beginning of the next administration. I also
think that each of these issues, whether it is health or budget or
Social Security or tax, are sufficiently painful to certain groups,
that it is going to be very hard to do them individually because ev-
eryone will identify where they lose and contest that as opposed to
the areas where they win.

So I think the most likely scenario I can see is that the bigger
the problem that is addressed, the more likely some sort of grand
over-arching package gets put together. So, (A) these things are
interrelated, and (B) I think because of the one-bite rule, you are
going to have to deal with them as interrelated. So I would encour-
age you to think of them as related issues.

Senator WYDEN. Mr. Entin? Thank you, Mr. Chairman, to let
these two finish.

Mr. ENTIN. You are the best judge of what Congress can accom-
plish. I would second Bill Gale’s point about an over-arching situa-
tion here that needs to be coordinated. If you pick the wrong tax
reform for health care and find it conflicts with what you later
want to do on tax reform, you have created a problem for yourself.
If the committee, which has jurisdiction over both areas, can act as
sort of a committee of the whole rather than too many subcommit-
tees taking too many pieces into separate corners, you might very
well come out with a much better situation.

Having gotten it straight in your minds where you want to go in
both cases, you might be able to get there incrementally in each
area, step-by-step. Knowing where you need to go and having the
basic principles in mind and the incentive arrangements that you
are talking about which are key to all of this, would give you a bet-
ter chance of coming out in the right place.
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It would be a lot of work. Not everyone has put in the hours that
you have on the health issue. I remember back in the late 1970s
when Senator Hatch sat down for hours and hours each week going
over the tax system and the economic models with the staff, much
more work perhaps than the average Senator would ever have
done. It is a lot of work to get it right. If the committee is willing
to do it, you could do an awful lot of good for the country.

The CHAIRMAN. Thank you, Senator.

Senator Bunning? I am sorry. I am a little concerned about time.
We have a vote coming up, and I want to make sure every Senator
is able to ask questions.

Senator BUNNING. Dr. Burman, you said in your testimony that
the percentage rate for your proposed VAT would depend on health
care spending. I believe you said that. It would go up if the cost
for your universal voucher went up. Would this not be inflationary?
How would you control health care spending?

Dr. BURMAN. Well, the idea—and I actually should give credit to
two other economists, Emanuel and Fuchs, who presented this at
Brookings a year ago—is that with the funding source, basically
the government is going to be paying for more and more health
care over time no matter what. I think it is actually likely that,
whether you like it or not, within the next 5 or 10 years govern-
ment is going to be paying for virtually all health care.

So, I think it would be better to do it relatively sooner and think
about a way that would get the incentives right and build in incen-
tives to constrain costs. The advantage, I think, of having the
value-added tax dedicated to health care is that people would see
a connection between what we are spending as a country on health
care and the prices they are paying.

Right now, people on Medicare, people on Medicaid, people who
are getting free health care—actually, a lot of people, I think, who
are getting insurance through their employers—do not really see
any connection between rampant health care cost inflation and the
taxes they pay or the costs to them, and I think that is a problem
because the things you would do that would control health care
costs over time would involve some pain. They will not be painless.
They basically have to say that some kinds of procedures, medi-
cines, other things that have very, very low value would not be
paid for by insurance.

Senator BUNNING. Would they not be more aware if, in 2013,
Medicare started to drift into insolvency? Would that not raise a
red flag a little bit?

Dr. BURMAN. Well, I think it might. The problem is, how are you
going to deal with that with tens of millions of seniors who are up
in arms, writing letters and saying that you

Senator BUNNING. Well, I know. But it sure would draw atten-
tion to the fact that what, who, and how we pay for it is inadequate
to cover the amount of money that is being expended.

Dr. BURMAN. Right.

Senator BUNNING. Dr. Gale, in your testimony you pointed out
that only people pay taxes. Who do you think would pay your pro-
posed carbon tax, and how would you assure that the U.S. tax has
an impact on global carbon emissions levels? Wouldn’t China and
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India take over all carbon-intensive industries and increase global
emissions if we did not have a universal, global agreement?

Dr. GALE. Right. I think when we talk about the difficulties of
implementing health reform and tax reform, and maybe budget re-
form at the same time, those difficulties actually pale compared to
the difficulties of getting global coordination on carbon or climate
cC}Lange issues. I certainly do not have the answer to how you get

ina

Senator BUNNING. We were looking for you to specifically give us
an answer. [Laughter.]

Dr. GALE. Obviously it is an enormously complicated political
issue because there are literally hundreds of countries that have
their own sense of sovereignty, and the developing world does not
want to pay for what they think of as a developed world problem.
So I think everyone agrees—all economists agree, and I am going
to emphasize the word “economists” here for reasons that will be
obvious in a second—that taxes on energy need to go up in the long
term, not down. The solution to the energy situation is to make it
more expensive to use conventional energy, not less. How we do
that exactly, whether it is carbon tax, whether it is auction per-
mits, whether it is something else, is still up in the air. But the
only way to get there from here is to make it more expensive to
use conventional energy.

Senator BUNNING. But there is a real problem when you do that
because you are pitting one State against another State in the
United States. In other words——

Dr. GALE. That is correct. Some States are energy consumers,
some States are energy producers.

Senator BUNNING. Well, all States are energy consumers, but
some produce energy a lot cheaper than others produce energy, be-
cause they have no natural resources in their States.

Dr. GALE. Right.

Senator BUNNING. So you do not have a solution for our carbon
problem?

Dr. GALE. Well, no. But all tax subsidies are like that. You pick
health, mortgage, or anything else, they are going to vary by State.
That is just something that you as the leaders of the country have
to deal with.

Senator BUNNING. Thank you very much.

The CHAIRMAN. Thank you, Senator.

Senator Roberts, you are next.

Senator ROBERTS. Well, this has been very fascinating, especially
the over-arching proposals by the witnesses and Dr. Gale’s tax re-
form proposal which we will, I guess, put in the mixing bowl. Staff
has prepared for me some very pertinent questions, but the current
conversation regarding energy intrigues me. President Clinton pro-
posed the BTU tax back in 1994, which led to a Republican take-
over of the Congress. I agree with Senator Bunning—this is going
to be a very difficult task.

The State of Kansas has determined that CO, emissions are a
very dreadful thing and has closed down the possibility of a new
clean coal energy plant.

In the meantime, China is producing one plant a week, and I do
not see how you can get a BTU tax or a carbon tax unless in fact,
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as has already been said by Senator Bunning, we somehow resolve
that. We now see all the nominees for President saying that there
has to be a CO, standard. Well, if it is only followed by the United
States and not by others, let alone State-by-State-by-State quar-
rels, how on earth do we ever get to tax reform through the energy
tax? The same thing with health care. I am a little stunned by that
in regards to what you are saying about health care and universal
service. In 5 years, the government is going to pay the whole nec-
essary thing. Right now, I am just trying to salvage what we have.

If you look at the Medicare reimbursement to a doctor, or to a
hospital, or a home health care agency, or an ambulance driver, or
to a druggist trying to implement Medicare Part D, we do not reim-
burse up to cost. So the consequence of that is, a lot of people are
not serving Medicare patients any more. We have specialty hos-
pitals. It is a novel plan by CMS. It is a wonderful plan to reduce
Medicare spending. You just do not reimburse the cost to the pro-
vider, and the provider chooses not to provide Medicare. It is called
triage. It is called rationing.

So if we cannot solve that in terms of the one entitlement that
is probably going to become fiscally unsound sooner than anything
else, how are we going to go to a larger system that encompasses
a full-government universal service? I was trying to figure out how
we did tax reform, and all of a sudden we have these other two
itemsdtossed in the mix. I understand that they are certainly inte-
grated.

But for the witnesses, in 1 minute, there are a dozen proposals
that have been introduced in the Congress—I am not going to
name the sponsors—to revamp or reform the tax code, including
proposals for a fair tax, a flat tax, or some other form of consump-
tion tax. How do we move to any of these systems when many of
them would do away with the popular exemptions and deductions,
such as the deductions for mortgage interest payments? We are
throwing tax credits at energy right now.

