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HOW DID WE GET HERE? CHANGES IN
THE LAW AND TAX ENVIRONMENT SINCE
THE TAX REFORM ACT OF 1986
TUESDAY, MARCH 1, 2011

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.
The hearing was convened, pursuant to notice, at 10:02 a.m., in
room SD–215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.
Present: Senators Bingaman, Wyden, Menendez, Carper, Cardin,
Hatch, Grassley, Snowe, Enzi, and Thune.
Also present: Democratic Staff: Russ Sullivan, Staff Director; Lily
Batchelder, Chief Tax Counsel; Tiffany Smith, Tax Counsel; and
Andrew Fishburn, Detailee. Republican Staff: Chris Campbell,
Staff Director and Chief Counsel; Mark Prater, Deputy Chief of
Staff and Chief Tax Counsel; Kim Brandt, Chief Health Care Investigative Counsel; Theresa Pattara, Tax Counsel; and Jim Lyons,
Tax Counsel.
OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.
The author Thomas Friedman wrote, ‘‘The long-term opportunities and challenges that the flattening of the world puts before the
United States are profound.’’ Indeed, increased globalization in the
last several decades has spurred advancements in technology, business practices, and daily life.
Compared to life 30 years ago, the changes are profound. Back
then, the Berlin Wall was still intact. More businesses did their
business using snail mail, except we then called it regular mail.
And the concept of derivatives was only familiar in a few, limited
markets.
In the 1980s, most Americans had not heard of the Internet, cell
phones were usually found only in high-end cars, and computers
were hundreds of times slower than those we use today.
The global economy has indeed flattened. Business is usually
done using e-mail, the Internet, and smart-phones. The use of
interrelated financial products based on complex computer models
nearly led to a global Great Depression. And today’s ubiquitous mobile phones have many times the computing power of the 1980s
personal computer.
(1)
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Today we will look at how the tax code has changed and whether
it has adapted to these changes. We will look at how the tax environment is different since we last revamped the code in the 1986
Tax Reform Act. And we will consider how globalization affects the
central issues we face in tax reform.
We have made 15,000 changes to the tax code since 1986, but
many of these changes have stretched the code in different directions. Have these changes left us with a tax code that is more efficient, more competitive, more fair? How have these changes affected average Americans?
Today’s panel of distinguished witnesses allows us to look back
at the past 25 years of tax policy. We will hear more about the reasons behind many of those 15,000 changes. We will hear about
what challenges they have faced and how things have changed.
The Assistant Secretary for Tax Policy sits at the intersection of
tax policy and tax administration. In this position, our witnesses
have been uniquely situated to see all sides of the tax policy debate. One major change we must consider is how doing business
has evolved since 1986.
Changes in the foundation of conducting business have had a significant impact in how we collect revenue. Today, many U.S. businesses pass their income through to shareholders and pay the same
tax rate as individuals. We call them pass-throughs. In 1986, about
40 percent of business income was earned by pass-throughs. Today,
about 60 percent is earned through pass-throughs. Two-thirds of
our large businesses are pass-throughs, which is more than twice
the level of the next-highest developed country.
We receive more revenue from pass-through businesses every
year than we do from businesses with traditional corporate structures, called C corps. We must consider how efficiently we tax business income, given that so much of it is taxed on an individual
basis today. We must also consider how other countries’ tax policies
affect our system.
In 1986, we closed tax loopholes that allowed individuals to
eliminate their tax liability by investing in tax shelters for a small
fee. Today, complicated tax claim regimes are proliferating. They
often involve cross-border transactions for individuals transferring
funds offshore.
We made some progress in cracking down on offshore accounts
recently. We enacted the Foreign Account Tax Compliance Act in
2010, and we have enacted other provisions that closed international tax loopholes in recent tax bills.
But have we kept up? In our global economy, intellectual property can be moved across borders quickly. Some companies use that
advancement to drive their effective tax rates down to single digits,
while other companies have payment rates closer to 20, or even 30
percent. This disparity can have a significant effect on our economy. It is a major driver of the need for tax reform.
We must also consider the gap between the taxes owed and taxes
paid. The Treasury has estimated that gap as close to $300 billion,
and that estimate, I think, was in the year 2003. This tax gap is
difficult to fill, but we need to find ways to improve compliance
without excessive burdens on businesses or individuals. No one
should be able to systematically avoid their tax obligations. Today
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we will ask our panelists for their insights into this seemingly intractable problem. Perhaps information technology offers opportunities to reduce the tax gap, while reducing compliance burdens at
the same time.
We will also consider changes to the tax law. In 1986, there was
no concept of an annual tax extenders bill. Last year, there were
141 expiring provisions; the debate took 9 weeks of Senate floor
time. We must look at why we have so many expiring provisions
and how they affect our economy. So today we ask, how did we get
here? I think more to the point, though, we should also ask, is here
where we want to be? *
[The prepared statement of Chairman Baucus appears in the appendix.]
The CHAIRMAN. Senator Hatch, I am told, is on his way and will
give his statement when he arrives.
So I would now like to introduce our panel. We have five former
Assistant Secretaries for the Treasury for Tax Policy with us today.
Thank you.
First is Fred Goldberg, who served as Assistant Secretary of the
Treasury for Tax Policy in 1992. Thank you, Secretary Goldberg.
Prior to that, Mr. Goldberg was the Commissioner of the Internal
Revenue Service and the Chief Counsel for the Internal Revenue
Service. We also have Jonathan Talisman, who served as Assistant
Secretary for Tax Policy from 1999 to 2000. We have Mark Weinberger. Mr. Weinberger served as Assistant Secretary for Tax Policy from 2000 to 2002. Then we have Pamela Olson, who served as
Assistant Secretary of the Treasury for Tax Policy from 2002 to
2004. Finally, Eric Solomon, who served as Assistant Secretary of
the Treasury for Tax Policy from 2006 to 2009.
It is great to see all five of you. You have helped us over the
years, and thank you all for coming again, same place, same time.
We really appreciate it and hope to see a little synergy here. Thank
you all for coming.
As is our regular practice, we will submit your statements for the
record and ask you to summarize briefly.
Mr. Goldberg?
STATEMENT OF HON. FRED T. GOLDBERG, JR., FORMER ASSISTANT SECRETARY OF THE TREASURY FOR TAX POLICY,
1992, WASHINGTON, DC

Mr. GOLDBERG. Mr. Chairman, members of the committee, in my
case it has been quite a while, but it is a pleasure to be back.
Thank you for the opportunity to testify today on the topic of tax
reform.
In many respects, the emerging discussion is, in the immortal
words of Yogi Berra, ‘‘Déjà vu all over again.’’ The Tax Reform Act,
like the discussion today, focuses on the premise that lowering
rates and broadening the base is the way to go.
As now, the stated goals back then were the timeless tax policy
themes of simplification, fairness, efficiency, and competitiveness.
* For additional information on this subject, see also, ‘‘Background Information on Tax Expenditure Analysis and Historical Survey of Tax Expenditure Estimates,’’ Joint Committee on
Taxation staff report, February 28, 2011 (JCX–15–11), http://www.jct.gov/publications.html?
func=startdown&id=3739.
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The Act did indeed broaden the base and lower rates and was an
improvement in some respects.
But whatever those gains may have been, they were transitory.
The tax system today is grotesquely complicated. It is perceived as
unfair from every point on the political spectrum. It has caused
gross distortions in the allocation of resources, and has played a
significant role in eroding our competitive position.
My written statement addresses, briefly, two questions: despite
the promise of the 1986 Act, why has the system ended up where
it is today; and second, what are the lessons for reform this time
around? In the interest of time, I will skip the former and focus
only briefly on the latter.
The starting point is different circumstances from what they
were 25 years ago. Among the most important are, the 1986 Act
was grounded on the principle of revenue neutrality. I believe that
will not be the case today. We have betrayed our children and
grandchildren. A fundamental restructuring of entitlement programs, significant reductions in discretionary spending, and additional revenue are all required to right the wrongs we have committed. The only question is how to make these changes in ways
that do the least damage to our future economic prosperity while
honoring our commitment to the more vulnerable of our fellow citizens.
The second, as the chairman mentioned, is globalization and new
technology, the rapid growth in the global markets for goods, services, and capital, the importance and mobility of human and intangible capital, and the emergence of formidable competitors on the
global stage. These developments, in my view, are irreversible, but
they need not be threatening. If the country responds properly, our
Nation is uniquely well-positioned to take advantage of this
change. Tax policy is a central player in whether we will succeed
in this endeavor.
The third, and in some ways most troublesome, is the growing
inequality in opportunity, income, and wealth among our citizens.
In my view, the tax law is neither cause, nor cure, but tax reform
can and should help address these circumstances by reducing distortions in economic activity and complexity that plague our current system. In my view, tax reform can accomplish these objectives while maintaining or enhancing our progressive individual income tax. So much for the circumstances.
My written statement sets forth what I believe to be seven lessons learned. While time is running short, I will touch on them
only briefly. The first is a cautionary word. While we give lip service to the importance of taxes, I believe we understate their awesome and potentially destructive power.
In 1986, America was the undisputed center of the world’s capital markets, and was home to most of the leading global financial
institutions and pharmaceutical companies. Twenty-five years
later, that is not the case.
There are many reasons for this shift, but the fact is that our tax
system is increasingly hostile to capital in most of its forms, whether it is money, human capital, or intangible assets. These kinds of
capital are mobile. They do not respect national borders, and they
are extremely unforgiving. The 1986 Act and legislation that has

VerDate Nov 24 2008

17:02 Jun 12, 2012

Jkt 000000

PO 00000

Frm 00008

Fmt 6633

Sfmt 6633

R:\DOCS\74427.000

TIMD

5
followed in its wake have ignored or sought to challenge these powerful forces. In doing so, we have acted at our peril, and I believe
we are paying a very high price.
Second, businesses do not pay taxes—people do. Corporations
may write the checks, but some combination of owners, workers,
and customers pays the bill. This is, and has been, a truism. It is
misleading and terribly counterproductive to suggest the contrary.
I urge you to think big. The time has come to pursue far more
fundamental reform than was taken in 1986. I appreciate and applaud your effort to take on these issues. I wish you well, and I believe you can, and will, succeed.
Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you. When we get to the questions, I am
going to follow up on how you think we should be more provocative.
Mr. GOLDBERG. Hopefully they are all forgotten by the time you
get to them.
The CHAIRMAN. I am sure they will be. [Laughter.]
[The prepared statement of Mr. Goldberg appears in the appendix.]
The CHAIRMAN. Mr. Talisman?
STATEMENT OF HON. JONATHAN TALISMAN, FORMER ASSISTANT SECRETARY OF THE TREASURY FOR TAX POLICY, 2000–
2001, WASHINGTON, DC

