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FAIRNESS IN TAXATION

TUESDAY, MARCH 3, 2015

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

The hearing was convened, pursuant to notice, at 9:05 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Orrin G. Hatch
(chairman of the committee) presiding.

Present: Senators Grassley, Crapo, Isakson, Toomey, Heller,
Scott, Wyden, Cantwell, Cardin, Bennet, Casey, and Warner.

Also present: Republican Staff: Tony Coughlan, Tax Counsel; Jeff
Wrase, Chief Economist; and Chris Campbell, Staff Director. Demo-
cratic Staff: Joshua Sheinkman, Staff Director; Adam Carasso, Sen-
ior Tax and Economic Advisor; Todd Metcalf, Chief Tax Counsel;
and Tiffany Smith, Senior Tax Counsel.

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S.
SENATOR FROM UTAH, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order. I want to wel-
come everyone to today’s hearing to discuss fairness in taxation.
Senator Wyden has asked me to go ahead.

I also want to thank our witnesses for appearing before the com-
mittee today. I am especially delighted that one of our witnesses,
Deroy Murdock, is a former intern of mine from the Reagan era.
He has gone on to great success, and we are very proud of him. So
welcome back, Mr. Murdock. Welcome to our entire panel.

Speaking of the Reagan era, we all know that the last successful
comprehensive tax reform effort took place during that time nearly
3 decades ago. During that effort, President Reagan emphasized
three principles for tax reform: efficiency, fairness, and simplicity.
I have made no secret that I believe these same principles, along
with a handful of others, should guide our current reform efforts.
The Finance Committee had a hearing on efficiency and growth
just last week, and a hearing on simplicity will be coming in the
future.

Today we focus on the tax reform goal of fairness. If our tax re-
form efforts are going to be successful, it is essential that the final,
hopefully bipartisan, product is viewed as fair. If the American peo-
ple do not believe a tax reform proposal is fair, it is hard to see,
politically, how it could be enacted.

Quite simply, fairness in the context of the tax code means that
similarly situated taxpayers should be treated similarly. The tax
code should not pick winners and losers. It should instead be craft-
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ed to allow people to prosper with as little interference from the
government as possible.

Since the 1986 reforms, our tax code has become riddled with
credits, deductions, exclusions, and exemptions, many of which
serve to benefit certain taxpayers at the expense of others. A fairer
tax code would be one that eliminates many of these tax expendi-
tures, allowing us to broaden the base and lower the overall tax
rates. Fairness also means that, to the extent reasonably possible,
Americans should make some contributions for the benefits they re-
ceive from the government.

Clearly, we need to make exceptions for the truly needy, and in-
deed our tax code should be progressive enough to acknowledge in-
dividual taxpayers’ ability to pay. But the current situation, where
nearly half the country is effectively shielded from the cost of fund-
ing the Federal Government, deserves some attention in any tax
reform effort.

There is no denying that some of our fellow citizens, particularly
those with lower incomes, have been left behind. Though we have
seen some upticks in economic growth, many are not experiencing
a positive impact on their own situations. This is a concern to all
of us on the committee and to everybody else, I think.

President Kennedy once said that a rising tide lifts all boats. But
how is it that we have an economy where not all boats are cur-
rently being lifted? Part of the reason for that is that the U.S. law
has high hidden marginal tax rates even for low- and modest-
income people that discourage career advancement, labor, and sav-
ings.

I look forward to hearing more about what we can do to see that
more boats are lifted by the rising tide. Fairness will undoubtedly
be one of the keys to tax reform.

While I know that, in the context of the tax code, fairness may
mean different things to different people, I think we have assem-
bled a panel today that will allow us to sift through these argu-
ments and arrive at some helpful conclusions.*

Before I turn it over to our ranking member, I just want to note
that I may have to step out from the hearing, as president pro tem-
pore, to open up the Senate and also for some other duties that I
have.

So I thank my friend, Senator Heller, for volunteering to preside
in my absence.