The same thing with the housing situation, with the proposals to
address the mortgages. Education—you have already mentioned
that. Charitable giving—we are not going to do away with that. We
have now been able to make time changes to the tax code on agri-
culture an art form due to the genius of the chairman and others,
which was the only thing we could do in regards to a Farm Bill.
I just do not know how we get all this done and move to a con-
sumption tax, which intrigues me. You mentioned 1986. I was the
only member of the candidate’s delegation to vote “no,” and I
caught hell from Bob Dole for doing that. But it put agriculture
and the savings and loan industry and the housing industry right
in the ditch. I think the best suggestion I have heard is the sugges-
tion that we go to the Joint Tax Committee to make sure whatever
we do does not impinge on our ability to raise capital and be com-
petitive in the global marketplace.

And, Mr. Chairman, thank you very much for holding this hear-
ing. I think it is intensely interesting. We are going to have to do
it—I do not know how—with energy, health care, and tax reform.

The CHAIRMAN. It is going to be interesting.

Senator Hatch?

Senator HATCH. Well, thank you, Mr. Chairman.
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Mr. Entin, based on your testimony, it seems that you believe it
would be possible for us to greatly simplify the Internal Revenue
Code, but not do a very good job with tax reform. Would you say
that ensuring we keep effective incentives for saving, investing,
and economic growth are paramount to simplicity?

Mr. ENTIN. Yes. Most of the complexity in the code revolves
around the tax treatment of capital. I would have said 100 percent
a few years ago, but then we invented the EITC and some of the
child credits, which get a little complicated when you have five
deﬁnitlions of a child. But really, most of it is in the treatment of
capital.

Senator HATCH. In your testimony you give the example of what
the effect of allowing the 2001 and 2003 tax cuts to expire would
be. It is obvious that you believe that not extending these tax cuts
would be a colossal mistake. What if only the middle-class portions
of the 2001 and 2003 tax cuts are extended, as some are saying,
and those most affecting higher-income taxpayers were allowed to
expire, as some were saying?

Mr. ENTIN. If you do the arithmetic, most of the increase in the
service price of capital would come from eliminating the 15-percent
caps on dividends and capital gains and raising the tax rates at the
top. The 10-percent rate that was carved out of the 15-percent
bracket affects, at the margin, less than 2 percent of the income
produced in the country and has a limited impact on that behavior.
Most of the change in activity comes from the other rate changes,
and in particular the 15-percent cap on dividends and capital
gains. So that would give you 99 percent of the adverse effect on
capital formation.

Senator HATCH. It seems to me that a lot of that would be small
business, too, would it not? It would affect them pretty drastically.

Mr. ENTIN. Yes. They would be affected by the rate hikes.

Senator HATCH. All right.

Now, Dr. Foster, in your testimony you mention two guiding
principles for tax reform. The first is, that the level of individual
tax collection should be low. Could you just elaborate a little bit
more on that idea? For example, low compared to what?

Dr. FosTER. Well, Senator, thank you. I specifically chose that
language in order to avoid the trap of being in a position of having
to suggest what the target ought to be. I regard tax reduction and
reduction of tax rates, corporate as well as individual, as a little
bit like going on a diet. You know you want to lose weight, so you
pick an achievable target, and when you reach your goal you then
consider whether you want to weigh less yet.

Right now, the concern should be, keep the rates and level of in-
dividual income taxes from rising, as you were just discussing. Do
not allow the tax cuts from earlier in the decade to expire, and
then see how much further you can go. That would be real tax re-
form. Let us see if we can get the level of collections down further,
see if we can get the rates down further.

Senator HATCH. Well, one of the basic tenets of tax reform seems
to be that of fairness. Of course, fairness lies in the eyes of the be-
holder. Some believe a fair tax system is an extremely progressive
one, others believe that a flat tax is fair. The latest statistics from
the IRS indicate that the top 1 percent of income earners pays 39
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percent of all income tax, the top 10 percent pays 70 percent, and
the top 50 percent pays 97 percent. This, of course, means that the
other 50 percent only pays 3 percent of all income taxes.

My first question to each of you is—and maybe we will just go
across the table—is the current income tax system too progressive,
not progressive enough, or just right? I will start with you, Dr.
Burman.

Dr. BurMAN. The ideal thing would be to deal with the under-
lying distribution of income. Part of the reason that people on the
bottom pay so little tax is because they earned a tiny share of over-
all income in the country. And whether or not you think that is a
problem, it is likely to be a political problem over time because in-
equality is growing and the populace will call for things like trade
restrictions, which really could do damage. I think the income tax
is a relatively efficient way to mitigate some of the difference in
market outcomes. The Earned Income Tax Credit really helps low-
income people to feed their families. So I would say the current
level of progressivity, at least, is a good thing about our tax system.

Senator HATCH. Dr. Gale, then Mr. Entin?

Dr. GALE. You asked about whether the income tax was too pro-
gressive or not, or just the right amount. It is hard to answer a
question like that in the context of a specific tax. What we care
about is the overall system. A proportional system could have some
progressive, some regressive taxes.

The overall system we have right now is moderately progressive,
nowhere near as much as the income tax numbers suggest. I think
we could get more progressivity out of the system with lower rates
if we made the tax base more comprehensive. This comes back to
the very first thing I said in my testimony, that getting the tax
base right is the single most important thing. Once you do that,
you have a lot of latitude with the rate structure.

Senator HATCH. Mr. Entin?

Mr. ENTIN. I would prefer to see a proportional tax with aid to
the low-income people being handled through outlay programs that
are specifically targeted to them. I think the tax code would be
stronger and the incentives for growth would be greater if we could
move in that direction.

You can have a progressive consumption-based tax, as well as a
progressive income-based tax. That debate was held back in the
1930s, with Professor Simons and some other economists on the
other side of the fence. The problem with the income tax base,
where Dr. Simons said, let us tax saving and the returns to saving
to get more progressivity, is that it interfered with saving and in-
vestment. He acknowledged it would, and said, if you want to re-
distribute income, you probably will have to have a significant ad-
verse effect on total income. But that is all right, he said, because
if saving gets depressed, we will have the government run budget
surpluses to offset the problem. He was a little naive. [Laughter.]
And it would not work for other reasons we do not have time to
go into here. But I would refer you to IRET Bulletin 88 on tax inci-
dence and tax shifting.

There are two bad features of the income tax relating to progres-
sivity and fairness. One is that producers are treated unfairly. In-
come is the reward for producing something worthwhile that people
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want to buy from you. If you have a steeply progressive tax system,
you punish people the more that they produce and the more they
contribute to the economy. That is not fair. That is why a propor-
tional system is fair, in my view. Remember, people produce in-
come. It is not just manna from heaven and the person with the
biggest shovel and the sharper elbows gets the biggest amount. You
have to produce the income. If we keep that in mind, we will have
a better system.

The CHAIRMAN. Dr. Foster, maybe in 30 seconds, please.

Dr. FOSTER. Thirty seconds, yes, sir.

Fairness. Asking an economist about fairness is asking them
about an issue outside of their training. We have no more insight
on fairness, necessarily, than we do on the Redskins’ prospects in
the coming year.

In terms of progressivity or proportionality, I agree with Stephen
that a proportional system would be better because, as Dr. Burman
noted, when you get a progressive system and marginal rates start
getting higher, the economic costs start growing very rapidly.

Senator HATCH. Well, thank you.

The CHAIRMAN. Thank you very much.

Senator Salazar?

Senator SALAZAR. Thank you very much, Chairman Baucus.

Let me ask you a question with respect to fiscal responsibility
and what we ought to be doing here in the U.S. Senate with re-
spect to that issue. I look at the current national debt at $9, $10
trillion already, look at our annual deficit, running by some meas-
ures up to $650 billion a year, a war that we are fighting in Af-
ghanistan and in Iraq, and we are not funding that war.

How, as we move forward with the discussion on tax reform,
should we factor in the need for us in the government to be fiscally
responsible? And why don’t we just come down the line and each
of you take 30 seconds or so to answer that question.

Dr. BURMAN. I think that is a fundamental question. I think the
government is going to need more revenues over time. I think we
need a tax system that is perceived as simple and fair that people
want to comply with. I think we should reduce the relative reliance
on taxes on capital, but I do not think we should eliminate it, be-
cause we need to preserve progressivity.

Now, if the Bush tax cuts were extended, we index the AMT and
extend all the other expiring provisions, we would add $4.6 trillion
to the deficit over the next 10 years, and taxes as a share of rev-
enue would be below their historical norms at the same time the
demands on the government are increasing.

So you can talk about big cuts in spending as a way to balance
the budget, but it does not seem like that is feasible. We need to
have a tax system that is capable of meeting the revenue needs of
the country without impairing economic growth, because, if growth
slows down, all of our fiscal problems would get even worse.

Senator SALAZAR. Dr. Gale?