Mr. TALISMAN. Chairman Baucus and members of the committee,
thank you for inviting me to share my recollections and some
thoughts about tax reform. It is a privilege to appear before you
once again, and I want to commend the committee for taking up
the subject of tax reform.
We are facing a perfect storm of structural problems, including
the growing reach of the AMT, numerous structural extenders that
will expire soon, and competitiveness concerns raised by our corporate tax systems.
Unfortunately, our ability to address these problems is inhibited
by the deficits we are facing and the growth in entitlement programs. Similar to the concerns of today, much of the focus of the
parties in the 1990s while I was in service was on fiscal restraint
and regaining control of the Federal budget.
In 1992, the budget deficit had grown to a then-record of $290
billion and was projected to grow further. During his first term,
President Clinton and the Congress took a number of actions to reverse this trend. The Omnibus Budget Reconciliation Act was enacted in August of 1993 to reduce deficits by nearly $500 billion
over 5 years, evenly divided between spending cuts and tax increases. As a point of pride, Senator Moynihan often subsequently
referred to it, much to our consternation, as the largest tax increase in history.
In 1997, President Clinton began a second term, and I joined the
Treasury Department. While economic conditions had improved,
budget forecasts continued to project persistent deficits under current law. Eventually a budget framework was set, with spending
cuts and net tax cuts up to $250 billion over 10 years. The final
tax package meeting that criteria created the Child Credit, the
Hope Scholarship Credit, Roth IRAs, reduced capital gains rates,

VerDate Nov 24 2008

17:02 Jun 12, 2012

Jkt 000000

PO 00000

Frm 00009

Fmt 6633

Sfmt 6633

R:\DOCS\74427.000

TIMD

6
raised the estate tax exemption, and included a number of simplification items.
Ahead of expectations, the budget registered a unified surplus of
roughly $70 billion in 1998, and increasing budget surpluses into
the future. In his State of the Union address, the President called
for saving Social Security first, suggesting that any surplus funds
should not be used for spending or tax cuts until long-term entitlement reform was enacted. This set the tone for the next several
years on tax policy, as efforts to pass significant tax cuts without
offsets were defeated in Congress.
As today, there were numerous calls for tax reform while I was
on the Hill. In fact, when I started with the Joint Tax Committee
staff, Mark Weinberger and I helped draft one of the first VAT proposals for his boss, Senator Danforth, and Senator Boren. At the
time, most reform proposals would have replaced all or part of the
income tax with a consumption tax.
One of the first hearings I staffed for the Finance Committee was
to examine the findings of a Tax Reform Commission, chaired by
former Congressman Kemp. At the hearings, Senator Moynihan declared that a new set of simple rules was certainly appealing, given
the volume and complexity of the tax law.
However, he admonished that we must proceed carefully. Any
time a change of this magnitude is under consideration with huge
potential risks to the economy and shifts of fortune in balance, we
must approach proponents’ claims with caution and healthy skepticism.
Senator Moynihan’s statement raises several themes that are
still important in considering tax reform today. First, it will be
very important to agree on the goals and intended benefits of tax
reform. The establishment and marketing of those goals will determine whether any significant tax reform is accomplished and how
it is judged politically.
Second, revenue-neutral tax reform or corporate tax reform will,
by definition, create winners and losers. We experienced this with
the Foreign Sales Corporation and Extraterritorial Income Exclusion, or FSC/ETI, where the committee ultimately added a manufacturing deduction to address the concerns raised by domestic
manufacturers and production companies who were significant losers in the bill sent over from the House.
Third, while simplification is desirable, some of the complexity of
the code is unavoidable. We have a complex economy and society
that require special rules to take into account different or unique
circumstances in order to be fair or to prevent abuse. Also, in our
political dynamic, there has been pressure not to increase spending, but the political desire for new programs has not disappeared.
Fourth, while an ideal tax system would not include many tax
expenditures, we are not starting a tax system from scratch. Many
of the largest tax expenditures are long-term features of our system, imbedded in the fabric of our economy. To avoid false expectations, we need to be careful in how we talk about base broadening
and consider the practical, economic, and social effects of eliminating tax expenditures.
Stanley Surrey, who coined the term ‘‘tax expenditures,’’ said
that the classification of an item as a tax expenditure does not, in
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and of itself, make that item either a desirable or undesirable provision, and concluded that most were assistance the legislators do
want to provide. A good example of this is the research credit.
I would like to close by raising one final issue. During my tenure
at Treasury, we were just beginning to see the challenges that
globalization and information technology have posed for the tax
system and for tax administration. To date, our tax system has not
been adapted. Thus, as part of this reform process it will be important to reflect the dynamic challenges raised by the expanding
global environment for business.
My comments are not intended to discourage this committee’s efforts on tax reform; rather they are intended to make sure we do
not lose sight of the reasons our tax system has developed as it
has. Simplicity and efficiency are worthy goals, but so are fairness
and ensuring we raise sufficient revenues to fund current priorities
and to prepare for our long-term challenges.
Thank you once again for inviting me to share my observations.
I would be happy to answer any questions you might have and to
assist the committee as you move forward.
The CHAIRMAN. Thank you very much, Mr. Talisman.
[The prepared statement of Mr. Talisman appears in the appendix.]
The CHAIRMAN. Mr. Weinberger, you are next.
STATEMENT OF HON. MARK WEINBERGER, FORMER ASSISTANT SECRETARY OF THE TREASURY FOR TAX POLICY, 2001–
2002, WASHINGTON, DC

Mr. WEINBERGER. Thank you, Chairman Baucus and members of
the committee, for inviting me here today. In my written testimony
we discuss five principal influences that have led to the need to reexamine and update the code. They include the evolving business
and global landscape, increased global competitive pressures, the
expanding use of the code, the cumulative effect of changing budget
and legislative processes, and the worsening fiscal situation. I am
just going to highlight a few.
The fundamental elements of our current tax system are the
product of vigorous debate and have taken place over a long period
of time. The code has been augmented, patched, clarified, and otherwise tweaked. As a result, the system has developed into an overly complicated set of rules that evolved largely without sufficient
analysis or debate regarding the long-term competitive effect or
alignment in the worldwide tax policy trends.
The observation is not meant to be a criticism of the process, it
is merely a recognition of the practical and political realities.
Through the evolution of our tax system, the way the world is
doing business has been changing at an extraordinary pace. New
industries have been created, new markets opened, the flow of capital has shifted, and new economic powers have arisen.
These developments are transforming the landscape for business
in the United States and around the world. Businesses have completely changed their business models to adapt. If they did not
change, they would not be successful. The same is true for the U.S.
economy. We have to adapt our tax code to the same changing
world if we want the U.S. economy to continue to excel.
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Business tax reform needs to take account of the changing way
American businesses operate and the impact that foreign competition increasingly plays in their success both here and abroad. As
a result, the U.S. tax policy decisions which have been historically
made without great concern about what is going on around the rest
of the world can no longer be made in a vacuum.
I would like to read a quote: ‘‘Our tax system was once viewed
as an asset, and it needs to be an asset again. The quality of tax
policymaking and the frequency and predictability of change is a
key concern of business and has the potential to undermine perceptions of stability which can make businesses less likely to invest
here. Particular concerns have been made about a lack of clear direction, the frequency of change, and the lack of attention paid to
the real impact on business.’’ Was this written by the U.S. business
community? No, it was not written by a business, and it was not
written in the U.S. It was written by the U.K. government last
year, which went on to say, ‘‘The government wants to send out a
signal loud and clear that Britain is open for business.’’
The U.K., and many other jurisdictions around the world, have
recognized the need to have a tax system that invites investment
in labor and capital inside its borders, as the global ability of each
has increased. The U.S. should consider the same.
The President, in his State of the Union address, called for
revenue-neutral tax reform. He also called for reducing the high
statutory rates. If Congress wants to meaningfully reduce statutory
rates in a revenue-neutral manner, it will be hard work. The American people should be educated about the trade-offs, and the process should be outlined similarly to that in the United Kingdom.
Importantly, it cannot be achieved by merely closing loopholes, as
some would believe. It would require finding a new source of revenue or curtailing longstanding preferences in the tax code. These
preferences are some of the primary instruments that have been
used to influence social and economic policy in this country, including for example encouraging education, increasing savings, providing for income redistribution, among others.
Where the code creates unintended consequences and where the
rules can be tightened, tax reform should address those. But as a
recent report of the President’s Fiscal Responsibility Commission
illustrates, the trade-offs go well beyond merely closing loopholes.
Whether or not tax reform should be revenue-neutral is another
question.
It is important to recognize that revenue-neutral tax reform can
mean a lot of different things. Revenue-neutral does not mean neutral to all taxpayers. It will create winners and losers relative to
the status quo, at least in the short term. Remember, every poker
game is revenue-neutral. At the end of the day, the same amount
of money leaves the table, but in very different pockets.
Regardless of whether Congress decides to proceed with revenue
neutrality being a requirement of tax reform, we cannot ignore the
unprecedented fiscal deficits and national debt we face that will require us to comprehensively reevaluate our spending and tax provisions. Since so many policy objectives are implemented through
both spending and tax policies, each should be considered in conjunction with the other.
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Finally, I would like to commend the chairman for the approach
that you have laid out for addressing comprehensive tax reform in
this committee. The thorough process you have laid out to assess
the current state, consider changes, involve stakeholders, and then
proceed with comprehensive reform is the appropriate approach to
construct tax policy.
Over the years, the budget and legislative process have played
very significant roles in how tax policy has evolved, not necessarily
in the furtherance of tax policy. They undoubtedly will play a role
here. The tax reform process is going to need to be navigated and
well-orchestrated in order to ensure the end result is a stable, longterm reform that can respond to the changing environment and
withstand the test of time.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, Mr. Weinberger.
[The prepared statement of Mr. Weinberger appears in the appendix.]
The CHAIRMAN. Ms. Olson?
STATEMENT OF HON. PAMELA F. OLSON, FORMER ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY, 2002–2004,
WASHINGTON, DC

Ms. OLSON. Thank you, Chairman Baucus and members of the
committee. I applaud your decision to commence a review of the
tax system to consider serious reform of the country’s tax system,
because I think it is necessary.
Your efforts are timely, particularly in light of our country’s
pressing fiscal concerns and the changing global landscape. But you
face a difficult challenge, and I will say some things that are easy
for me to say because I am not running for election.
While the sources of our current tax system’s shortcomings have
been identified and can be addressed in any overhaul, doing so will
require a greater measure of political courage and willingness to
challenge the conventional wisdom than was evident in 1986.
The change that is required will require education and a willingness to look beyond the next election. Fortunately, this committee
possesses leaders who have shown that it is possible to work on a
bipartisan basis and to propose meaningful reform of the tax system.
In reforming the tax system, it is essential that Congress enact
reform that rids the tax system of unnecessary complexity, reflects
economic realities, not political rhetoric, lays a foundation for economic growth and job creation by fostering our Nation’s global competitiveness, and allows us to pay our bills, not saddle our children
and grandchildren with crippling levels of debt. We must be cognizant of the changes shaping other country’s tax systems, because
capital is mobile and those changes are affecting investment decisions and capital flows into, and out of, the United States.
Enactment of the 1986 Tax Reform Act represented a remarkable
legislative achievement and addressed a number of serious flaws in
the tax system. I share my colleagues’ views that it had its own
flaws, flaws that have grown more problematic over time for the
economy, our national competitiveness, and tax administration.