In addition, we anticipate the hearing closing out at around
10:20 in order to allow members to attend Prime Minister Netanya-
hu’s address later on this morning.

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

The CHAIRMAN. With that, let me now turn to our ranking mem-
ber, Senator Wyden, for his opening remarks.

*For more information, see also, “Fairness and Tax Policy,” Joint Committee on Taxation staff
report, February 27, 2015 (JCX-48-15), https:/ |www.jct.gov | publications.html?func=startdown
&1d=4737.
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OPENING STATEMENT OF HON. RON WYDEN,
A U.S. SENATOR FROM OREGON

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

Chairman Hatch, I think you are absolutely right in spotlighting
this question of tax fairness. It is absolutely key to the kind of
work we anticipate doing in a bipartisan way to work on tax re-
form. So I very much appreciate your choosing this topic.

Now, if there is a common economic theme to take away from the
town hall meetings and other community discussions I have had at
home in Oregon, it is that too many Americans feel stuck. Too
many Americans worry about being able to afford necessities, like
child care and college tuition. Too many Americans say they are
struggling to make ends meet and they are simply unable to save.

The fact is, Americans fear more than a daunting climb up
America’s economic ladder of opportunity. Our people often fear los-
ing hold of the rungs and sliding back into hardship, and the num-
bers show why.

Mr. Rattner, I know, has discussed this at considerable length.
For 15 years, America’s middle class has been shrinking, and
shrinking for the wrong reason. The fact is, too many of our people
have fallen out of the middle class and have not moved up.

Now, no single piece of legislation is capable of turning this all
around, but I share the view—Chairman Hatch touched on it in his
opening statement—that tax reform can help. As deeply flawed as
the tax code may be, it reflects many of our country’s most signifi-
cant economic goals.

There are policies designed to spark innovation and investment
and help create high-skill, high-wage jobs. There are policies that
fund our safety net, health care, and Social Security programs.
Most importantly, there are policies that help hardworking people
grab the rungs and climb America’s economic ladder.

So the challenge of tax reform can go one of two ways. The first
option is to forget those important goals that I laid out and to say
that lowering rates is simply your overriding objective. But that
would leave too many of our middle class hanging without the
means to achieve the American dream of owning a home, saving for
a secure retirement, and helping their kids achieve a better future.

The better option is to fix the tax code in a bipartisan way and
accomplish our goals more effectively, to build a stronger economy
and help more Americans climb the economic ladder. That is the
option I prefer. It is the smartest route to a smarter and more effi-
cient tax system, and an unfair tax reform plan would risk heaping
a new burden on those who are already struggling to get ahead.

Now, recently there has been considerable discussion that not
enough people are pitching in and paying taxes. It focuses on
Americans of modest means who are not hit by the income tax. And
as we begin this discussion, I just want to unpack this for a mo-
ment.

I strongly favor personal responsibility. And I also want us to
think, for example, about a young veteran just coming home from
serving our country overseas. For the sake of our tax reform discus-
sion, let us just operate under the theory that this veteran has
health problems.
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As soon as that vet gets home, the bills start piling up. He or
she is fighting against a current that has forced a lot of vets into
extreme hardship. Some of them have even wound up sleeping in
the woods in my home State of Oregon.

But that vet is doing his or her best to grab the rungs and climb
the economic ladder, and he or she certainly chips in by paying ex-
cise taxes and, when the veteran finds a job, at a minimum, his
or her payroll taxes. That veteran is doing his or her part.

One of the tenets of the income tax has always been that it is
paid by those who can afford it. So to build fairness into tax re-
form, let us look back at how the tax overhaul worked. The day
President Reagan signed the 1986 Tax Reform Act into law was a
landmark day for tax fairness.

President Reagan celebrated the fact that reforms spared 6 mil-
lion Americans from having to pay income taxes. The President,
President Reagan, called it, and I quote here, “the best jobs cre-
ation bill, the best anti-poverty legislation, and the best pro-family
legislation the U.S. Congress has ever produced.” Those are the
words of the late President Reagan.