Dr. GALE. Thank you. Earlier in the hearing the chairman asked
the points of consensus among the four of us. I mentioned two of
them. I think there is a third one which I should add, which is, I
think, in the long run, the level of government taxes should be ap-
proximately the same as the level of government spending. So I
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thki)ilk everyone thinks in the long run we should be fiscally respon-
sible.

What that means, though, is that, if we reduce revenues, we
have to be willing to reduce spending to match that. The extension
of the Bush tax cuts is a good example of how that would play out.
Congress rejected, in 2001, the notion that the tax cuts should be
permanent, even though the 10-year baseline surplus at that point
was $5.6 trillion.

In every year since then, the administration has proposed mak-
ing those tax cuts permanent, and in every year since then Con-
gress has said, no, they would not make it permanent. So it is not
obvious to me that Congress intends to cut spending commensurate
with the amount it would need to make the Bush tax cuts perma-
nent.

To give you an example of what that number would be, if you
took out Social Security, Medicare, and Medicaid, which you are
going to have to cut anyway to bring them in balance, if you took
out defense and Homeland Security, which we do not seem to want
to cut because we are engaged in wars all over the world, and if
you take out net interest, which we cannot cut because that is
called defaulting, if you kept the rest of the government, you would
have to cut that by more than half to pay for making the Bush tax
cuts permanent. So, unless Congress is willing to make those kind
of cuts, it would be fiscally irresponsible to make the tax cuts per-
manent.

Senator SALAZAR. Mr. Entin?

Mr. ENTIN. One attribute of a good tax system is visibility. Peo-
ple should not think that taxes have been paid by somebody else
simply because they are hidden in the business sector. If you have
a visible tax base so people truly see what they are paying, they
will tell you how much government they want and how high a rate
structure they are willing to sustain. They are not two separate
issues. As long as you can borrow freely and hide the taxes some-
where else and people do not think they are paying for something,
they are going to want more government, which will eventually
mean a much higher tax rate structure. But they do not see it yet.
Make it visible.

I would say the same thing is true for medical costs. The govern-
ment, a number of years back, took upon itself, and then com-
mitted future Congresses, to your pain, to funding a huge amount
of the outlays of the economy through the government. People do
not see the costs, so they over-consume it, and then you have to
levy taxes on them to get the money to do it, and the taxes further
discourage them from working, saving, and investing, which makes
it even harder to do. It is always better to have people buying
something for themselves than going through government, because
there is a double-whammy on the cost structure going through gov-
ernment, and it is going to put you in an impossible situation.

Senator SALAZAR. Dr. Foster?

Dr. FOSTER. Senator, as Bill Gale noted in his response earlier,
government spending is a tax issue. There is nothing inevitable
about the level of government spending. There is nothing inevitable
about the rise in government spending to which Dr. Burman was
alluding. You do have to be fiscally responsible. Fiscally responsible



25

does not necessitate raising taxes on the American people. You
have to make a choice, however, between allowing spending to be
high and rising or maintaining a modest level of tax, a more mod-
erate level of tax, and pushing it further down. I side with cutting
spending.

Senator SALAZAR. My time is up.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

I am just curious of your thoughts, assuming the government
needs revenue, all things being equal, the most efficient way to
raise it. I know we talked about individuals, we talked about cor-
porate, and capital, and so forth. We have to think about a lot of
issues here. But all things being equal, does there tend to be a
more efficient way to raise revenue compared to other ways?

Mr. ENTIN. Any of the saving-consumption neutral taxes would
have about the same economic consequence, which is less damaging
than using a tax system which taxes saving, taxes the returns on
saving, adds a corporate tax, and adds estate tax. The neutral
taxes do less damage per dollar of revenue raised.

The CHAIRMAN. And what would neutral be? An example of a
neutral tax?

Mr. ENTIN. The business activities tax, the VAT, the flat tax, the
sales tax, or the consumption-based income tax, where you put
down your income, subtract net saving, and pay tax on the dif-
ference, which is my favorite, as described in my testimony. Any
of those are really the same tax base.

The CHAIRMAN. All right.

Mr. ENTIN. But they are collected in different ways. Some would
have it collected at the cash register, some would have it collected
in stages as you pass from one level of production to another—that
is called a value-added tax. The flat tax is collected in a slightly
different way.

It is not the collection process that is the problem with the ineffi-
ciency in the tax system, it is the damage that the tax system does
for every dollar raised in discouraging saving, investment, and
work effort. The economic cost, for each dollar that you spend, is
about another $1.50. Every dollar of spending you do costs about
$2.50, even more if it is a tax on capital. That is the inefficiency
you need to address.

The CHAIRMAN. All right.

Dr. Gale?

Dr. GALE. Thank you. There is sort of a local answer and a global
answer. The global answer might be, if you could do anything you
want not subject to parochial constraints, then I think a lot of what
Steve said applies. If you are starting from the current system in
a world with parochial constraints and a variety of other concerns
that we have heard about, I think the best way to get to efficiency
is to remove the uneven taxation of similar activities.

What that means is going after forms of income that are shel-
tered, removing the shelter, going after forms of income that are
taxed two times, removing the double taxation, making sure every-
thing gets into that base. I hate to sound like a broken record, but
that comes back to the first thing I mentioned again, which is that
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broadening the tax base and then using that as an instrument of
reform is probably the most efficient way right now.

The CHAIRMAN. Dr. Burman, did you want to address that or
not?

Dr. BURMAN. Yes. I just wanted to say it would be easy to come
up with an efficient tax system, but it would not be fair. Steve
Entin made it sound like the reason that rich people are rich is be-
cause they work harder than poor people. I make 10 times as much
money as my dad ever did, and I do work hard, but so did he. I
was just lucky. I had great parents and got a good education. So
I think there is a role in the tax system for mitigating economic
inequality. That is really the trade-off.

The CHAIRMAN. And Dr. Gale, I am curious about how you would
merge payroll tax with the income tax.

Dr. GALE. You can do it in a number of ways. The basic idea, or
a simple way to do it is, if you do not want to merge the systems
because the payroll tax pays for Social Security benefits, you can
administratively get the same effect by offering a credit, a refund-
able credit in the income tax system for payroll taxes paid.

The CHAIRMAN. And do you think that is a good idea? Would you
suggest that?

Dr. GALE. I think it is in the testimony. Yes, I think that is a
direction that we should be looking at, reforming the system, in the
sense of taxing all income once and taxing it under the same sort
of low rate structure.

The CHAIRMAN. All of our discussion here has been assuming we
are in the confines of the United States of America. We will have
other hearings on international competitiveness. But give me any
of your thoughts about what we are doing as Americans versus the
degree we might be shooting ourselves in the foot. Should we be
paying more attention to how other countries structure their sys-
tems, as we have this discussion here today on the individual side?
Dr. Burman?

Dr. BURMAN. Yes. I think we do, but it is not so much that we
are competing with other countries on the tax side, it is that we
are affecting the efficiency of our own economy. So probably the
biggest area in which we fall short is that we have a corporate in-
come tax system that has among the highest rates in the world,
and we collect relatively little revenue as a share of GDP because
there are so many loopholes, preferences, and deductions.

Economists would probably mostly agree that the ideal thing
would be to collect corporate tax, and basically collect it from indi-
viduals as an integrated tax system. But if we are not going to do
that, there seems to be a preference to have this two-level tax sys-
tem in the U.S. The better thing would be to broaden the base and
try to lower the rates, and we could easily do that and bring it in
line with corporate taxes among our major trading partners.

The CHAIRMAN. Anybody else?

Mr. ENTIN. You have to be careful about base-broadening. If you
end up double-counting some income, you have said, all right, put
down your income on line one, double it on line two, and then send
in half the amount that you were sending in before as far as the
rate is concerned, and you have not done anything. So be careful



27

which of these loopholes that you close. We closed a lot of loopholes
in 1986, and I am not sure there are that many left.

On the international side, we are not really competing with other
countries. What we are doing, even if China did not exist, is living
with a tax system that is very much biased against anything using
physical capital, and to some extent against education and train-
ing. We are hurting ourselves that way.

If we went to a neutral system, we would have gone as far as
we need to go, both domestically and in the international arena. At
that point, the only thing we could do better would be to shed some
of our spending obligations so that we could lower the rates. But
if people want their spending to be done through the government,
they will have to have the higher rates.