VerDate Nov 24 2008

17:02 Jun 12, 2012

Jkt 000000

PO 00000

Frm 00013

Fmt 6633

Sfmt 6633

R:\DOCS\74427.000

TIMD

10
The ideal system would raise the revenues to fund the operations
of the government with the least adverse impact on the economy,
but our current system fails that challenge. The flaws in the 1986
Act should serve as a warning in your tax reform effort today.
First, complexity. The Tax Reform Act carried the complexity of
the tax law to new heights. There were many reasons for this, including the goal of revenue neutrality, one that, unlike my colleague, I would throw overboard, and political reluctance to address
directly individual tax expenditures.
On the individual side, the Tax Reform Act included a beefed up
Alternative Minimum Tax as a substitute for repealing or limiting
a number of individual tax preferences. Though intended when
originally enacted to ensure that wealthy individuals paid at least
some amount of income tax, AMT’s design never carried out that
purpose. If reform is to succeed, individual tax expenditures must
be tackled.
The exclusion for employer-provided health care should be on the
top of the list. There is little to suggest that health care reform
would bend the cost curve down, because the ultimate consumers
of health care remain oblivious of its cost. Eliminating the health
care exclusion would be a step towards disciplinizing health care
costs. It would also eliminate a provision that is regressive and unfair.
Second, economics. Sound bites are not sound policy. The Tax Reform Act shifted the tax burden to corporations and perfected double taxation of corporate income, perhaps its most serious error.
With a tax on corporate income over 20-percent higher than the tax
on non-corporate income and a second tax on dividends and capital
gains from the sale of corporate stock at ordinary rates, the act set
off a furious effort on the part of every well-advised business to escape the corporate form of business via S election or converting to
partnership form.
Master limited partnerships became so popular that Congress
was compelled, just 1 year later, to enact a provision preventing
the adoption of partnership form by publicly traded partnerships to
protect the corporate tax base. The corporate double tax system encouraged the use of debt and discouraged the payment of dividends,
contributing significantly to the corporate instability and governance issues that plagued us, particularly in the 1990s.
The Tax Reform Act also targeted the international operations of
U.S.-headquartered companies. Many of the changes have no policy
rationale other than that they raised revenue from an unpopular
target—big businesses’ foreign operations—and a complete failure
to appreciate the important role of global engagement to the wellbeing of the U.S. economy.
Regardless of the merits of the policies that have been added to
the code over the course of the last 25 years—policies that have put
the IRS in charge of dispensing all manner of benefits—it is unreasonable to believe that the system can continue to operate on this
basis. As a consequence, I strongly urge that the committee move
in the direction of cleaning the tax code.
A couple of final points. It is important that you consider the
budget holistically. Spending and taxes are inextricably linked and
must be viewed together. It is critically important that you get the
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economics right. Sound tax policy is based on sound economic policy, and sound economic policy dictates that rules should be neutral
to avoid skewing business and investment decisions. Finally, it is
important that you respond to global shifts that have taken place
over time and have already been discussed by some of my colleagues at the table.
Thank you.
The CHAIRMAN. Thanks, Ms. Olson.
[The prepared statement of Ms. Olson appears in the appendix.]
The CHAIRMAN. Mr. Solomon?
STATEMENT OF HON. ERIC SOLOMON, FORMER ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY, 2006–2009,
WASHINGTON, DC