Now, to meet the standard of fairness President Reagan set, I
think we also ought to hone in on several other important provi-
sions of the 1986 act. First, it gave fair treatment to wage earners.
Instead of punishing them by taxing their income at higher rates
than others, it said that income from wages and income from in-
vestment would be treated equally.

We have four very distinguished panel members. I can tell you
that the architects of the 1986 reform bill were here sitting in your
seats, at least two of them, very recently, and they said it could
and should be done again.

Second, the 1986 bill cracked down on tax cheats who pry open
loopholes and skirt their responsibilities. So today, in connection
with this important hearing, I am releasing a report that sheds
light on some of the most egregious tax loopholes. They are called
“wash sales” or “options collars,” and basically they just disguise
income. They shield gains.

Sophisticated taxpayers can go out and hire lawyers and account-
ants to take advantage of these dodges. But when you hear about
these loopholes, I am sure that the working-class person just gets
more frustrated about what is going on here in Washington and
wants reform.

For people having a hard time or just making their way as best
they can, too many of our citizens feel that the game is just stacked
against them and the other person gets to climb the economic lad-
der far easier than they do.

The 1986 Tax Reform Act went a long way to changing that, and
the Senate version of that bill passed with 97 votes. That is a bi-
partisan route that Congress ought to take again: a tax reform plan
built on fundamental fairness that makes it easier for everybody.
And I want to emphasize that word, because you are going to hear
me say it a lot. I want everybody in America to be able to climb
our economic ladder of opportunity.

I look forward to our four distinguished witnesses. Thank you,
Chairman Hatch, for this hearing, and I look forward to tackling
this in a bipartisan way.
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The CHAIRMAN. Thank you, Senator.

[The prepared statement of Senator Wyden appears in the ap-
pendix.]

The CHAIRMAN. Our first witness is Dr. Lawrence Lindsey. Dr.
Lindsey was Director of the National Economic Council from 2001
to 2002 and Assistant to the President on Economic Policy for
President George W. Bush. He played a major role in formulating
President Bush’s $1.35-trillion tax cut plan.

Dr. Lindsey graduated magma cum laude with his bachelor’s de-
gree from Bowdoin College and with his master’s and Ph.D. in eco-
nomics from Harvard University.

He has authored several books on taxes and is a frequent con-
tributor to the Wall Street Journal, The Weekly Standard, and
other publications.

Dr. Lindsey is chief executive officer of the Lindsey Group, which
helz runs with a former colleague from the National Economic Coun-
cil.

Our next witness is Deroy Murdock. Mr. Murdock is a Fox News
contributor, a contributing editor with National Review Online, and
a senior fellow with the Atlas Network, which supports and con-
nects some 462 free market think tanks in the U.S.A. and 93 coun-
tries overseas.

Deroy’s columns run in the New York Post, the Boston Herald,
the Washington Times, National Review, the Orange County Reg-
ister, and many other news publications. He has appeared on
ABC’s “Nightline,” NBC Nightly News, CNN, MSNBC, PBS, and
other television news channels and numerous radio outlets.

Deroy received his bachelor’s degree in government from George-
town University and his MBA in marketing and international busi-
ness from New York University.

He was also an intern for me 30 years ago. So I take credit for
your success. [Laughter.] We are very proud of you, Deroy.

Our third witness is Dr. Heather Boushey. Dr. Boushey is a sen-
ior fellow at the Center for American Progress and the executive
director and chief economist at the Washington Center for Equi-
table Growth.

Her research focuses on economic inequality and public policy,
specifically employment, social policy, and family economic well-
being. She also worked as an economist for the Joint Economic
Committee, the Center for Economic and Policy Research, and the
Economic Policy Institute.

Dr. Boushey received her bachelor’s degree from Hampshire Col-
lege alllnd her Ph.D. in economics from the New School for Social Re-
search.