The CHAIRMAN. One thing I can take away from all of you so far,
is base broadening: lower the rates, broaden the base in some way
or another. Is that right? Dr. Gale thinks that. Do others of you
think that? You talked about a consumption tax as a broad base.

Mr. ENTIN. I want to change the base from income, as Professor
Simons and others since have defined it, and get more toward a
consumption base. I will still make it progressive for you, but I do
not want the double-taxation and triple- and quadruple-taxation
you sometimes have on saving and investment. In a sense, I am
narrowing the tax base, but you get a bigger capital stock and you
get a bigger economy. In that sense, the base is broadened.

The CHAIRMAN. My time has expired, but the question I have is
transition costs, too, when you move from an income tax system to
a consumption-based system. Some suggest that that is an addi-
tional cost we just have to bear. I do not know how that is.

Senator Wyden?

Senator WYDEN. Mr. Chairman, you have been very gracious. 1
know Senator Hatch probably has a question as well. I just wanted
to let you have a chance, Dr. Foster. Last round we did not get
there in terms of sequencing on health care and taxes.

Dr. FOSTER. Thank you. That is very kind of you, Senator. In
fact, I must say I was pleased to hear your emphasis on incentives
and getting incentives right. That is precisely what tax reform is
all about—getting the incentives right.

Health care and tax policy are obviously related. The tax policy
we have today is tremendously distortionary to incentives, espe-
cially in terms of people’s health care, how they purchase it, and
how they finance it. It is going to be very difficult, I think, to have
a grand plan that covers many issues comprehensively. I think
your concerns about the ability of this committee or the Congress
to handle so much material at once is right.

Nevertheless, it is important to have in the back of your mind
an over-arching vision. You do not have to move all the legislation
at once. You can move it sequentially over years, if necessary, but
all following the same vision. In that respect, I think tax policy is
going to have to be modified significantly if we are going to get
those incentives right.

Senator WYDEN. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Hatch?
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Senator HATCH. Well, we have to go vote, but let me just ask one
question. It is my understanding we are sending $600 billion a year
overseas for high-priced oil. I had a lot to do with putting both the
alternative vehicles tax credit and the production tax credit into
the tax law. Just this weekend, I attended the groundbreaking of
a new geothermal power plant that would not have been built with-
out the production tax credit. There will be hundreds, if not thou-
sands, of other geothermal plants and solar plants because of those
credits. What is your attitude towards doing things like that, giving
incentives through the tax code that basically get us to where we
should be, which we would not do otherwise? I mean, this is where
we get in trouble, I know.

Dr. BURMAN. I think it is certainly a good idea to do this kind
of research and development. The problem is that a lot of times the
government cannot figure out what the right technologies are to
subsidize. I think one example, which you might not agree with, is
that the ethanol tax credit has had a lot of undesirable——

Senator HATCH. I am figuring it out for them.

Dr. BURMAN. I beg your pardon?

Senator HATCH. I am figuring it out for them. They are moving
away from ethanol and moving into these renewable sources that
could help us alleviate that $600 billion a year that we are just,
in many ways, sending to our enemies.

Dr. BURMAN. One advantage of the carbon tax—and I understand
the political disadvantages—is that it would give incentives for the
markets to find ways to reduce carbon emissions and to do it in the
most efficient way. It would basically unleash market forces. If you
had to actually pay the cost of carbon emissions on the environ-
ment, then the market would figure out, it might be geothermal,
it might be windmills, it might be something we have not even
thought of. So that is why economists tend to favor that kind of an
approach.

Senator HATCH. I see. You are each going to have to answer very
shortly because we have to go vote.

Dr. GALE. The other advantage to the carbon tax is it generates
revenues which then can be used for purposes like investment in
geothermal or other options. So, I am completely on board with the
idea that we should be investing in alternative energy sources. One
of the advantages of taxing energy consumption, as well as sub-
sidizing energy innovation, is you actually get the revenue and you
can use it for the same purpose.

Senator HATCH. Mr. Entin?

Mr. ENTIN. I am skeptical of the degree of damage from global
warming, and I would want to study it more before spending tril-
lions of dollars. If it were just a market question on the oil, I would
say you can get oil two ways. You can produce it here, but, if that
is expensive, you might find it easier to grow a crop or produce a
manufactured good and sell it and get oil from abroad. That might
be the cheapest way of getting energy. The only problem I see is,
if there is a defense-related issue, then you might have to inter-
vene, otherwise I would not.

Senator HATCH. But I am talking about incentives to get more
energy that would alleviate our dependency.
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Mr. ENTIN. Well, in that case I wonder if we can act less expen-
sively by removing obstacles to other forms of energy production
that are obviously cheaper, which is the drilling in the eastern
j(i{ﬂfi{the Atlantic, the Pacific, and the North Slope and offshore in

aska.

Senator HATCH. But, see, we concluded those are almost impos-
sible to do with the current——

Mr. ENTIN. Well, I agree with you. But I would stand here and
yell at the Congress rather than spending money on something
that was overly expensive. I would first try yelling louder.

Dr. FOSTER. Senator, tax reform is already very difficult, so I am
reluctant to add further objectives to fairness, simplicity, and
growth. I would note that, while what you are suggesting is per-
fectly valid, it is really of a different kind of subject. It is not really
tax reform per se, it 1s energy policy, security policy, and so forth.

As we are going to go down that road, if we are going to have
an objective to reduce energy consumption and address environ-
mental concerns, the number-one approach should be, aside from
transparency, simplicity.

We need to use the price mechanism in such a way that, as far
as possible, Congress avoids picking winners and losers. That is
why I would be concerned with any kind of a tax credit, for exam-
ple, because then Congress must enumerate those things and ac-
tivities which would qualify.

The CHAIRMAN. I am sorry. I am going to have to close this hear-
ing down. We are way late for a vote and do not want to miss it.

Thank you, all four of you, very, very much. This has been very,
very stimulating.

The hearing is adjourned.

[Whereupon, at 11:37 a.m., the hearing was concluded.]
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Thank you, Mr. Chairman.

Making changes to the tax code is always difficult and controversial, but we can’t afford
to ignore the task. Our trading partners are at work every day changing their tax laws to

attract capital and high paying jobs, and our children’s standard of living will be lower if
we leave the current system in place.

If we work together, we have a chance to avoid that future, and I appreciate the
Chairman’s attention to this issue.

We collect over $2 trillion per year in federal income tax and payroll tax. This vast sum
is far more than the gross domestic product of most countries, and yet we are told it’s not

enough.

Government projections that assume the continuing availability and expansion of
generous entitlement programs and other benefits show that we will need much more
money in the next two decades than today’s tax rates will bring in to government coffers.

Make no mistake. We are at a cross-roads. We must either increase taxes substantially to
pay for these benefits, or take a closer look at government spending. I have long
advocated the latter course.

Raising taxes on “the rich” will have consequences that are not always acknowledged by
those who advocate them. To begin with, the income tax is already so progressive that
more than half of all tax collected is paid by about 3.5 million taxpayers in our Nation of
300 million. Raising taxes by enough to fund current entitlements and shifting more of
the tax burden onto high income taxpayers will make the United States a less attractive
place to live and to invest. This will impact growth.

Slower growth will make it more difficult to fund the benefit structure we have now, and,
so, as I see it, we really have no choice. Proposing to tax ourselves out of the current
budget crisis is nothing more than an illusory solution. It will lead us down the path
towards a relatively poorer future. That’s something we should try to avoid today, while
we still have the chance.

I look forward to the witnesses’ testimony today, and I thank the Chairman for holding
this important series of hearings.
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32

Statement of
Leonard E. Burman

Director, Tax Policy Center
Senior Fellow, The Urban Institute

http://www.taxpolicycenter.org

Before the
Senate Committee on Finance

A Blueprint for Tax Reform and Health Reform”

May 13, 2008

* I thank John Holahan, Stu Kantor, Karl Scholz, Gene Steuerle, Eric Toder, Alan Viard,
Bob Williams, George Yin, and participants at the Virginia Tax Study Group for helpful
comments and discussions. Juliauna Koch and Carol Rosenberg provided valuable re-
search assistance. Views expressed are my own and should not be attributed to The Tax
Policy Center or The Urban Institute, its board or its funders.



33

Chairman Baucus, Ranking Member Grassley, and members of the committee: Thank
you for inviting me to testify on tax reform.

It is a great honor to speak to you on this topic. The last great tax reform effort lured me
to Washington away from academia to work for the Treasury Department in 1985. I re-
member when Chairman Packwood rescued reform from the abyss with his “27-percent
solution”—a top rate so low it caught the public’s attention and sustained momentum for
what became the Tax Reform Act of 1986. The creativity and bipartisanship of this
committee were key elements in the success of the 1986 Act.