Mr. SOLOMON. Mr. Chairman, Senator Hatch, and distinguished
members of the committee, thank you for the opportunity to testify
on how changes since the Tax Reform Act of 1986 have affected the
tax code.
I agree with this committee that, in order to understand the options for reforming the system, it is important to start by understanding the changes in the past 25 years that have brought us to
what we are today. The primary purpose of a Federal tax system
is to collect the revenues needed to fund the programs of our government.
We would all agree that the goals of an optimal tax system would
include promoting economic growth, minimizing distortions, and
supporting U.S. competitiveness. An optimal tax system would also
be as simple as possible, fair, stable, and administrable for taxpayers and for the Internal Revenue Service. There is a growing
belief that our current tax system does not achieve these goals.
I would like to focus on the factors that have brought us to where
we are today. First, our Nation is constantly changing, and our
laws, including our tax laws, need to adapt.
Second, we are frequently adding to our tax laws, often on a temporary basis, and there is a periodic need to revisit the system and
its components.
Third, our Nation is confronting enormous fiscal challenges requiring us to examine both spending and revenues. We live in a
constantly changing world. Economic, social, and political developments, including accelerating advancements in technology, are
changing our Nation and its role in global affairs and the global
economy. As our world changes, we need to reevaluate our laws, including our tax laws, to ensure that they are responsive to, and appropriate for, current and anticipated conditions.
In December 2007, the Treasury Department issued a report,
‘‘Approaches to Improve the Competitiveness of the U.S. Business
Tax System for the 21st Century.’’ This report observes that
globalization, the interconnectedness of countries and economies
around the world, is increasing dramatically and profoundly affecting the U.S. economy. The United States needs to recognize and
adapt to its changing role.
Scores of tax bills have been enacted in the last 25 years. The
code grows by accretion. The code is a patchwork of provisions,
serving a wide variety of purposes. The additions to the code are
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designed with noteworthy non-tax objectives. In effect, however,
some of these additions are the equivalent of spending programs
administered through the code. As the code grows and the regulatory and administrative guidance interpreting and implementing
the code also grows, our enormously complex system becomes even
harder for taxpayers to understand and for the IRS to administer.
With the passage of time, various parts of the code should be revisited. Some policy decisions incorporated in the code should be reviewed, some tax incentives might not be effective, enacted provisions might overlap and potentially be duplicative, or a tax provision might not operate as originally envisioned. The various education incentives are an example of overlapping provisions. The individual Alternative Minimum Tax is an example of a provision
that needs to be patched, or else it will operate in a manner contrary to its original intent.
In part because of budgetary rules, dozens of individual and business provisions are enacted on a temporary basis. Many of them
are extended numerous times, some retroactively, which reduces
desired incentive effects. Temporary provisions create unwelcome
uncertainty, making it difficult for individuals and businesses to
plan with confidence. The looming expiration of the 2001 and 2003
tax relief at the end of 2010 also creates this kind of uncertainty,
which could occur again in 2012.
Everyone is aware of the fiscal challenges our Nation faces. To
address our fiscal situation, policymakers are debating about how
to manage discretionary and mandatory spending. At the same
time, policymakers are considering the amount of revenues needed
by our government and the features of the tax system itself. This
attention to both the spending and revenue sides of the ledger has
contributed to the increased focus on tax reform.
Finally, I would like to mention the tax gap, about which I have
testified before this committee. An objective of tax reform should be
to reduce the tax gap by increasing respect for the tax system, by
including systems that strike an appropriate balance that maximizes compliance and minimizes burden, and by reducing complexity that results in taxpayer confusion and opportunities for
avoidance.
Finally, in Greek mythology, the fifth labor of Hercules was to
clean the Aegean stables, which had not been cleaned in 30 years.
As Congress did in 1939, 1954, and 1986, once again we are considering cleaning up our code. Thank you for the opportunity to testify
before the committee today.
The CHAIRMAN. Thank you, Mr. Solomon.
[The prepared statement of Mr. Solomon appears in the appendix.]
The CHAIRMAN. Who cleaned up the stables?
Mr. SOLOMON. Hercules.
The CHAIRMAN. Oh, Hercules did. We will have to look into that
more. [Laughter.]
I would just generally like to begin by asking your thoughts
about how we proceed and what you think the process should be.
I intend to hold weekly hearings on tax reform. Clearly, they are
more effective the more we have an organized agenda process on
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how to proceed. I would be interested in your thoughts about that.
I might just go down and ask each of the five of you.
The second question, obviously, is which of these so-called tax expenditures are more appropriate than others? More to the point,
how do we determine, how do we measure the effectiveness, the appropriateness of the major provisions?
The third, we do not have time for, at least for me. You struck
a real chord there, Mr. Solomon. You essentially mentioned that so
many provisions are temporary. I have often said, I did not come
here to be a maintenance Senator. I did not come here to be an extenders Senator. We spend way too much of our time on those extenders, reinventing the wheel over and over again.
Clearly, we know a principal reason is because of the budgetary
constraints, which you mentioned. But just to describe it is not to
answer it. It has to be solved. It is just no way to run a railroad.
It may even get into a fourth area, which I will not ask about, and
that is making a very fundamental change to our tax system,
maybe other ways of collecting revenue which are potentially more
stable than the ways we now utilize.
I will start out with the first. I would just be interested in any
thoughts any of you might have as to how we proceed here. The
goal here is to be, clearly, effective and not waste our time. Back
in health care reform, this committee held at least 10 hearings, 12
hearings on health care reform in 2008 just to educate the committee, to educate the Senate, to educate us as to what our health
system is and what it is not, how it works, how it does not work.
No ideological bent at all.
Then we put together an options paper at the end of 2008, November of 2008, into 2009, and then we had many, many hearings
and roundtables and so forth just to study the options. As it turned
out, that legislation was not bipartisan. It was my hope at the time
that it would be bipartisan. I spent innumerable days, hours,
months with the members of this committee, both sides of the aisle,
to come up with a comprehensive solution. So with all my talking,
my time is all gone. I might start with anybody who might want
to raise his or her hand and give us some thoughts on how we proceed here, how we make this thing work.
Mr. Talisman? Anybody?
Mr. TALISMAN. I believe the process you have laid out is actually
a very appropriate process. As I said in my testimony, I think if
in fact the tax reform is established on a revenue-neutral basis,
then you are going to create winners and losers, and it is important
for the public and for the members to be educated about where
they are creating those pressures. I think it is also important that
you educate the public as to the perceived benefits of tax reform
over time.
If you look back to 1986 as a model, and I am not suggesting it
is a perfect model, as some people have pointed out, but it was a
model of broadening the base and lowering the rates. That process
really took about 3 years. The Reagan Treasury put forward Treasury I in 1984, and then it took 2 more years for that process to congeal and for tax reform to move forward. It is a very difficult process, as I think we have all said. I think you are going at it at a
constant but moderate pace, and that is perfectly appropriate.
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The CHAIRMAN. Mr. Weinberger?
Mr. WEINBERGER. Thank you, Mr. Chairman. I would agree that
it is a good idea to have weekly, sustained focus on tax policy. Tax
policy, as we outlined in our testimony, has in large part been driven by other policies, and tax has been used as an instrument to
execute those policies, whether it be housing or whether it be responding to various crises. To have a sustained effort, looking at
just tax policy and the role it plays in our competitiveness, as Mr.
Goldberg said, I think is incredibly important. So I think that sustained effort is important.
As far as a process that will work, I think that in the end it is
going to take presidential leadership. We saw that in 1986. President Reagan, at the time, made it his number-one domestic policy
initiative, and it still took over 2 years and failed 3 times before
it was ultimately enacted into law. So it is a major commitment
and has to be a high priority of those who are carrying it forward,
I think, if we are going to get there.
I also think, however, the hearings are not the best place to
make all the analyses and final decisions around how to proceed.
Back in 1986, back actually in the 1960s when we did major reforms, a lot of discussion was done outside of the public cameras
and hearings and people could feel free to fully exchange ideas
without worrying about political ramifications, which is a very real,
practical reality. That type of discussion, I think, is necessary. I
know it is going on. I know that this committee does it. I know
there are many Senators who are working together to try to come
up with a sustained path. I think that is an important part of the
process as well.
The last point I would make is, I do think it is important to consider spending and taxes together because we do entwine social
policy so closely throughout them. But they are different purposes.
When we look at spending policy, it is the appropriate amount of
money we want to spend. When we look at tax policy, it is about,
what is the best tax policy? Revenue neutrality, which is one of the
things that has been proposed, is a very severe restraint that
caused a lot of situations in the past to result in not great tax policy.
Over the long term, we need a sustainable source of revenue, obviously, but in the very short term, over a particular year or window, like the budget rules require, to require both at the same time
is very difficult. It is kind of like eating your spinach and having
dessert at the same time. It is not very desirous. It does not come
up with a great result. You need to do both, but not necessarily
over the very same time period.
The CHAIRMAN. All right. My time is up. What you are saying is
a little bit different from what Mr. Goldberg said at the outset, and
I think it is a good idea to——
Mr. GOLDBERG. Senator, I think all of us think inside the boxes
where we live. I think one of the difficulties with the Tax Reform
Act of 1986 was, it was driven far too much by those of us who
practiced the craft as it exists today. My judgment is that, if tax
reform is driven by the tax experts, it is going to end up back in
the same ditch all over again. I think the challenge is to have those
who have a—that is our job; there is nothing wrong with that.
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But I think if tax reform is to succeed, the ownership of tax reform, certainly on the enterprise context, has to occur at the CEO
level, it has to occur at the board level, because otherwise we are
just going to replicate what we have done, because this is what we
know how to do. I believe it needs to start over. It is important to
ask fundamental questions. So I would encourage you, as part of
the process, to obtain input from those who view themselves as
stewards of more than just the tax law—they view themselves as
stewards of the enterprise.
The CHAIRMAN. Yes. Excellent point. My time is way over.
Senator Hatch?
Senator HATCH. Well, I think you have the right to go over.
[Laughter.]
Those are interesting questions.
Well, as ranking member of this committee, Senator Grassley referred to an op-ed in the August 14, 2008 edition of the Wall Street
Journal. Now, that op-ed was written by then-Senator Obama’s
senior economic advisors, Drs. Furman and Goolsby. They indicated that an Obama administration would seek to keep the revenue base at or close to historic averages of GDP. At that point
CBO reported that, over the past 40 years, taxes as a percent of
GDP averaged 18.3 percent.
The President’s fiscal year 2012 budget stays very close to that
average in the first 5 years, but trends about 1⁄2 point above that
average in the last 5 years, though it peaks at almost 21 percent
in the last year. If we look at revenues as a percentage of GDP
since the 1986 tax reform was enacted, we find that, for fiscal years
1987 through 2010, Federal receipts averaged, I think, 17.97 percent of GDP. So for the last 24 years, according to an examination
of CBO data, the tax reform enacted in 1986 kept Federal revenues
right around the historical average of 18 percent of GDP.
Is the only path to fiscal discipline to maintain record levels of
Federal taxation as a percentage of the economy, going up to 21
percent of GDP or higher? Are there negative consequences to future economic growth if we return to record levels of Federal taxation? I think that would be the question I would ask. Any of you
who would care to answer that, I would appreciate it.
Mr. GOLDBERG. Mr. Chairman, I think we all know the answer,
and we are all afraid to answer it. [Laughter.]
Senator HATCH. That is why I asked the question. They are all
pointing to you.
Ms. OLSON. Yes. Right. Senator Hatch, you ask a very important
question. Obviously the more that we take out of the economy
through taxes, the greater the depressing effect on economic
growth. That said, we are in a hole, a fiscal hole. The first rule of
holes is to stop digging. So, if we think about stopping digging, I
think, to my mind at least, it is inevitable that we are going to
have to look to raise some more revenue to start bringing the budget deficit back to a tolerable level.
Now, we obviously have to work on the spending side as well. We
have let spending run wild for the last several years, and we have,
in the longer term, entitlements staring us in the face. That is a
far more serious problem. So we have to look at the spending side,
and I think the two go hand-in-hand. We have to raise the revenue
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that we have decided we want to spend. We have to cut the spending to fit the taxes we are willing to raise.
Senator HATCH. Does that mean you have to raise the marginal
rates in order to pay for this?
Ms. OLSON. One of the things that I suggested to do in my written statement is look at some alternative tax basis. I do not think
that raising rates is a good thing to do. I think we should look at
base broadening, and that means taking a harder look at individual tax expenditures than we have done in the past. It means
making sure that we have the policy right, because, any time you
raise tax rates too high and narrow the rates too much, we end up