Our final witness is Steven Rattner. Mr. Rattner served as coun-
selor to the Secretary of the Treasury and led the Obama adminis-
tration’s successful effort to restructure the automobile industry.

He was an economic correspondent for the New York Times be-
fore beginning his career in investment banking in 1982 with Leh-
man Brothers. He later joined Morgan Stanley and then Lazard
Freres before forming Quadrangle in 2000, where he was managing
principal.

Today, Steven is chairman of Willett Advisors, LLC. That is the
investment arm for former New York Mayor Michael Bloomberg’s
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personal and philanthropic assets, and there are a lot of those. And
he is a great friend of mine, so I am happy to see you helping him.

He has also served as a board member or trustee for a number
of public and philanthropic organizations.

Mr. Rattner graduated with honors in economics from Brown
University in 1974 and is married to Maureen White, a former offi-
cial of the State Department.

I want to thank each of you for being here and apologize that I
have some other duties that conflict with chairing this hearing. But
I am going to pay attention to what you say, and I will read your
statements. I have read some of them already.

I just appreciate all four of you being here today.

We will start with you, Dr. Lindsey.

STATEMENT OF LAWRENCE B. LINDSEY, Ph.D., PRESIDENT
AND CHIEF EXECUTIVE OFFICER, THE LINDSEY GROUP,
FAIRFAX, VA

Dr. LINDSEY. Thank you, Mr. Chairman. Senator Wyden, it is
good to see you again.

I listened very carefully to your opening remarks, Senator, and
I thought you, by quoting John Kennedy, really hit the nail on the
head. You mentioned the rising tide lifting all boats. You can con-
centrate on rising one boat over another boat, but the thrust of my
comments today would be, the most important thing to do is have
the tide come in, and that is what we are missing.

I am going to not read my testimony, in the interest of time. I
would ask that it be submitted in full for the record.

The CHAIRMAN. Without objection.

Dr. LINDSEY. Thank you. One of the problems we are having now
is that fundamental economic growth, which is best measured, I
think, by labor productivity for long-term growth, just is not hap-
pening. The last 5 years, we have had economic growth averaging
just seven-tenths of a percent in terms of labor productivity. That
is a third of the pace that it has been over the last 3 decades.

I think that is one of the reasons that the people you were talk-
ing about, Senator Wyden, are in trouble. I think that they are cor-
rect to be angry at what is happening.

The first observation I would make is that getting the tide to
come in is the most important thing this committee could do in the
iorm of tax reform, that restoring economic growth is sort of the

ey.

I give a story in my testimony about comparing the quality of life
George Washington had, who was not just a top 1 percenter, but
probably a top 1 percent of the 1 percents in his day, with the aver-
age quality of life of a Fairfax County resident today, and I think
that that comparison points out the advantages of long-term eco-
nomic growth over simply where you stand in the income distribu-
tion. So I think, as far as effectiveness, that is the most important
thing to do.

The second observation I would make is that, although I got my
start in taxes—I have done a lot of nefarious things in my life, but
my original thesis was on tax policy, and here, obviously, there is
certainly a bias of having tax policy be able to accomplish things.
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The fact is, we are not very good at it. We are not very good at
achieving the ends we want to achieve. I would refer you to the
first chart that is attached to my testimony, where I am using
Commerce Department data on income distribution. And the first
observation I would make is that under every President since
Nixon we have had, by the three measures given, rising income in-
equality.

There is almost no relationship—it happened under every Presi-
dent. One of the ironic things, and I think they are ironies—I do
not think they are causal—is that, for example, President Clinton
had the biggest rise in inequality. Inequality rose more under his
8 years than under Reagan’s 8 years and Bush’s 8 years combined.
And under President Obama’s first term, inequality has risen more
than it did under George Bush’s 8 years.

So again, I am not saying this is causal. I am just suggesting
that when we focus on something, it does not mean we are particu-
larly good at achieving the end of reducing inequality, in spite of
our ability to talk about it.