In the mid-1980s, the tax system desperately needed fixing. Tax shelters were rampant,
with investment decisions often motivated solely by the tax savings they could produce,
rather than their underlying economics, which were often dubious. The public had lost
confidence in the fairness of the tax system.

If anything, the need for tax reform is even greater now for at least four reasons. First,
under current law most of the tax cuts enacted since 2000 are set to expire at the end of
2010 and the code will revert to that of 2000. In theory, this will trigger what tax cut ad-
vocates are already calling the largest tax increase in history, but extending the tax cuts
seems fiscally reckless. Second, the baby boomers are beginning to retire and the costs
of providing their Social Security and medical care will strain available federal revenues.
Third, under current law, the reach of the individual alternative minimum tax (AMT), a
pointlessly complicated and unfair element of the current code, is scheduled to mush-
room, hitting 32 million taxpayers by 2010, up from 4 million in 2007. Were that to hap-
pen the middle class would scream in protest, but making up for the hundreds of billions
of dollars in revenue that the AMT is projected to produce will be a huge challenge. Fi-
nally, there is growing public dissatisfaction with our federal tax system which is com-
plex, riddled with loopholes, and widely perceived to be unfair. It is hard to see how
these challenges can be tackled without a major tax reform.

Although tax reform is always a long shot, there are reasons for optimism. Politicians in
both parties—and even current presidential candidates—understand that the current situa-
tion is unsustainable. A new president who had campaigned on a platform of working in
a bipartisan way to advance objectives that matter to both parties may be willing to stake
political capital on advancing tax reform. And the fact that both sides acknowledge that
this is a “change election” bodes well for the next president’s willingness to take political
risks.

A successful tax reform should be designed to address the concemns of members in both
parties. The reformed system will have to maintain progressivity, raise enough revenues
to finance the government, and, if the Democrat wins the White House in November,
dovetail with plans to provide universal access to health insurance. The tax system
should be easy for taxpayers to understand and comply with, and it should be perceived
as fair. Tax reform should enhance economic growth compared with the current system,
which means lower income tax rates, fewer distortionary loopholes and tax preferences,
and lower taxes on the returns to saving and investment. And it should include a credible
mechanism to limit the rate of growth of federal spending.
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I outline a plan that meets all of those criteria. In brief, it would combine a value-added
tax (VAT) dedicated to pay for a new universal health insurance voucher with a vastly
simplified and much flatter income tax. With a new financing source for health care, in-
come tax rates could be cut sharply—the top rates could be cut to 25 percent or less. The
health care voucher would also offset the inherent regressivity of a VAT, since the
voucher would be worth more than the VAT tax paid by most houscholds. Moreover,
with the VAT rate (and the price of goods and services) tied to health care spending, the
public would have a vested interest in reining in the growth of health care costs. That is,
the financing mechanista would help control the fastest growing component of federal
spending.

The simplified income tax would be designed so that most taxpayers would not have to
file income tax returns. Tax incentives for working and child-related subsidies would be
replaced with simplified refundable tax credits along the lines suggested by Michael
Graetz (2008). And the alternative minimum tax would be eliminated.

And the plan would also bolster the solvency of social security and eliminate the Medi-
care payroll tax.

In my testimony, I will discuss in more detail the reasons why tax reform must happen
and the prerequisites for successful tax reform, and outline the nature of such a plan.

L Action-Forcing Events

Memos to policymakers that require a decision lead off with an “action-forcing event”—a
reason why a decision has to be made. This is a key part of the memo, because decisions
carry risks and politicians don’t want to make them unless they must.

The action-forcing events that could lead to tax reform include the following:

the expiration of most of the tax cuts enacted since 2001 at the end of 2010;
the explosive path of the AMT;

+ a likely budget crunch coming within the next 10 years if the tax cuts are ex-
tended and the AMT reformed or repealed;

o the retirement of the baby boomers and rapidly growing health care costs that
threaten the nation with insolvency if not addressed; and

e a host of related factors, including the complexity and inefficiency of the income
tax, concerns about rising economnic inequality, and calls to use the tax system to
mitigate it, and the large fraction of households that pay no income tax.

A. Expiration of Bush tax cuts
Almost all of the tax cuts enacted in 2001 and 2003 expire at the end of 2010. They in-

clude lower marginal income tax rates (the top rate was cut from 39.6 to 35 percent); a
doubling of the child tax credit and a new refundable portion for households with earn-
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ings over $12,060 (in 2008); phasing out of the estate tax and its repeal for one year in
2010; marriage penalty relief: and lower tax rates on capital gains and dividends.'

It seems unlikely that Congress will simply let the tax cuts expire as scheduled. For one
thing, the potential behavioral responses to the one-year estate tax holiday are too ghoul-
ish to contemplate.

But extending all of the tax cuts would be costly—reducing tax revenues from 2008 to
2018 by almost $2.3 trillion according to the Congressional Budget Office (2008). (See
table 1.) The benefits from extending all of the tax cuts would disproportionately accrue
to households with high incomes. (See table 2.) With Democrats likely to retain at least
one house of Congress, these factors make it unlikely that the tax cuts will simply be ex-
tended as a package.

Nonetheless, all the presidential candidates have agreed to make the “middle class tax
cuts” permanent. And all have promised significant other tax cuts.

The candidates have also all pledged to be fiscally responsible, although they have left
somewhat vague how this fiscal responsibility should be measured. Senators Obama and
Clinton have promised to abide by Pay-As-You-Go (PAYGO) rules that would require
new tax cuts to be offset by tax increases. If PAYGO is measured relative to a current-
law baseline (assuming the tax cuts expire at the end of 2010 and the AMT remains in
place), this pledge could severely limit their ability to extend any tax cuts, enact new
ones, or advance spending priorities. Senator McCain has said that he’d cut spending, al-
though he would have to cut spending to levels last seen in the Eisenhower administration
to achieve budget balance if all of his tax cuts were enacted—a long shot, to say the least
(Burman and Leiserson 2008).

B. AMT

The individual AMT is the poster child for pointless complexity in the tax system, but its
theoretical revenue-raising potential makes it extremely difficult to reform or repeal.
Originally intended to ensure that rich people paid at least some tax, the AMT has
morphed into an incomprehensible shadow tax system, poorly suited to its original pur-
pose (Burman 2007). The largest AMT “preference item” (generally, deductions allowed
under the regular income tax but disallowed under the AMT) is the deduction for state
and local income and property taxes—hardly most people’s conception of a tax shelter.
Personal exemptions are the second largest item.

The AMT’s biggest defect is that, unlike the regular income tax, its parameters are not
indexed for inflation. So every year more and more people become potentially subject to
the tax. President Bush’s tax cuts, which lowered regular income taxes but only offered a

! The 2001 act also increased contribution limits to defined contribution pension plans and IRAs and cre-
ated a new nonrefundable tax credit for lower-income savers (along with other pension revisions). The Pen-
sion Protection Act of 2006 made those provisions permanent.
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temporary fix for the AMT, also roughly doubled the number of taxpayers potentially
subject to the AMT through 2010.

Congress has prevented the AMT from affecting too many taxpayers by a series of tem-
porary fixes, but the last one expired at the end of 2007, and they get more expensive

every year.

Under current law, more than 26 million people are scheduled to owe AMT in 2008. (See
figure 1.) If the Bush tax cuts are extended, the number will explode to over 50 million
(or about half of taxpayers) by 2017.

The AMT will in principle bring in an enormous amount of revenue over the next 10
years—$800 billion if the Bush tax cuts expire on schedule and twice that much if they
are extended. (See figure 2.) Of course, that revenue bonanza won’t materialize because it
would mean more and more middle-income taxpayers would become subject to the tax
over time. But the fiction of the AMT as a revenue machine masks the size of our budget
problems. Given that any revenue-neutral AMT reform would create many winners and
losers, it is not clear how it could happen except as part of a major tax reform.

C. Short-term budget challenges

If the Bush tax cuts were allowed to expire on schedule and the AMT took its course, our
short-term fiscal situation could be very good. According to the Congressional Budget
Office (CBO), tax revenues would increase continuously as a share of GDP. (See figure
3.) Indeed, the CBO projects a budget surplus from 2012 to 2018 under current law (as-
suming modest spending growth).