with a system that is not the best system for fostering economic
growth.
Senator HATCH. Yes, sir, Mr. Goldberg?
Mr. GOLDBERG. Senator Hatch, I believe additional revenue is
both inevitable and appropriate. I think the challenging question is
how to do it in a way that is least destructive and least intrusive
as possible. All taxes are bad, but you have to do it. I think that
Pam’s notion about looking at the alternative tax base source of
revenue is entirely appropriate. Marginal rates are a bad thing. I
think that every effort should be made to reduce marginal rates as
much as they can be reduced.
My personal view is that that inevitably leads to the notion of
some other source of revenue, and whether you call it a valueadded tax or a subtraction method VAT, whatever you want to call
it, you can call it. But I believe that is where the movie has to end,
and I think that movie has to end in the contexts of low marginal
rates. I think some form of progressivity is important.
Prior to President Roosevelt, Americans paid taxes—all Americans paid taxes—but they paid sales taxes, consumption taxes, on
the whiskey. What President Roosevelt did is, he moved the income
tax from a class tax to a mass tax. That was part of his strategy
on Social Security; it was a response to World War II. I personally
believe the right answer is back to the future of a low marginal
rate income tax at the high end and let everybody else pay the tax
based on what they buy and what they spend. But I do not think
we can avoid that, otherwise we are going to be where we are.
Senator HATCH. My time is up, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
Senator Bingaman, you are next.
Senator BINGAMAN. Thank you, Mr. Chairman.
I know all the discussion here is about how we reform the entire
tax code, and I think that is a great goal. But my observation of
this place is that we often define these issues so broadly, we cannot
get anything done around here. Looking just at the corporate tax,
everybody complains that the corporate tax is too high in this country. At the same time, OMB says that, between 2000 and 2009,
10.7 percent of Federal revenues came from the corporate tax.
That is down from 29.8 percent that came from corporate taxes
back in the 1950s. Does it make sense for this committee or this
Congress to pick a piece of this problem and work on it first rather
than just focusing on the whole enchilada? I mean, what about
looking at the corporate tax and trying to make appropriate
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changes to that and then move on to the individual tax, or vice
versa, do it the other direction. Do any of you have thoughts?
Mr. SOLOMON. I agree that our corporate tax needs to be reexamined, that the rates are high compared to other countries. Other
countries are dropping their rates. The only observation I will
make that makes it difficult to focus just on the corporate tax is
the percentage of American business that is not done in corporate
form. More and more in the United States, in large measure because of the double tax caused by our corporate tax system, many
American businesses are done through pass-throughs, partnerships, LLCs, or S corporations, or done as sole proprietorships.
So, if you just examine corporate taxation by itself, you are leaving out a large portion of American business. So, when you are examining business taxation, I would think that it would be difficult
just to focus on corporate taxation without looking at other ones
that just——
Senator BINGAMAN. Yes. Maybe the focus should be on business
taxation rather than on corporate taxation. But does it make sense
to pursue a piece of this thing or does it make more sense to be
pursuing the whole shooting match?
Ms. OLSON. Senator Bingaman, I would suggest that it does
make sense for you to look at it on a piecemeal basis to the extent
that you cannot do the whole thing. I think you need to do the
whole thing, but I think the process of doing the whole thing may
take a long period of time. I am concerned that on the corporate
side in particular, our system is so out of line with other countries’
systems, and change is happening so rapidly. If you look at the
make-up of the Fortune 500 in 1999 and the Fortune 500 today,
it is a significant difference in just a 12-year period of time.
So things are moving very rapidly on a global basis, and those
changes mean that we should not take a long time to correct some
of the problems with our corporate system. That includes, as Mr.
Solomon indicated, the high rate of tax that we impose on corporate income, as well as our worldwide system and the discrepancy that that poses for U.S.-based companies doing business on a
global basis.
Senator BINGAMAN. I think also one of the points you make is
that we have a very great bias in our tax code right now in favor
of debt rather than equity as a way to raise capital. Could that be
addressed as part of a rewrite of business taxes? What are you recommending we do to fix that problem?
Ms. OLSON. If you eliminate the difference between debt and equity at the corporate level by eliminating the double tax on corporate income, you will go a long ways towards eliminating the current bias for indebtedness. At that point people will be making decisions on the basis of whether or not indebtedness is the best way
for them to raise the capital to run their business or whether they
ought to go the equity route. So I would go in the direction of looking to eliminate the disparity between debt and equity in the corporate sector.
Senator BINGAMAN. Do any of the rest of you have thoughts
about whether that is an important change to make? Does that affect our ability to compete, our ability to raise capital, our ability
to avoid excessive debt?
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Mr. WEINBERGER. I would say I would agree, Senator, with Ms.
Olson, that other countries have a more integrated tax system between the individual corporate side and the dividend to lower capital gains rates, and dividends rates that were enacted and extended do have a positive effect on that. Looking forward, trying
to reduce the double taxation will have a very positive effect on
capital formation, I believe, and will add to neutrality.
Senator BINGAMAN. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
Senator Grassley?
Senator GRASSLEY. I want to continue in a little different vein,
but with a subject that Senator Bingaman brought up. A common
theme of tax reform discussion is, broaden the base and reduce the
rates. In that context, I am interested in learning about whether
existing tax provisions provide incentives in the corporate tax, provide incentives rather than rewards, and whether some should be
eliminated or modified if—and the emphasis on ‘‘if ’’—rates are in
fact reduced.
Two provisions that come to mind—and I only take these because
R&D is the biggest one, and then there is one that is related to agriculture to some extent, indirectly—would be the R&D credit and
the biodiesel credit. Since it is generally acknowledged that job
growth is driven by small business, it makes sense to provide incentives to them to conduct R&D and grow their businesses. We
know that the biodiesel tax credit created an incentive because,
when it expired for all of last year, thousands of people were put
out of jobs.
According to the Government Accountability Office report, the
R&D credit is used mostly by large corporations. I would like your
thoughts on whether the credit serves as a reward for these corporations. In other words, and this is the question: do you think
that these corporations would cease or substantially reduce R&D
activities if the credits were reduced or eliminated for them in conjunction with a lower marginal tax rate?
Mr. WEINBERGER. I will start, I guess, just with the R&D credit
that you raise. There are important questions that you need to look
at when you look at the entire code. I would acknowledge that,
with the lower marginal rates that exist in all OECD countries and
other countries around the world, they also have incentives for research and development as one example, because the return to society is greater than the benefit of the investment by the individual
companies that invest.
So that has been the traditional reason for that type of incentive.
When you talk about the energy incentives, what happens is, there
are still very good reasons to jump-start different types of investments, but then once investments are started, when is the right
time to stop incentivizing, and that beneficial return to society is
diminished? That is why I think every single tax expenditure needs
to be considered.
Mr. SOLOMON. I would just add, expiring provisions cause uncertainty. For example, the research credit is an example of the situation where it expired and it affects motivation. If it is supposed to
have an incentive effect, retroactively continuing it certainly diminishes the incentive effect.
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Senator GRASSLEY. I think you have told me—at least the two of
you have told me—that even if you reduce the marginal tax rates,
some of these credits would have to be kept, and specifically the
R&D would have to be kept, right?
Mr. WEINBERGER. I think it is too early to say what definitely
should or should not be in. I just think what we try to do in our
testimony, Senator, is to really look around the world and make
sure that, in this increasingly global economy, that we look at what
other countries are doing. We cannot any longer just look where we
are here. I think that should influence the discussion here, but it
should not drive an ultimate conclusion of it.
Senator GRASSLEY. Let me go on to something a little bit different. Separately, the charitable sector is an area that is often neglected in the discussion of tax reform. I am talking about organizations, not the charitable deduction itself. It has been over 40
years since Congress has tackled major reform of the tax provisions
governing charities. Since then, the sector has seen tremendous
growth, particularly in fee-for-service charities. These include hospitals and universities, but now also we have software companies
and consulting firms. I understand that the tax exemption granted
to these entities is not currently considered a tax expenditure, so
we do not know the revenue loss resulting from Federal tax exemption for these entities. So I would like your thoughts on whether
we should try to get a handle on that figure and whether it makes
sense to consider the impact of tax exemption on the revenue base
when considering tax reform. Let me be clear, once again, I am not
referring to those charities that are on the ground, feeding the hungry, sheltering the homeless. I am talking about those charities
where there may be no discernible difference between commercial,
for-profit entities. I mentioned a fee-for-service software company,
fee-for-service consulting companies. I would appreciate hearing
any of you who could answer that question.
Mr. TALISMAN. Senator Grassley, as I said in my testimony, I actually think the definition of tax expenditure in driving the tax policy and reform is a little bit of a problem. I think you should examine all these issues, but not necessarily because they are called a
tax expenditure. So what we should be doing as we go through the
hearings on tax reform and debating tax reform is looking to make
sure our system is operating as intended.
If we think that we are getting benefits from providing taxexempt status to these charities because they are providing social
benefits, then that is something that should be all right, and
whether it is labeled a tax expenditure or not ultimately should not
matter. Now, I would expect, if you asked for a revenue estimate,
you could get one on taking away the tax-exempt status, even if it
was not labeled a tax expenditure.
One last point on tax expenditures. The numbers that are associated with tax expenditures in the budget and in the Joint Committee’s estimates are not necessarily reflective of how much money
you would actually raise if you were to eliminate that tax expenditure, because of interactive effects, and also transition rules, et
cetera.
Senator GRASSLEY. I think you missed the point, though. I was
asking the difference between those that are nonprofit that tend to
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be commercial enterprises as opposed to charities that are recognized as charities. We do have fee-for-service software companies,
we have fee-for-service consulting companies. Then I will stop, Mr.
Chairman.
Mr. GOLDBERG. Senator, we do have a structure in the current
law, the unrelated business income tax provisions, that are intended to get at that kind of question. I do have the pleasure of
serving on a number of charitable boards, and every one of them
loses their shirt every year. But for charitable contributions, they
would all be completely out of business.
So, if that is an area of interest, I think that a more focused attention on the Unrelated Business Income Tax provisions might be
a way to think about it. I mean, if I am a software company making a zillion dollars competing with for-profits, that would raise serious questions. If I am a software company that is doing software
work with some fee-for-service to facilitate the public good, and I
am doing it basically at a loss, I think that is a very different circumstance.
The CHAIRMAN. Thank you, Senator.
Senator Wyden, you are next.
Senator WYDEN. Thank you, Mr. Chairman.
This is a panel with great expertise and lots of history on this
issue. You have given us a lot of suggestions. But the two words
that I think are most important to the American people have not
been mentioned this morning, and those two words are job creation. I am seeing everything right now through the prism of job
creation.
When you look at the 1986 Act, in the 2 years after the Act was
passed, according to the Bureau of Labor Statistics, we created 6.3
million new non-farm jobs. That was twice as many—twice as
many—as we created through the whole period of 2001 to 2008. So
we very much need your expertise on these issues, but I hope that
in our future discussions we can really zero in on this question of
job creation, because that is what is most important, in my view,
in the minds of the public.
Now, I will start with you, Mr. Goldberg. You seem to come out
strongly for a value-added tax. It is in your prepared testimony,
and you have mentioned it to the chairman. Now, last spring, 85
U.S. Senators, in an overwhelming vote here, came out against the
value-added tax. They saw it as a tax increase, they saw it as regressive. I think you are familiar with the kinds of complaints.
If you would, tell me, given that kind of showing of opposition,
how the approach that you are talking about would somehow pick
up the kind of bipartisan support we are going to want to have for
tax reform.
Mr. GOLDBERG. Unlike my colleagues on the panel, Mr. Wyden,
I spend no time up here in my day job, so I am free to just say
what I think. But I believe the other way to talk about a valueadded tax or a consumption tax, however you want to frame it, is
everybody thinks of it as a new tax. I prefer to think about it as,
what can you buy for the revenue? I believe what you can buy for
the revenue from that kind of levy is overwhelmingly appealing to
the business community and overwhelmingly appealing to individuals. So it is how you talk about it.
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I believe that it is that levy, for example, as Professor Graetz has
pointed out, that could take 100 million Americans off the tax rolls.
I believe that kind of levy, in my judgment, is the only realistic
way to reduce corporate rates and reform the corporate system to
meet the kinds of objectives my colleagues are talking about.
So as long as the rhetoric is about the consumption taxes, it is
just another levy and we are going to soak everybody, it is not