Second, if you look at chart 2, you will see that, over this entire
period, we have had a big increase in the progressivity of the in-
come tax burden. Here I am comparing taxes paid by various
shares with the Commerce Department’s definition of income. Ef-
fectively, what you are seeing is average tax rates.

I think it is important that we use the Commerce Department’s
definition as opposed to simple IRS data because, first of all, trans-
fer payments are an important component. They are in the Com-
merce Department’s data. They are not in the IRS data, by and
large.

As you will see, the ratio of income paid by the top 5 percent to
everyone else has risen substantially, and it has risen consistently
since 1980. So, even though we have had an increase in the pro-
gressivity of our income tax collections, you still see a rise in in-
equality.

Finally, to bring home the point that we are not very good at
achieving what we want to achieve—and let me say, Senator
Wyden, we all agree on the need for reducing income inequality.
The chairman was kind enough to mention my efforts in the 2001
bill. In that bill, we took the zero tax threshold from a family of
four, a married couple with two kids, from $27,000 to $41,000,
which I think was an important positive objective and in line with
what you were saying.

But if you look at chart 3, we are comparing the share of income
from capital versus the share of income from transfers. So what I
am struck by is that, since 1960, the share of income from trans-
fers has tripled from 6 percent to 18 percent, and yet in spite of
moving 12 percent of personal income around, we have not been
able to reduce inequality.

Well, that suggests that maybe we are not as good as we think
we are at achieving our end. So I would go back to the first conclu-
sion. Let us focus on growth. I think growth trumps fairness in its
long-term impact, and, second of all, we are not very good at cre-
ating fairness, and I would turn it over to growth.

Thank you.
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Senator HELLER [presiding]. Dr. Lindsey, thank you. I told Sen-
ator Hatch that if this seat is comfortable, he is going to have a
tough time prying me out of it. [Laughter.]

[The prepared statement of Dr. Lindsey appears in the appen-
dix.]

Senator HELLER. I certainly appreciate all the witnesses being
here.

Mr. Murdock, please continue.

STATEMENT OF DEROY MURDOCK, JOURNALIST, FOX NEWS
CONTRIBUTOR, AND SENIOR FELLOW, ATLAS NETWORK,
NEW YORK, NY

Mr. MURDOCK. Good morning. Thank you very much for inviting
me here.

As we look at today’s topic, it would help to start with a thought
experiment. I invite everyone in the room to imagine that you are
weighing two job offers. Company A offers $50,000, but the boss
makes $55,000. That represents an income gap of just 10 percent.
I think even Occupy Wall Street could live with that. Now, Com-
pany B offers $500,000, but the boss makes $1 million. Imagine
that. Income inequality of 100 percent. Who does the boss think he
is?

Now, how many of you would prefer job offer A? And how many
would prefer job offer B? Exactly. Most people would grab the half
a million dollars and laugh all the way to the bank, never mind the
100-percent income gap. And that is the point.

Too much of our political rhetoric these days revolves around
envy, resentment, and sometimes even violence toward the afflu-
ent, all in an effort to take what they have and redistribute it to
those who have less.

Obama’s words from September 2011 illustrate this point. He
said, and I quote, “If asking a millionaire to pay the same tax rate
as a plumber makes me a class warrior, a warrior for the working
class, I will accept that. I will wear that charge as a badge of
honor.”

The American left has made plenty of hay about the notion that
the wealthy do not pay their fair share of taxes. This is an exciting
slogan. Too bad it is not supported by the facts.

According to the latest Internal Revenue Service data, in 2012,
the top 1 percent of tax filers earned approximately 22 percent of
all adjusted gross income. They also paid 38 percent of all Federal
income taxes. That looks to me like more than their fair share. The
top 10 percent of earners made 48 percent of AGI and paid 70 per-
cent of income taxes.