However, if the tax cuts, the AMT patch (which basically amounts to indexing the AMT
for inflation), and other perpetually expiring provisions, such as the research and experi-
mentation tax credit, are all extended, tax receipts would decline as a percentage of GDP
through 2013 and remain below their historical norms through the budget period. Includ-
ing additional interest on the national debt, these tax-cut extensions would add up to al-
most $4.9 trillion, more than offsetting the modest budget surplus in the baseline. (See
table 1.) There would be substantial and growing deficits, exceeding $600 billion in 2017,
or 2.8 percent of GDP. Under this scenario, the national debt would be $4.6 trillion
higher in 2018 than it is now.

D. Retirement of baby boomers and long-term budget problems

We might take solace in the fact that a deficit-to-GDP ratio of 2.8 percent would not be
unprecedented. The deficit-to-GDP ratio averaged 4.3 percent from 1982 to 1993 (Kogan
and Aron-Dine 2006). However, Kogan and Aron-Dine note that this was the “only pe-
riod in the history of the United States in which the government consistently ran large
deficits—i.e., increased the debt-to-GDP ratio—during a time of peace and prosperity”
(p. 2, emphasis in the original text).
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There is an even more pressing concern about rising debt now. In the 1980s, the baby
boomers’ peak earning years were still ahead of them. Now they are entering retirement.
Moreover, medical care costs—and the cost of federal health care programs for the eld-
erly-—have risen much faster than the economy, and are expected to continue to do so
absent a major change in policy. Rising health care costs and the demographic surge
threaten to create enormous long-term budget challenges. CBO projects that if health care
expenditures continue to grow at roughly their historical rate, the three main programs for
the elderly—Social Security, Medicare, and Medicaid (which pays for nursing home
care) will together cost 18.1 percent of GDP in 2050. (See figure 4.) That is, those three
entitlement programs would consume all federal revenues if tax collections remain at his-
toric levels.

If other spending continues at historical levels and revenues do not increase, CBO pro-
jects that the national debt could reach nearly three times GDP by mid-century and bal-
loon to more than eight times GDP by 2080. (See figure 5.) By comparison, the debt-to-
GDP ratio was barely over one after World War II, and policies enacted thereafier tamed
the debt through the 1950s and 1960s.

As bleak as these long-term projections are, they are in at least one sense wildly optimis-
tic: they assume that the economy will continue to grow at historic rates. However, with
such an explosion of public debt, the ability and willingness of foreigners and U.S. inves-
tors to hold U.S. government debt would quickly be exhausted. Interest rates would in-
crease, raising debt service costs (exacerbating budget deficits) and stifling investment,
home sales, and purchases of consumer durables. The economy would grind to a halt.

Of course, this is a perfect illustration of Stein’s Law, “If something cannot go on for-
ever, it will stop” (Stein 1997). The only ways to avoid the budget catastrophe are to raise
taxes, reduce spending, increase the rate of growth of the economy, or some combination
of the three. In my view, that creates an imperative for a tax system that can raise more
revenues without taking an undue toll on economic growth combined with restraint on
the growth of entitlement spending.

E. Other factors
1. The income tax is a mess

The AMT is but one indicator of the complexity and inefficiency of the income tax. For
the past several decades, it has become the instrument of choice for advancing a host of
social and economic goals. The deductions, credits, phase-ins, and phase-outs aimed at
advancing these objectives are often ineffective (Steuerle 2004). Moreover, public
perceptions about the income tax have changed. Americans once thought the income tax
was the fairest tax. Now they perceive it as the least fair levy (Slemrod and Bakija 2004).
This has prompted support for radical revisions, such as the flat tax and the national retail
sales tax (called the FairTax by its supporters).
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The corporate income tax draws special scorn. American companies face among the
highest rates in the developed world, and yet the revenue yield from the tax is small by
comparison with our trading partners. And, of course, a host of loopholes combined with
high marginal tax rates creates both incentive and opportunity for tax sheltering. The
corporate tax with its high rates and narrow base cries out for tax reform.

2. Concerns about rising economic inequality

Since the 1970s, the income distribution has been growing steadily less equal. Explana-
tions include the growth of information technology, which substitutes for less skilled la-
bor and raises the rewards to the most highly skilled (Autor, Levy, and Murnane 2003);
globalization (Goldin and Margo 1992); the decline in such institutions as labor unions
(Levy and Temin 2007); and the emergence of a winner-take-all society in which top per-
formers earn many multiples of the income of those who perform almost as well (Dew-
Becker and Gordon 2005). It is likely that ail of these factors will persist. For that reason,
some have called for more progressivity as an antidote to rising economic inequality
{(McMahon 2004; Burman et al. 2007).

This view, however, is far from universal. Penner (2003), for example, argues that the tax
system is highly progressive when properly measured and the current level of progressiv-
ity is broadly consistent with public attitudes.

Bartels (2005) reported survey evidence that most voters (52 percent) thought that rich
people paid less tax than they should, 44 percent thought that poor people paid too much,
and only 8 percent thought the poor should pay more. About 46 percent reported that they
thought they were overtaxed, although 48 percent thought they paid about the right
amount. (Only 3 percent thought they paid too little.)

However, Bartels (2005) also reports that most of the people who thought the rich should
pay more opposed the highly progressive estate tax. Slemrod (2006) reported evidence
from the same survey that indicated that most people who say they favor more progres-
sivity also favor the flat tax, which would be much less progressive than the current in-
come tax.

This suggests that taxpayers are confused about the tax system and alternative policies. It
might mean that if they understood the tax system, they would favor more progressivity.
Or it might also mean that if they were better informed, they would be happy with the
current level of tax progressivity or even favor a less progressive tax system.

3. Large fraction of households that do not pay income tax
Finally, there is a growing chorus of complaints, primarily but not exclusively from con-

servative quarters, about the large fraction of households that do not owe income tax. The
Tax Policy Center estimated that, in 2007, more than 30 percent of tax units (households)
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were in the zero marginal tax bracket or did not file.> Almost 40 percent of tax units owe
no income tax after tax credits.®

The concern is that households who do not owe income tax perceive government to be
free and thus will always support new programs, even if they have very little value. Put
differently, they have no stake in reducing spending.

IL Requirements for Reform

Experience with the Tax Reform Act of 1986 (TRA) suggests that tax reform requires
presidential leadership, bipartisan participation, and a lot of luck.* The president would
need to decide early that tax reform is a top priority. The Tax Reform Act of 1986, signed
‘in August, started in January 1984, when President Reagan instructed the Treasury De-
partment to produce a plan for release after the election (U.S. Treasury 1984). This sug-
gests that for tax reform to be completed by the end of 2010 (because of the expiration of
the Bush tax cuts), it would have to be a high priority from the day the next president
takes office. Given that all of the candidates have promised to make health reform a pri-
ority, tax reform would have to be designed is such a way that it would dovetail with
health reform, rather than compete for resources and attention.

Why would the president invest scarce political capital in a risky tax reform? First, of
course, are the policy imperatives outlined in the previous section, which the president
might find compelling. Second, political commentators of all stripes agree that this year’s
election will produce a mandate for change. The president might decide that there would
be political rewards if he or she successfully tamed the income tax and put the nationona
more secure fiscal footing, especially if tax reform were combined with credible re-
straints on spending.

A second requirement for success is bipartisan investment in the process. If it were seen
as a Democratic or Republican initiative, the other party could easily attack the president
for the inevitable losers that would arise from any rationalization of the current tax sys-
tem—especially if revenue increases were part of the package. In 1986, a Republican
president, Ronald Reagan, worked successfully with the Democratic leadership of the
House as well as the Republicans who controlled the Senate to bring TRA to a successful
conclusion (Birnbaum and Murray 1987).

In fact, members of both parties recognize that we are on an unsustainable fiscal path and
probably understand that spending cuts alone will not produce fiscal balance. The Ana-
Iytical Perspectives volume of President Bush’s FY 2009 Budget had virtually the same
grim projection of the effect of extending current policies as produced by CBO (2007),

% Source: http://www taxpolicycenter.org/T07-0086. Note that they do pay other federal taxes. We estimate
that households at every income level owe at least some tax when you combine payroll, income, excise,
and estate taxes.

% Source: http://www.taxpolicycenter.org/t04-0102.

* Bimnbaum and Murray (1987) chronicle the story of TRA. In addition to presidential leadership and bipar-
tisanship, they describe a number of occasions when TRA appeared to be dead, but something happened at
just the right time to get the process back on track.
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although the Budget implied that spending cuts alone would suffice to solve the problem.
Republican economist Bruce Bartlett (2006) concluded that tax increases are inevitable
and urged his colleagues to consider tax options that would be less injurious to growth
than simply increasing income tax rates.