going to work. I believe if you raise X dollars from the value-added
tax and you spend that X dollars to appeal to all of the different
constituencies, that is the only way to sell it. I think that happens
to be the truth.
Senator WYDEN. Any proposals are certainly worth looking at.
But put me down—given the fact that the people in my State, the
people in a number of States, have come out against this again and
again, we are going to need bipartisan support here in the Senate.
When you have 85 Senators coming out against something, that is
a pretty strong message.
My question for you, Mr. Solomon and Mr. Weinberger: you all
make an important point that you are concerned that repealing tax
breaks has, in the past, gone for spending programs. That is the
concern I have as well. If people see that you are going out and repealing taxes to pay for spending, that will once again be seen as
an opportunity to increase spending. My sense is that, if you are
going to end substantial tax breaks, you ought to use the funds
from that to enact comprehensive tax reform—again, the kind of
tax reform that would help us create jobs.
For the two of you, because you seem to have shared the same
concern I have about repealing tax breaks to promote spending, let
us just get on the record, and I think you all suggest this, that you
agree that revenue from ending substantial tax expenditures ought
to be used for tax reform rather than for spending. Is that correct?
Mr. SOLOMON. Well, one of the essential questions at the very beginning, and you touched on it in your conversation with Fred, is
both the spending side and the tax side. I just want to make a comment about what Fred said. I think it relates also to what you are
asking now. In my personal view, you have to consider both sides,
and so you should consider raising new taxes only in conjunction
with controlling spending. I think that also goes to the point that
you are raising here. Certainly if you are going to eliminate tax expenditures, the question is what it should be used for. I think it
should be used to, overall, try to balance the budget.
Senator WYDEN. Anything?
Mr. WEINBERGER. Yes. I would just add similarly to the point I
made before, Senator, which is that I do think tax reform is about
our decision of how to have the most efficient tax system and what
this committee is thinking about. As Senator Hatch pointed out,
our taxation has remained relatively constant over time, about 18.3
percent of GDP, at the Federal level. What is happening is that
spending has continued to rise due to commitments, so I do think
it is important to look at the tax code and try and make it more
fair and efficient, not just to pull out provisions to add more spending.
Senator WYDEN. Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
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Senator Enzi?
Senator ENZI. Mr. Chairman, I want to thank you for putting together this panel. It has been very educational. I appreciate all the
effort that they put into their testimony, and I have looked at your
full testimony as well. I have learned a lot, but I have a lot of questions, many of which kind of fall into the technical area. I am the
accountant on this panel, and I will be submitting some questions
in writing so that I will not bore everybody, but I do have a couple
of questions.
[The questions appear in the appendix.]
Senator ENZI. Mr. Solomon, in your comments you were talking
about some education incentives that create problems. Could you
give me a little bit more information on that?
Mr. SOLOMON. Not necessarily that they create problems. The
education incentives in the code are very valuable, and clearly Congress has considered them for good purposes. They do good purposes. My point was, there are 12 different incentives in the code
for education. The question is whether they should be consolidated
and be considered so they all act together, so the taxpayers, when
they try to figure out what incentives apply to them, can understand what the rules are.
Senator ENZI. Thank you.
Mr. Talisman, you mentioned the warning on tax expenditures,
and you pointed out the research credit. You had a little discussion
on that. Do you think that it would be possible, if we phased in the
elimination of the tax expenditures, that it would be more acceptable, be possible? I know it would have less impact.
Mr. TALISMAN. Well, again, I hesitate to answer your question
completely, Senator Enzi. I think you have to look at what each tax
expenditure is doing. As I said, I think the label is sometimes a
misnomer. For example, Pam and I might disagree about whether
lower capital gains rates is a tax expenditure, but it is in the tax
expenditure budget. Stepped-up basis at death is a tax expenditure.
I think you have to look at the purpose for the tax expenditure,
see whether it is serving that purpose, and then decide what to do
about it. I am all in favor of broadening the base, but I think we
have to do it methodically. I think we have to look at what these
are doing, why they were put in the code in the first place, are they
serving their purpose, what is the political—let us be realistic. We
want to get broad-based tax reform done. How do we get it done
in the most efficient way to make sure that we can do it both politically and practically to put forward the best system?
Senator ENZI. I noticed in the President’s budget that he was
going to phase out a number of the tax expenditures for the oil and
gas industry. In the Deficit Commission, they suggested that those
tax expenditures should go toward lowering all of the corporate tax
rates.
I have had some of the companies mention that, if that were
phased in, it might be possible to do it. It would cause a lot of upfront cash at the beginning and put a lot of them out of business,
particularly small ones. So I appreciate the comments that virtually all of you made about needing to look at business taxes
versus just corporate taxes as we make the changes.
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Mr. Goldberg, you made a comment about thinking big. You had
a whole paragraph in your testimony on it, but I know that you
have more ideas than just that. Could you expand on that a little
bit more for me, please?
Mr. GOLDBERG. Yes, sir. I do believe that we are talking, inside
the concept of tax expenditures, let us phase out tax expenditures.
Senator Wyden made the comment about the outgrowth, the employment growth. There were an awful lot of real estate companies
that went completely bankrupt in 1986 because of the absence of
the transition rules that you are alluding to. I believe the time has
come to rethink the way we raise revenue.
I appreciate the Senator’s point about the difficulty. Eighty-five
votes is daunting, to say the least. But I certainly agree with you,
it needs to be bipartisan. But I just do not think we have come to
terms with what our tax system today is doing to our country and
to our citizens. A couple of folks have talked about the exclusion
for employer-provided health care. The conventional wisdom—and
I believe the truth is that that exclusion is a major driver of outof-control health care costs. No one on the panel has touched the
notion of housing, and yet, if you listen to folks who actually understand the economics of all of this, there are those who believe that
the subsidies for leveraged home-ownership have driven this country in the direction of over-investment in housing. If you change
that cold-turkey, we are all toast.
But I think those are very important questions to think about.
I believe, at the end of the day, it is really very simple. We will
either choose to go to another revenue source, as painful, controversial as that other revenue source is, or I believe we will recreate
in some form what we have today. I think that is a big mistake.
Senator ENZI. Ms. Olson, I want to thank you for your comments
about the complexity, the AMT, the health care inclusion, the double taxation of corporations, and some other spending things that
you mentioned. I will have some more questions on that.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Enzi, very much.
Senator Carper? Oh, he is not here. Senator Cardin, you are
next.
Senator CARDIN. Thank you. Thank you very much, Mr. Chairman.
Mr. Goldberg, in your exchange with Senator Wyden, I think you
missed a very good response for Senator Wyden. That is, if we had
more consumption taxes and less corporate income taxes, they
would be border-adjusted, therefore putting American companies in
a stronger position in competition, creating more jobs here in
America. I am not trying to make your arguments for you, but it
seems to me jobs is what Senator Wyden was talking about, and
I agree. I do think that it would make us more competitive and
would create more jobs.
But let me tell you my concern and one that I am going to use
to judge all the proposals that come in, and that is the progressivity. I do not want to see our code less progressive than it is
today. I would like to see it more progressive. It is a challenge
when you use consumption taxes to make it progressive, but it can
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be done. There are things you can do for low income, and you can
combine it with issues concerning higher income.
So, for those who favor trying to really change the structure of
our tax code, I hope you will work on provisions that will satisfy
concerns that I think many of us will have, that at the end of the
day our tax code is as progressive or more progressive than the current way we raise revenue.
With that in mind, let me ask one specific question, and then I
am more than happy to have a response on that. That is, under our
existing tax code the Alternative Minimum Tax appears to create
an unsolvable problem. But, if we wanted to eliminate the Alternative Minimum Tax, do it in a way that would be revenue-neutral
and maintain the progressiveness of our tax code, is there a way
to do it? Whoever wants to jump in. Ms. Olson?
Ms. OLSON. Yes. One of the things I spent quite a bit of time
looking at while I was at the Treasury Department was how to get
rid of the AMT, do it without busting the budget, and maintain
progressivity. And it can be done, because the features of the AMT
that particularly drive it are things like State and local tax deductions.
You can do things like put in a floor on State and local deductions and a ceiling that would maintain the low rate of tax at the
bottom, but increase it at the top. So there are things that can be
done. They would be politically unpopular, but there are things
that can be done so that you can get rid of the AMT and maintain
a progressive system, or make it even more progressive if you
wanted.
Senator CARDIN. Why don’t we go down the row? Certainly.
Mr. WEINBERGER. Thank you. I would want to help out my
friend, Mr. Goldberg, on the end down there in response to his
question.
Senator CARDIN. He needs some help.
Mr. GOLDBERG. Senator, that is why you are where you are and
I am where I am. [Laughter.]
Mr. WEINBERGER. Any economist, I think, will tell you that the
most efficient tax system is a consumption system because it does
not distort capital and labor taxes, does not increase tax on capital
labor. Almost every European country, and virtually every industrialized country in the world, collects a significant amount of tax
through that system. So there is something we are missing, or they
were able to somehow get it through their systems and we cannot.
The reason is—and this goes to Senator Wyden’s point, and
yours—I think that it is viewed as much more progressive. The distribution of our tax system and how corporate taxes are borne is
really an important question. In other words, if you raise the corporate tax, it is not immediately understandable, that does flow
through to an individual. Corporations do not eat sandwiches, they
do not go on vacations. It will be borne in either higher prices, reduced ability to pay money for labor, or lower returns on capital.
In 1986 when the tax reform passed, it was celebrated as a tax
cut across the board. There actually was a significant tax increase
on business in 1986, but they did not distribute the corporate income tax to individuals at that time. There is an increasing body
of knowledge working to do that. I think when you get into recogni-
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tion that that level of tax is also borne by individuals, it becomes
an easier discussion and more politically acceptable, but it is really
hard to explain that to the American people when you are talking
about a value-added tax they would pay on something they would
buy in a store versus the higher prices they would pay because corporate income taxes are there.
Senator CARDIN. I am sorry you did not make that argument to
the Supreme Court on Citizens United about corporations.
Mr. WEINBERGER. I am not going there.
Mr. GOLDBERG. Senator, I think the answer to both of your questions, as Pam said, is yes. We all sit here and talk about how hard
all of this is to do. My personal judgment is, it really is not that
hard to come up with the right ways to do it. You can argue about
this, you can argue about that. I share your view that the system
needs to be at least as progressive as it is, and my personal view
is, more progressive at the end of the day. Having been appointed
by President Reagan and President Bush, I can still say that. I believe that is right.
But I think the difficulty of Senator Wyden’s point, and what
every other panelist has said, is education of the American people.
You can come up with lots of system that will get you where you
want to go, and my guess is, this committee would agree. But how
are you going to sell it to the American people? I think that is the
big challenge.
Senator CARDIN. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
Senator Snowe?
Senator SNOWE. Thank you, Mr. Chairman.
Returning to the question that was raised initially by Senator
Bingaman about the corporate-only approach, Secretary Geithner
testified before this committee on February 16 and indicated that
corporate tax reform can be undertaken without addressing individual tax rates. Obviously that does represent, I think, tremendous consequences, in particular to small businesses as they were
forced to form C corporations, which means a tax on essentially 27
million small businesses in America. He also indicated it would
generate up to $3 trillion in additional revenue as a result of that
prerequisite on businesses that form as S corporations as opposed
to C corporations.
That has tremendous implications at a time when we are trying
to generate jobs, and obviously on small businesses. I mean, obviously, ignoring the individual tax rate, they will accelerate the high
rate of 35 percent for individual rates post-2012, when the lower
tax rates will expire.
So, Mr. Goldberg, what is your view on this question, particularly
as it impacts 27 million, potentially, small businesses if they were
forced to switch to C corporations and would have to pay a tax, and
double taxes as it occurs under the C corporation?
Mr. GOLDBERG. Senator Snowe, I hear at least three of my colleagues—I am not sure about the fourth—say the tax system for
years has worshipped at the altar of a double tax on corporate income. In my view, that is a false idol. That is a terrible mistake
from a tax policy standpoint, and we should do everything conceivable to get rid of that double tax. I think getting rid of the double
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tax allows you to deal with these arbitrary distinctions on debt/
equity that are doing terrible damage to the system, and so that
is how I would think we ought to approach it.
Now, I should say that, if you have a single-level tax on corporations and you have a corporate tax rate of, say, 20 percent and an
individual rate of 35 percent, every one of us is going to be in a