Now, what about the bottom 50 percent? They made 11 percent
of AGI and paid just 3 percent of Federal income taxes. So rather
than berate top income earners, we should thank them for paying
rr(liore than their fair share to keep Washington so generously fund-
ed.

Rather than obsess over how to squeeze, humiliate, and punish
the wealthy, let us focus on how to lift the incomes of those at the
opposite end of the income distribution. Rather than drag the
wealthy from their penthouses, let us figure out how to bring those
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on the sidewalk up to the third or fourth floor and then help them
move up from there.

I would make three suggestions. First, America needs a tax code
that is geared toward dynamic, robust economic growth—the kind
of expansion in national output that enriches the poor and middle
class, as well as the affluent.

I recommend scrapping the U.S. tax code, in its 72,000-page
splendor, and replacing it with a flat tax. While this idea needs
deeper study and proper scoring, the National Taxpayers Union
has estimated, very roughly, that a 10-percent tax with no deduc-
tions paid by all American adults, would generate about as much
income as today’s convoluted system.

I call this the 0-10-100 plan, and we can discuss it further, if
you like. The fairest tax would be one universal rate. Everyone
would pay his fair share.

Two, America’s 35-percent corporate tax is the OECD’s highest.
This is absurd, self-destructive, and a national disgrace. The cor-
porﬁte tax should be slashed dramatically, if not scrapped all to-
gether.

Shrinking or eliminating the corporate tax would be a small price
to pay for the far, far greater benefit of seeing American companies
remain here rather than move offshore and haul jobs with them.
And if a far more competitive corporate tax system actually at-
tracts foreign firms to relocate here, all the better for Americans,
especially those with low incomes.

Number three, disadvantaged Americans need to make them-
selves globally competitive. Good luck doing so with the often ca-
lamitous government schools that hermetically seal the minds of
too many low-income and minority children.

Higher standards, charter schools, and initiatives like the Wash-
ington, DC voucher program and New York’s private sector Harlem
Educational Activities Fund would help these children develop the
intellects and skills that they need to prosper in a world where the
Internet ships talent across borders at the speed of light.

Thank you very much, Mr. Chairman, Ranking Member Wyden,
and the other members of the committee. I look forward to your
questions and comments.

Senator HELLER. Mr. Murdock, thank you.

4 [The prepared statement of Mr. Murdock appears in the appen-
ix.]
Senator HELLER. Dr. Boushey?

STATEMENT OF HEATHER BOUSHEY, Ph.D., EXECUTIVE DI-
RECTOR AND CHIEF ECONOMIST, WASHINGTON CENTER
FOR EQUITABLE GROWTH, WASHINGTON, DC

Dr. BousHEY. Thank you. Thank you for inviting me here to
speak today. My name is Heather Boushey. I am the executive di-
rector and chief economist at the Washington Center for Equitable
Growth. The Center is a new project devoted to understanding
what grows our economy, with a particular emphasis on under-
standing whether and how rising levels of economic inequality af-
fect economic growth and stability. I am honored to be here today
to discuss a very important topic, the relationship between fairness
and taxation.
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There are three conclusions from my testimony. First, as inequal-
ities increase, the tax code has not kept pace with this change.

Second, economic evidence shows that inequality is not in tension
with economic growth. A variety of research shows that steps taken
to reduce inequality do not significantly hinder growth. In fact, low
tax rates at the top promote what economists call rent-seeking be-
havior over productivity-enhancing activities.

Third, there are policy options that can make the tax code more
progressive that would have broad benefits for everyone.

The story of the past 4 decades when it comes to inequality is
a rapid rise in incomes and wealth for those at the very top. From
1979 to 2012, the average pre-tax income of the top 1 percent grew
by 178 percent. At the same time, inequality of wealth has been
rising. The share of wealth going to the top .1 percent of house-
holds has increased to 22 percent in 2012 from roughly 7 percent
in 1979.

What we are seeing is income inequality calcifying into wealth
inequality. At the same time, the top marginal tax rate has been
dropped considerably, but the improved economic performance that
we might have expected given the conventional wisdom simply has
not shown up.