A requirement for bipartisan participation (and ultimate success) is that the process would
have to address the major concerns of both parties. This means, on the Democratic side, it
would have to be equitable, help low- and middle-income households, and guarantee
enough revenues to finance an adequate level of government. As noted, if the Democratic
candidate wins, tax reform has to be consistent with a program to provide universal ac-
cess to health insurance.

To win Republican support, tax reform would have to be combined with a credible proc-
ess to slow the growth of spending. Since entitlement spending accounts for a large and
growing portion of spending, control of entitlements must be an integral part of the pack-
age. In addition, the reformed tax system should address concerns about the growing
number of houscholds that do not pay income tax. And a reform proposal should improve
the economy. This means that income tax rate cuts need to be part of the package, as they
were in 1986.

A final factor key to success in 1986 was a big increase in corporate income taxes (pri-
marily through repeal of the investment tax credit and scaling back of accelerated depre-
ciation). Although economists understand that corporate taxes are ultimately paid by peo-
ple (investors, workers, and consumers), most Americans were apparently convinced that
they would not pay the tax. At one point, corporate CEOs of large companies that would
pay much higher taxes as a result of TRA lined up to support the plan because they, per-
sonally, would pay much lower income taxes (Birnbaum and Murray 1987). This was one
of the pivotal moments and helped lead to TRA’s passage.

A large corporate tax increase is probably not in the cards this time. There is no invest-
ment tax credit or highly accelerated depreciation to repeal or scale back and, if anything,
there is pressure to reduce corporate taxes. However, it might be possible to introduce a
new revenue source that is relatively palatable and widely accepted in the rest of the
world—the VAT.

III. A Possible Reform

An approach that might meet all of the constraints above would be a combination of a
VAT dedicated to paying for health care, similar to the proposal of Emanuel and Fuchs
(2007); individual and corporate income tax cuts, including lower rates, a broader base,
and elimination of the AMT; revenues sufficient to achieve budget balance over the
short- and longer-terms; and a credible process to control spending, especially on enti-
tlement programs. The package as a whole would also have to be designed to maintain or
enhance progressivity.
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A. The Health VAT’

A comnerstone of the package is a VAT dedicated to pay for all federal medical expendi-
tures, including a new voucher to provide universal access to health insurance. A VAT is
a tax on consumption, similar to sales taxes levied by states, except that it is collected in
stages from each business that contributes to the production and sale of consumer good&5
It is universal in the rest of the industrialized world and generally thought to be relatively
easy to administer and for businesses to comply with. Emmanuel and Fuchs (2007) esti-
mate that a VAT rate of approximately 15 percent could pay for the fully phased in
voucher program.

Two main complaints have been leveled at the VAT. One is that it would be a money
machine and fuel the growth of government. A second is that it is regressive since lower-
income households spend a much larger share of their incomes than higher-income
households.

1. Health VAT and government spending

A VAT dedicated to paying for health care, including the new voucher, would seem to
address both of these criticisms. The VAT would be reflected in retail prices and the
VAT rate would have to increase over time if health care spending continues to grow
faster than the economy.® Since everyone would pay the VAT, the higher rate could build
widespread support for effective measures to control health care costs. Moreover, the
lowest-income 40 percent of households would have a stake in controlling government
spending, addressing one of the conservatives’ major complaints about the current sys-
tem.

The overall effect of the program on federal spending will depend on the nature of the
health care voucher. Emanuel and Fuchs (2007) propose that the voucher pay for health
care provided through a program like the Federal Employees Health Benefits Program.
They argue that the voucher could squeeze waste out of the system because the federal
government would have the market power to require that providers control costs (and
presumably would be combined with other reforms that would reduce ineffective care).
There is also evidence that much of the variation in health care costs is not related to dif-
ferences in health status or quality (Congressional Budget Office 2008b). By tying the
basic voucher amount to age, gender, and health status, but not regional variation in
prices, pressure would be put on providers to conform their standards of care to the best

practices.”

% See Yin (2006) for discussion of types of VAT and why it is superior on administrative grounds to a na-
tional retail sales tax, which several Republican presidential candidates (most notably Governor Huckabee)
have endorsed.

¢ One of the concerns about the VAT is that it is an invisible component of product prices. This concern
might be mitigated by urging or requiring retailers to break out the VAT on sales receipts.

7 Even if this works, there would be issues during a transitional period if providers cannot immediately
adapt.



42

Given that most working-age people and their families get health insurance through em-
ployers, there would be advantages to designing the voucher so that it could be used in
concert with employer-sponsored insurance (ESI), especially for large employers that can
provide such insurance relatively cheaply. One option would be to allow the voucher to
be transferred to an employer that offers ESI either purchased directly or purchased
through the publicly sponsored pool. To minimize adverse selection (employers with
healthier-than-average workforces opting out of the public program), the voucher could
be set at less than 100 percent of the cost per worker in the public pool.

A possible way to limit spending and improve the chance for bipartisan consensus would
be to make the voucher pay for a high-deductible health insurance plan. Jonathan Gruber
and Martin Feldstein (1995) proposed a universal voucher tied to plans with a deductible
that varied with income. There are serious administrative issues to implementing this (or
any means-tested health entitlement), but it could offset the prime complaint about high-
deductible plans. The deductible could be set very low for households with low incomes
and very high for those with incomes high enough to afford the higher risk. Alternatively,
the high deductible plan could be combined with health savings accounts, as under cur-
rent tax law, and the government could pay for all or part of the deductible for lower-
income families.

Finally, the plan might include process reforms designed to limit the growth of entitle-
ment programs. Penner and Steuerle (2005) propose caps and triggers for automatic cuts
in entitlements that they claim would take those programs off auto-pilot. They also pro-
pose a super-majority requirement for the enactment of large new entitlement programs.
However, enactment of these options might be delayed until policymakers see how well
the automatic spending constraint built into the health VAT and voucher work.

2. Health VAT and progressivity

The new health care voucher paid for by the VAT would be most valuable to low- and
middle-income households who either do not currently have health insurance or for
whom the cost of health insurance is a very large portion of their incomes. Currently,
health insurance averages more than 10 percent of compensation for employees who get
it at work (Eibner, Kapur, and Marquis 2007). It is a larger percentage for those with
lower incomes. Thus, the new health benefit will be worth far more than the additional
tax paid through the VAT. For high-income people, in contrast, health insurance is only a
fraction of income. The VAT will cost much more than the value of the new benefit.

Overall, distributional targets can be met by coordinating the income-tax changes with
the VAT and the health voucher. A special consideration is that low-income people who
currently qualify for free health care through Medicaid or the children’s health insurance
program, SCHIP, will receive less benefit from the voucher. Since food stamps are in-
dexed for food price inflation and the refundable EITC is indexed to overall inflation,
part of any effect of the VAT on prices would automatically be offset, but additional sub-
sidies will be necessary for those with very low incomes.
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3. VAT and seniors

A well-known feature of a VAT is that it is a tax on old capital. This especially affects
older people, since they get relatively little benefit from the tax-exemption for new saving
under the VAT while everything they buy becomes more expensive. Although this is
probably a political disadvantage, seniors get so much more back in Social Security and
medical care than they paid in, it makes sense to charge those who are able to pay for part
of those costs. It is also important to note that those whose income comes mostly from
Socigl Security would be relatively unaffected since those benefits are indexed to infla-
tion.

4. VAT and economic efficiency

The VAT is a relatively efficient revenue source. Since it taxes consumption rather than
income, it does not discourage saving as does the income tax.

The biggest efficiency gain, though, could come from reductions in income tax rates. The
VAT will cover the cost of current health care programs, offsetting federal spending on
Medicaid, veterans’ health programs, and the portion of Medicare paid out of general
revenues. Although part of Medicare spending is covered by premiums and payroll taxes,
more than $200 billion in FY 2009 will be financed with general revenues (Congressional
Budget Office 2008a). Federal spending on Medicaid and other federal health programs
adds another $240 billion. All told, the income tax would have to finance about $450 bil-
lion less in health spending than it does at present.

In addition, there would no longer be a tax exclusion for employer-sponsored insurance
(ESI), a $169 billion income tax expenditure in 2008. Other potentially superfluous tax
subsidies total about $12 billion. Thus, the income tax base would become substantially
larger. As a result, with the VAT covering health care costs, tax rates could be cut by
about a third across the board with no effect on the deficit.” And that is even before con-
sidering the additional revenues that could arise from base broadening.