corporation. So you need to be careful about the spread in rates.
I would just throw that out as a caution. Having said that, I would
get rid of the double tax and drop the rates.
Mr. SOLOMON. Yes. Putting more entities into double taxation is
probably going in the wrong direction. Having a double tax, as a
number of us have pointed out, creates distortions. A perfect system would move towards integration, having a single level of tax.
Senator SNOWE. Mr. Talisman?
Mr. TALISMAN. And I agree with the statement by Mr. Goldberg.
I think what you have to do here is be careful, though, because corporations should be paying one level of tax at least, and we need
to make sure that that one level of tax is being collected. So it is
a combination of both the corporate level tax and the capital gains
dividend taxes—you want to make sure you are getting that one
level of tax at least.
Also, I think what you have highlighted is that, ultimately, we
are going to have to go through our priorities, because I have heard
about four priorities already on the corporate side, and probably infinitely more on the individual side. We are not going to be able
to fix all the world’s problems, at least on a revenue-neutral basis,
which may give rise to some of the discussions we have had about
alternative taxes.
Senator SNOWE. Well, it is disconcerting at a time in which we
are struggling to create jobs. We only created 36,000 last month.
I mean, it is paltry. And 1.3 million during the course of the last
2 years. Yet, we have lost 7.3 million. Now to suggest to impose
a tremendous tax on the one segment of our economy that is creating the jobs, it seems to me moving in the wrong direction and
is in converse with the realities that exist on Main Street across
America.
So I do not know that this is the time. It is going to cause further
retrenchment among this sector of our economy if they think that
the administration is contemplating choosing that requirement,
particularly because it is part of the budget. It is predicated on
that to generate the multi-trillions of dollars that the Secretary recommended. It clearly suggests to me the wrong direction.
In terms of presidential leadership, how essential is it for tax reform overall? I was one of the few who was around for the 1986
tax reform—so-called tax reform—and I well recall what you are
describing about the prelude, the 3 years of preliminary effort before culminating in the 1986 tax reform effort. So realistically,
what is your prognosis for the ability of Congress to undertake tax
reform without concerted, aggressive presidential leadership?
Mr. TALISMAN. I think it is essential for presidential leadership
ultimately on tax reform, because I think, as we have said on this
panel, setting the goals for what tax reform is, having the bully
pulpit to educate the public as to what those benefits and goals are,
it is difficult, even among 100 Senators, to get consensus on that,
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so I think you have to have someone speaking with one voice as
to what the goals and purposes you are trying to accomplish are.
I do think bipartisanship is also essential because I think, for it to
be meaningful and for it to last, I think it needs to be done on a
bipartisan basis, at least ideally.
Mr. WEINBERGER. I would agree, Senator. As I said before, I
think presidential leadership is essential. I think committee focus
and attention, sustained like Chairman Baucus has laid out, is essential. As you recall from 1986, Chairman Rostenkowski at the
time, and President Reagan, worked hand in hand, and actually
the President came to the House floor to save the bill several times.
So the bipartisanship was a key element, and the trust that existed
in the common goal of a simpler, better tax system was what I
think really helped it to be sustainable.
Senator SNOWE. Thank you.
Mr. Goldberg, please.
Mr. GOLDBERG. Senator, I think having been in the administration from 1984 to 1986, I agree wholeheartedly. But the President
was able to say it in a sentence. It was not complicated, it was not
hard, and it was part of a broader message. So, yes, leadership is
important, but it has to be understandable in a sentence: cut the
rates, broaden the base, get the government off your backs. It is
a different rhetoric now, but it was unbelievable.
Senator SNOWE. Thank you.
The CHAIRMAN. I think it is clear—obviously clear, as some have
suggested—we are going to have to prioritize a little as we go down
the road. It is a long road. As I mentioned, in some cases, at least
if 1986 is the precedent, it was a couple, 3 years. A long road.
But let us take a crack here. If you could begin to prioritize,
what are the one or two most disruptive provisions or parts of our
tax system? You get up in the morning, you are shaving and thinking, you are driving to work, all that kind of thing. What is one
that really leaps out? What is another one that kind of leaps out,
like, holy mackerel, this is a problem! Something has to be done
about this! What are a couple of them?
Mr. TALISMAN. Well I think, on the individual side, clearly the
AMT is a problem. I think one of the problems you will have, as
I said in my testimony, is that, because we have been patching the
AMT, taxpayers do not know that they are going to be on the AMT.
So you have been hiding the fact from the political constituency
that is going to be benefitted that they will be benefitted.
Also, I think the temporary nature of multiple provisions is also
highly problematic. Some of that is caused by our budget rules, et
cetera, so we have to look at those to get meaningful, lasting, and
stable tax reform. I think we have to look at the way our tax rules
are written in conjunction with our budget rules.
I guess, thirdly, bringing down the corporate rate ultimately will
solve a lot of the other ills that we have talked about. So, while
there are other problems in the corporate system, certainly the one
that I think stands out is, if you can bring down the corporate rate,
it will diminish some of the other problems that the corporate code
faces.
The CHAIRMAN. All right. Who else? Who else wants to take a
stab? Pam?
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Ms. OLSON. Two things. One, I do think that the corporate system is something that you need to look at quickly, and perhaps
more quickly than being able to get to consensus on the others because of the change in the global economy and the rapidity of the
change, which puts America as a competitive place to do business
at risk.
The CHAIRMAN. What is the least competitive part of the American corporate code?
Ms. OLSON. The high corporate rate relative to the rate in other
countries.
The CHAIRMAN. You always point out, well, gee, that may be the
high statutory rate, but the effective rate is competitive.
Ms. OLSON. You say that like it is a good thing. It is not. That
is actually one side of the problem with the system. The other problem is the worldwide nature of it relative to the system in other
countries. The next thing I would put on the list on the individual
side is the exclusion for health care, and the reason I put it on the
list is because rising health care costs are what are driving a whole
lot of the problems on the entitlement side. We have to do something to bend the cost curve down, and I think tackling the individual exclusion for health care might well go a long ways towards
bending the cost curve down.
The CHAIRMAN. Who else?
Mr. WEINBERGER. I would just add, I agree with the corporate
issue in particular, because it is not just about large corporations.
Increasingly, they are intertwined with suppliers who are middlemarket and smaller companies here. If we cannot win the 95 percent of the market that is overseas, then we cannot bring jobs
back—to Senator Wyden’s question—to the United States. If we
cannot have a competitive business system here, then we cannot
have jobs in the United States.
So I think that is a critical issue, both the base of taxation there,
as well as the marginal rates. If you are an individual, of course,
you are looking at complexity, but recall that 45 percent of individuals do not pay any income tax. They have other stresses with regard to trying to just comply with the rules, whether they are negative credits, or negative income credits like child credits and the
like, or just complying with the AMT.
Mr. SOLOMON. I would say the individual AMT is the one that
is most outstanding, and all the provisions that add to complexity
and instability in our code.
The CHAIRMAN. Anybody else? Mr. Goldberg?
Mr. GOLDBERG. I would move from a hybrid system to a territorial system on the enterprise side. I would get rid of the double
tax on enterprise income. I would reduce rates. I agree with Pam
about the exclusion for health care, and I would add the subsidies
we provide for leveraged home-ownership.
The CHAIRMAN. All right.
Senator Menendez, you are next.
Senator MENENDEZ. Thank you, Mr. Chairman. And thank you
for the ambitious schedule you have here. I think it is a really important topic in trying to meet our shared goal of fundamental tax
reform.
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I have a couple of questions. Mr. Talisman, let me ask you, the
current system includes at least 18 different provisions intended to
help with cost and incentivize savings for higher education. Now,
I think we could make significant progress in simplifying the code
by uniting and consolidating the tax incentives into one universal
credit and making the credit more fully refundable.
It seems to me that taking those basic steps would eliminate the
complexities for middle-class families who have to fill out multiple
formulas to figure out which incentive is best for them and which
ones they may or may not be eligible for, and allow these families
to have certainty into how much tuition tax relief they will get to
put their kids through school.
Can you help the committee understand how we created a system that has 18 overlapping provisions meant to incentivize two
behaviors, and do you believe it would be beneficial to consolidate
and reform tuition tax incentives so that American families can
have simple and predictable tuition tax relief that they can use in
making their education spending decisions?
Mr. TALISMAN. Senator Menendez, I agree with you. I think this
is an area where simplification is fairly easy to accomplish. I think
we have incentives to borrow, incentives to save, and incentives to
spend. I think you can pretty much, if you look at those three, combine them and come up with one incentive, or two incentives at
least. I think you can also reconcile the way that educational expenses are calculated to make them easier to understand in a way
that provides greater certainty for taxpayers and allows them to
benefit from these incentives in the way that was intended.
Senator MENENDEZ. Well, I will look forward to working with the
chair on some of those, because I think this is a great opportunity
to really both help families and help us simplify the code, and do
it in a way that probably would be a lot more productive.
Ms. Olson, I heard your response to the chairman. I agree with
you that lowering corporate rates and having long-term predictability about those rates would help us in our competitive position
in the world, but do you believe that you can do that and also
maintain the corporate tax expenditures?
Ms. OLSON. Well, I think we need to take a hard look at all of
the things that are classified as expenditures, not that, as Mr. Talisman has indicated earlier, all of the labels necessarily fit. There
are some things that have been labeled as tax expenditures that
are actually key parts of our income tax system and really do not
belong in that category at all.
So we do need to look at it. I think it is absolutely critical, on
the corporate side in particular, that we set policy on the basis of
what the policy should be and not on the basis of trying to create
something that is revenue-neutral. We have to get the policy right,
and then we need to figure out where we need to go to collect additional revenue if additional revenue is necessary, and I think additional revenue will be necessary in any event in order to pay for
the spending that we have agreed to do.
Senator MENENDEZ. So, if we framework the policy and, at the
end of the day, we have come to the best conclusion as we ever can
come to—unanimity is always a difficult goal—a pretty wellestablished consensus, and it creates a shortfall in revenue, then
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your suggestion is that there be other tax provisions to increase
revenue?
Ms. OLSON. That is right. Like Mr. Goldberg’s testimony, I actually say we should consider an alternative tax base as well. I think
eventually we are going to get there, and there are good reasons
for doing so sooner rather than later.
Senator MENENDEZ. Then finally, Mr. Weinberger, let me ask
you, in the 2001 Economic Growth and Tax Reconciliation Act it
contained trillions of dollars worth of tax cuts, but it only exacerbated the problem of the Alternative Minimum Tax. So the bill lowered tax rates across the board, increased the child tax credit, created a multi-year estate tax cut, but did nothing about the AMT.
Why would, at that time, Congress and the Bush administration
move forward with such an ambitious tax plan, in your opinion, but
have no level of AMT reform included?
Mr. WEINBERGER. Well, at the time, that was a serious, debated
topic, as you would recall; this committee was actively involved. A
lot of the decisions in the Bush tax plan were a result, frankly, of
ultimately budget decisions, what could and could not get done. We
made some decisions at the end of the day that were not what was
in the original plan. For example, a 10-year cliff of all the tax cuts
was not a tax policy decision. It was driven in large part by budget
limitations, and some proposals that were ultimately enacted in the
bill were phased in over time, which again was not a tax policy decision.
The AMT is something that should have been then, and should
now be dealt with. It just did not rise at that point in time to the
top of the list of all the other issues. We were in a relatively weak
economy and a downturn, and there were other initiatives that
were in the bill, but it does need to be addressed.
Senator MENENDEZ. Well, Mr. Chairman, I look forward to working on that. It is a pernicious complexity that actually claws back
a lot of the benefits that middle-class families receive under the
code.
So, for 1.5 million New Jerseyians, it is a big issue. Anyhow,
thank you. Thank you all for your answers.
The CHAIRMAN. Thank you, Senator.
Senator Hatch, you are next.
Senator HATCH. Thank you, Mr. Chairman.
We appreciate this panel very much and appreciate the time you
are spending with us here today. You are all experts, and we have
had some excellent remarks here today.
The Federal spending averaged around 20 percent over the last
45 years or so, but it is up to, as of right now, 25.3 percent, according to what I have been reading, of GDP. Revenues, of course, have
stood pat at pretty much 18.7 percent of GDP. Under current policy, to treat the two as similar drivers of the deficit is to ignore the
ramp-up that has occurred on the spending side.
Now, even the Debt Commission report restrained spending to a
historic average. Now, I agree with former House Democratic Leader Gephart’s statement to this committee that ‘‘if we combine revenue raising with reform, we make reform much more difficult.’’
Now, I do not know if you agree with that or not, but I just wanted
to make that comment.
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Now, this is a follow-up question for all of you on the panel. As
we all know, there is a structural problem with the individual Alternative Minimum Tax. It is driving us all nuts, and frankly we