With lower tax rates, the tax reform could also eliminate the differential between capital
gains and other income (as in 1986), which would reduce the incentive and ability of in-
dividuals to engage in tax sheltering. More generally, the lower top rate would reduce the
incentive for tax avoidance and evasion of all sorts.

8 Burman, Gravelle, and Rohaly (2005) found that households over 65 were less affected by a VAT than
unger ones, because Social Security benefits are indexed.

CBO projects that individual and corporate income tax revenues will total $1,696 billion in FY 2009. Af-
ter repeal of the ESI exclusion and other health insurance tax expenditures, tax revenues would be about
$1,876 billion. Total general revenue financed federal spending on health care is about $628 billion (includ-
ing the tax expenditures). Thus, income tax revenues could be cut by 628/1,876, or 33.5 percent, with no
net effect on the deficit. These calculations ignore behavioral responses, which are ambiguous. Eliminating
the ESI exclusion might encourage some taxpayers to find other ways to shelter wages from tax. On the
other hand, lower marginal tax rates would reduce the incentive for tax avoidance, generating a positive
revenue feedback.
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5. Payroll tax cut

Since health care for the elderly would be financed through the VAT, the Medicare por-
tion of payroll taxes (1.45 percent on employers and employees) would no longer be nec-
essary. Moreover, elimination of the ESI exclusion would significantly increase contribu-
tions to Social Security, substantially bolstering its finances. On the other hand, to the
extent that the VAT translates into higher prices, the Social Security trust fund would
tend to be devalued. But higher prices would also devalue U.S. debt, so, on balance, the
federal government’s balance sheet could improve. Part or all of those savings could be
transferred to Social Security, if necessary. Over the long term, the Social Security trust
fund will be much stronger because more of wages are included in the Social Security tax
base.

6. Effect on states

If the federal government takes over states’ obligations for Medicaid, states will avoid an
enormous and growing financial obligation. The federal government could ask states to
pay a larger portion of other programs they currently share with the federal government.
Alternatively, the federal government might forgive the states their current obligations for
care for patients who are eligible for both Medicare and Medicaid—a $56 billion obliga-
tion in 2008—but require a state contribution toward the voucher equal to their states’
other Medicaid spending. Even in this case, states’ financial exposure would be substan-
tially lower than under current law. The states’ windfall might make them less resistant to
sensible tax reforms, such as repealing the deductibility of state and local taxes and scal-
ing back or eliminating the use of tax-exempt bonds, both of which are extremely ineffi-
cient subsidies.

B. Income and estate tax reform

The income tax reforms would reflect the traditional recipe: broad base (that is, fewer
loopholes and deductions) and lower rates. The AMT would be eliminated. As noted, fi-
nancing health care with the VAT would allow for significantly lower top marginal tax
rates, even while eliminating the AMT. All of this would be accomplished while main-
taining or enhancing the overall progressivity of the tax system (including the benefits
from the new health care voucher). Simplicity would be achieved by relieving most tax-
payers of filing requirements, and vastly simplifying filing for others.

There are several models that have some similarities to this plan. William Gale (2008)
recently proposed a tax reform including integration of the corporate and individual in-
come taxes for new investment and a VAT sufficient to raise 4 to 5 percent of GDP. Gale
would eliminate the AMT (conditional on the AMT’s anti-tax shelter provisions being
incorporated into the tax code); eliminate many individual and corporate tax breaks; im-
prove enforcement; simplify and consolidate tax breaks for education, retirement, and
families; provide a new tax credit against payroll taxes on the first $5,000 of earnings;
and introduce return-free filing for many taxpayers.
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Michael Graetz (2008) has also proposed a VAT, but would use the revenues generated
to exempt families with incomes below $100,000 ($50,000 for singles) from income tax.
Under Graetz’s scheme, the income tax would return to its origins as a tax on those with
very high incomes. He would cut top individual and corporate income tax rates and
would retain some variant of the refundable child tax credit and earned income tax credit
to prevent low-income families from suffering a tax increase. Of course, this would re-
quire income assessment for such families, so it is not so different from Gale’s proposal
to simplify the tax system enough so that many low- and middle-income families do not
have to file (their income tax is determined by exact withholding).

As Graetz (2008) notes, the exact details of the tax reform will be determined by the po-
litical process. Indeed, specifying too many details in advance might doom any tax re-
form plan to failure. TRA was successful in part because President Reagan gave very
parsimonious instructions to his tax reformers: cut top tax rates and preserve a subsidy for
homeownership. Everything else was on the table and negotiated with Congress (Birn-
baum and Murray 1987).

A drawback of both the Graetz and the Gale plans is that they do not deal with health re-
form, meaning that either proposal would not be taken seriously in a Democratic admini-
stration until after health reform is completed (which could take a long time). Also, an
add-on VAT that is not tied to health care might fuel conservatives’ concerns that it
would be a money machine that could spur the growth of government. And Graetz’s plan
would aggravate conservatives who complain that 40 percent of Americans owe no in-
come tax. Under Graetz’s plan, it would be closer to 90 percent.

Here is a rough outline of the nature of an income tax reform I believe could capture the
best features of the Graetz and Gale plans while addressing bipartisan concerns. The goal
would be to enable a return-free filing system for most households, which would require
substantial simplification and flattening of the income tax. It is a more sweeping proposal
than Gale’s, which raises political issues as more sacred cows are jettisoned, but it would
make simplicity a much higher priority than previous tax reforms have.

There would be two individual income tax rates—say, 15 and 25 percent (although the
actual rates would depend on revenue and distributional targets), and the corporate tax
rate would be set equal to the top individual income tax rate (so corporations do not be-
come a tax shelter). Personal exemptions and the standard deduction would be elimi-
nated. Itemized deductions would also become historical artifacts, as proposed by Presi-
dent Bush’s tax reform panel. The mortgage interest deduction would be replaced by a
flat 15 percent refundable tax credit paid directly to lenders. The deduction for charitable
contributions would similarly be replaced by a 15 percent matching grant paid directly to
qualifying nonprofits. (The U.K. does this now.) In each case, the match rate could be
revised as part of congressional negotiations. Alternatively, taxpayers in the 25 percent
tax bracket could be allowed to elect the deduction instead of the credit.'® Education tax

1% This would involve minor additional complexity. It could be implemented by allowing taxpayers to elect
a full deduction and adding credits already received to taxes due. For taxpayers who use software or paid
preparers, as most higher-income taxpayers do, the additional complexity would be imperceptible,
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incentives should be replaced with an expansion of Pell grants and subsidized student
loans. The deductibility for state and local taxes would be eliminated. (State governments
could use their savings from the elimination of Medicaid to cut income and sales tax rates
and increase their share of education financing, allowing local governments to cut prop-
erty taxes, offsetting the effect of the lost tax deductions.)

Either traditional IRAs or Roth IRAs would be eliminated, as would nondeductible IRAs,
which would simplify taxpayers’ choices and accounting. The simplest option would be
to retain only Roth IRAs, which feature nondeductible contributions and tax-free retire-
ment withdrawals, eliminating all tax accounting requirements. The drawback of Roth
IRAs is that they represent potentially large future reductions in the income tax base,
since balances in these accounts are entirely tax-free so long as they are held until retire-
ment, no matter how large they grow. Substantial growth in Roth IRAs could exacerbate
our long-term budget challenges. In addition, rollover IRAs would need to be retained for
balances in traditional 401(k) plans. But accounting for traditional IRAs would be more
complicated.!

The savers credit should be converted into a refundable tax credit payable directly to the
financial institution. The IRS would send taxpayers a certificate in May or June of each
year indicating their eligibility and credit rate based on information returns for those who
do not have to file and tax returns for those who do, which would be used by the financial
institution to claim the credit.

The child tax credit, the child-related portion of the earned income tax credit, the adop-
tion tax credit, and the child and dependent care tax credit would be replaced by a $2,000
per child fully refundable tax credit. (Again, the exact amount would be determined
based on revenue and distributional targets.) The work subsidy in the EITC would be re-
placed with a 30 percent fully refundable payroll tax credit on the first $10,000 of earn-
ings for each adult worker.'” This may seem extremely generous, but the 15 percent in-
come tax bracket starts on the first dollar of carnings, so the net subsidy compared with
current law would be modest.

The 