ought to get rid of it. Some of the key features of the regular income tax, like the standard deduction and personal exemption, are
indexed for inflation. The AMT’s basic features are not indexed for
inflation.
Throughout the tax code, we do find features of the regular income tax that are sources of complexity because they are, like the
AMT, not indexed for inflation. For lots of taxpayers, there is abundant confusion from the phase-outs. The confusion is compounded
by the fact that, over time, inflationary gains remove taxpayers
from eligibility for these benefits.
In the 25 years of tax reform, do you not think there is a lesson
in steering away from phase-outs? Or, if they are necessary, should
we not index phase-outs for inflation as well? Anybody could answer.
Mr. SOLOMON. I will just say, in the first place, perhaps we
should not have phase-outs. We should have stable rules, and we
should minimize complexity. Those would be two goals that I think
all of us would find desirable.
Mr. WEINBERGER. And I would just add, I agree. I think this was
stated earlier, Senator Hatch, that the AMT underscores the ambivalence of some of the policy decisions you made to provide those
incentives in the first place by saying, once you take too many of
them, we are going to take them all back. That, I think, is a very
difficult dual objective to try to reach in the tax code. So I would
agree that that ought to be looked at, but I also agree that phaseouts generally are complicated, and they create different effects on
marginal tax rates that are not anticipated and should also not be
used.
Senator HATCH. Would it be better for us to just knock out the
AMT and take the hit as far as the budget is concerned and just
get rid of it? Would that not be a smarter thing to do than just
keep playing this game every year and having it go up every year
until it is finally almost consuming everything?
Ms. OLSON. Well, I guess I would say that, if the AMT survives
tax reform, you are going to need to go back and start over again.
So, yes, I think you need to get rid of the AMT and not put yourself
in a position of——
Senator HATCH. Would you be willing to do that even though we
do not have an offset?
Mr. TALISMAN. Well, Senator Hatch, the AMT is a very expensive
item, so I agree that it needs to be reformed and replaced. All I
am saying is that, in the context of the budget deficits that we are
running, we have to look at, as I think everybody on this panel
knows and as you said, spending levels and tax revenues and try
to get them in balance. If you want to get rid of the AMT, if the
collective judgment of the Congress is to get rid of the AMT and
spend that money on that, that is a fine determination. But I think
we have to set our priorities.
I think one way to get rid of the AMT is to make it the regular
tax. I mean, it is now less expensive to get rid of the regular tax
than it is to get rid of the AMT. So this notion of broadening the
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base and lowering the rates, one way to do that is actually to put
the AMT as the regular tax. I am not suggesting you go there, I
am just suggesting that it really is a very expensive item to get rid
of without paying for it.
Senator HATCH. Yes. But would we not be better off if we did
that?
Mr. TALISMAN. I think we are all in agreement on this panel that
getting rid of the AMT—as I said, Senator, in response to Chairman Baucus’s question, it is the most serious problem on the individual side. Yes.
Senator HATCH. All right. Well, thank you, Mr. Chairman. I
think that is enough.
The CHAIRMAN. All right.
Well, thank you all very much. I appreciate it. Oh. Sorry.
Senator Wyden, you are next. Senator Thune, you never had a
chance to ask questions.
Senator THUNE. No. Are we on a second round right now?
The CHAIRMAN. We are on the second, so why don’t you go ahead
with your first?
Senator THUNE. I know being at the children’s table down here,
you kind of get passed. [Laughter.]
But thank you, Mr. Chairman. Thank you all for your great insights. This is a subject that I think we all want to take on. I was
actually a young staffer out here, 24 years old or thereabouts, in
1986 when the last big tax reform bill was done. It strikes me that
every time Congress has touched it since, it has made it more complicated and made us less competitive. So I hope that we can take
this very complicated subject on again. I do not think we have any
choice, really, if we are going to be competitive.
Just a question, and whoever would care to answer this. But
some have criticized moving to a territorial-based system of taxation because they claim it subsidizes outsourcing. I guess I would
be interested, and maybe you could discuss why other countries
have adopted a territorial-based system of taxation and what the
effects on their economies and workers have been. Maybe Mr.
Weinberger will take a shot at that.
Mr. WEINBERGER. Sure. Listen, territorial means a lot of different things to technical experts who sit around and draft these
types of legislation. But generally across the world every country
has moved to exempting overseas income from a double tax in a
foreign jurisdiction, so either we are absolutely smarter than everyone else or we have it completely wrong.
Now, there is not 100-percent territoriality. There is often 95percent exemptions. So I think when Congress is looking at whether or not and how to deal with territoriality, they ought to learn
from the lessons overseas. But what we have seen is that there has
not been a lot of the claimed jobs moving overseas as a result of
other countries adopting territoriality systems.
In fact, we have seen the drumbeat continue just this past year.
There were three major countries in the world economy, the United
States, Japan, and the U.K., that had global, worldwide systems
left. Last year, both the U.K. and Japan announced moving towards a territorial system. So the United States is the only country
in the world that has a global, worldwide taxing of our corporate
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income and a rate higher than 25 percent. So, when we talk about
competitiveness and you tie it back to jobs, it is very difficult to say
that that is the right answer.
Senator THUNE. Anybody else on that?
Ms. OLSON. I would just observe, I think that characterization
turns reality upside down, because the reality is that it is our high
rate that is the disadvantage to doing business here, and that is
why we need to change it.
Senator THUNE. All right. I know you probably touched on this
before, talking about the troubles of having a largely temporary tax
code and how that impacts investment decisions and the effect that
it has on the economy and jobs creation. Could you touch on that
again, sort of this year-to-year-to-year extension that we currently
operate with?
Mr. SOLOMON. Yes. Instability affects business planning and personal planning. If you do not know what the rules are going to be,
you do not know how to plan. Certainly the energy incentives. I
think there is evidence that shows that, with respect to the incentives, the uncertainty about the incentives has affected whether or
not people undertake those investments. So stability. Just as stability is important in your political system and stability is important in the economy, so it is in the tax code.
Mr. WEINBERGER. I would just add one other fact. The individual
side of the code and the temporary nature of that does not often
get talked about as much as the business extenders, the expiring
tax provisions. But there was a recent survey I read in a news article on the National Federation of Independent Business, where 75
percent of small businesses said that they are refraining from hiring because they would be the pass-through entity, as Senator
Snowe referred to before, that would have the higher income or the
instability of all the individual tax rates expiring. So I think that
is a very big issue for pass-through entities, which again are 50
percent of our businesses.
Senator THUNE. All right. I think, Ms. Olson, Mr. Weinberger,
and Mr. Solomon all mentioned that research has shown that higher corporate income taxes lead to lower wages. Could you elaborate
or explain that, perhaps?
Mr. SOLOMON. Well, the basis for it is that the corporate income
tax is ultimately paid by individuals. Corporations are not people.
Individuals ultimately pay tax. A large portion of the corporate income tax is passed on to labor, thus resulting in lower wages. This
has been put forth in various economic studies.
Senator THUNE. All right. What do you think are the best progrowth type tax policies, if we were to move toward tax reforms
that would get us into more of a growth-oriented tax code?
Ms. OLSON. I will go first, because nobody else wants to. I think
it is important that we move in the direction of a lower corporate
rate, a territorial system, because both of those changes will encourage more investment here in the United States, and more investment in the United States means more jobs. That has to be a
key to what we do in the future.
I also think we need to take a hard look, despite the 85 votes
in the Senate against a value-added tax, at a consumption tax like
a value-added tax because that, likewise, is a tax that economists
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have concluded is better for economic growth. Economic growth,
again, leads to job creation.
Senator THUNE. All right. Great.
Thank you, Mr. Chairman. I thank the Senator from Oregon for
yielding me time.
The CHAIRMAN. The Senator from Oregon?
Senator WYDEN. Thank you, Mr. Chairman. Thank you for your
patience. I know you have a busy schedule.
A question for you, Mr. Goldberg, because I think you, of the
panel, are perhaps the most skeptical of 1986. I want to just kind
of walk you through a couple of the principles that have kind of
guided my thinking. I think when you look at 1986, you had populist Democrats like Dick Gephart and Ronald Reagan coming to
some agreements on key kinds of principles. They said right away,
we are going to have a progressive tax reform bill. Both sides
agreed that was smart judgment.
Then they got into the two key questions that I think are just
as valid today as they were when Ronald Reagan and Democrats
got together in 1986. I want to get your thoughts on it. They made
a judgment in 1986 that marginal tax rates are exceptionally important. They said the tax people pay on that last dollar they earn,
that is a big deal. They also said that preferences, the idea of the
special interests getting lots of money even when they were narrow, was not a good idea.
Are those three principles that were agreed on in 1986 not still
valid today? Up front, they ought to have a progressive code. You
ought to be sensitive on marginal rates because it goes to Senator
Thune’s point on growth, but the preferences are something that
you ought to start pruning back. Are those principles not still valid
today?
Mr. GOLDBERG. Yes, sir.
Senator WYDEN. All right. One last question for the panel on this
territorial issue, because I have just studied and studied this issue.
I think sometimes you feel, on territorial taxation, the more you
learn the less you know, because it is so complicated. I am open
to a variety of approaches.
One of the big issues that I was struck by is the Volcker Commission for the President said that a territorial system would lose
a lot of money. They came in with a figure that it would lose about
$130 billion over 10 years compared to current law.
My question is, what happens to small businesses if you do not
figure out how to do a territorial system in a way that is fair to
them, because a lot of the small businesses do not have the foreignsource income. I am trying to stay open on this territorial question.
I spent a ton of time talking to people about it.
But talk to me about what a territorial system would mean for
small business, if you share my concern, if Paul Volcker is right
that you lose a lot of money, it possibly gets passed on to small
business. What do you do, for those of you who are interested in
the territorial system, to design it in a way that would not end up
boomeranging on the small business folks.
Ms. OLSON. Senator, I want to go back, first, to your first question and just tell you that, in your joint tax reform effort with Senator Gregg last year, you were far more courageous than the folks
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back in 1986 in terms of the things that you put on the table. Yes,
absolutely, we need to worry about the effect.
But I think that, first of all, I question a lot of the revenue estimates. You can find revenue estimates all over the place on what
a territorial system would do. The Joint Committee put out a proposal a few years back that actually raised revenue by about $50
billion over a 10-year period, so it depends on the details of it.
But the most important thing is to make sure that the companies
that are globally engaged are competitive with the companies that
they are competing with on the global stage, many of which come
from countries that already have territorial systems.
So those companies are important to small businesses because
they become the transit route by which those small businesses’
goods and services, that become part of the big companies’ goods
and services that are being sold abroad, get into the global marketplace. So we need to make sure that the big businesses are healthy
and competing in the global marketplace so that they carry the
small- and medium-sized businesses along with them, and that is
the best path for them to succeed in the global marketplace.
Mr. WEINBERGER. Yes. I would just like to add to that, I hope
we do not ever get into the debate—and you were saying this—of
large versus small business. I do not think we would want to reduce taxes on large businesses and increase them on small businesses in any way. In fact, I think their futures, like Pam said, are
inextricably linked. If 95 percent of the market is outside the
United States now, 75 percent of GDP growth over the next 5 years
is going to come from emerging markets outside the U.S. borders.
We have to win over there. It is not large versus small; we need
to get that market share. If we have a system like the rest of the
world that is competitive, I think it will help them. As Pam says,
that means that they, as sellers to small businesses and purchasers
of business from small businesses, will benefit small businesses as
well.
Mr. SOLOMON. I would add, just very briefly, on the territorial
systems, going to the point Pam made, there are many different
issues in territoriality. Depending upon the design of it, it could
raise revenue or lose revenue. It is very important that the debate
move to the next level of discussing the details of what a territorial
system might look like, because that is going to be very important,
deciding whether it is advantageous.
Senator WYDEN. That is a good point to quit on. I think when
you juxtapose—I am looking at what the Volcker Commission
found. They say, ‘‘Adopting a territorial system could encourage
movement of production, employment, and investment out of the
U.S. to lower-tax jurisdictions.’’ We have that, and we have the
small business concerns.
I share your view, Ms. Olson, that we ought to significantly lower
the corporate rate. I supported that, others have supported that.
We ought to tie it to doing business in the United States, and I
think that is the point of the chairman’s hearings, to start working
through these issues.
A very good hearing, Mr. Chairman. A great way to start.
The CHAIRMAN. Thank you, Senator.
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I want to thank the panelists. It is a good beginning. I do not
know where we are going, but it is a good beginning. Thank you
very much for helping us start out.
The hearing is adjourned.
[Whereupon, at 12 p.m., the hearing was concluded.]
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