A look at the data shows no discernible relationship between the
level of the top marginal tax rate and employment or productivity
growth since the end of the second World War. When it comes spe-
cifically to top tax rates, new research has shown that the optimal
tax rate for high incomes in the United States is much higher than
previously thought.

When economists break down the link between top incomes and
top tax rates, we see that the rent-seeking effects outweigh the
supply-side effects. These economists conclude that the optimal tax
rate for top incomes could be as high as 80 percent. We know this
thanks to new data made available by the IRS, and we hope that
that kind of work will continue.

New research also challenges the idea that capital taxation will
invariably result in lower savings and, consequently, lower eco-
nomic growth. Recent work shows that the long-held belief that
capital income should not be taxed at all appears to be flawed. The
assumptions underlying this research are unrealistic, and recent
work has shown that they do not necessarily lead to the often-cited
conclusion that capital should not be taxed.

One form of capital taxation is increased taxation of bequests
and inheritances. Recent research has found that the optimal tax-
ation level for inheritances is much higher than our current levels,
upwards of 60 percent. If we are concerned about the possibility of
families passing along large estates to children and the damages
that this could have to the vitality of our economy, our current
level of taxation is inefficient and there is room there to maneuver.

This knowledge provides a variety of options for you as you are
making your decisions on tax policy moving forward. I would just
like to offer a couple here this morning.

First, I think there is room to focus on the top by implementing
policies like eliminating the so-called stepped-up basis for taxation
of bequests. Capital gains on an asset can go untaxed if the asset
is bequeathed before the gains are realized. This loophole leaves
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quite a bit of money untaxed and disproportionately benefits those
at the very top of the income distribution and the wealthy. It can
be closed without worries about economic growth.

At the other end of the income spectrum, we can focus on tax
policies that boost incomes for those at the bottom; for example, ex-
panding the Child Tax Credit and making it permanent. This cred-
it is partially refundable for a set percentage of income over a set
threshold, currently $3,000. The current value and threshold are
temporary, and I recommend making these reforms permanent.

The past 4 decades have been a period of high and rising in-
equality in the United States. Tax policy has an important role to
play in the policy response to this major shift in our economy. Our
economy currently is not creating prosperity that is broadly shared,
and it has not for quite a while.

Today’s hearing is an important contribution to this conversation
about how to get our economy on track to creating shared pros-
perity for all Americans, and I thank you for holding it.

N Senator HELLER. Dr. Boushey, thank you. Thank you for being
ere.

[The prepared statement of Dr. Boushey appears in the appen-
dix.]

Senator HELLER. Mr. Rattner?

STATEMENT OF STEVEN RATTNER, CHAIRMAN,
WILLETT ADVISORS LLC, NEW YORK, NY

Mr. RATTNER. Thank you very much, Senator. Thank you to
Chairman Hatch and Ranking Member Wyden for inviting me here
today.

As both Chairman Hatch and Ranking Member Wyden and many
others mentioned in their opening remarks, this is the 30th anni-
versary of the passage of the last major piece of tax reform legisla-
tion, and, in my view, it has been far too long since we undertook
such an effort. Ensuring a fair and effective tax code is a bit like
maintaining a garden. Without constant watering and weeding, it
will quickly deteriorate as lawyers and accountants find new ways
to ease their clients’ tax burdens.

Consider, for example, the wealthiest Americans. In 1995, the
400 highest-income Americans paid just under 30 percent of their
adjusted gross income in taxes. By 2012, the tax rate for this group
had dropped to 17 percent, in part because of lowered rates on cap-
ital gains and dividends, as well as on ordinary income. Mean-
while, overall tax collections remain at the low end of the historic
band of 17 to 19 percent of GDP and are projected to remain there.

To be fair, the 1986 law has hardly been gutted. Many of the
most egregious tax avoidance schemes that operated prior to the
law’s passage remain off limits. But other abusive practices have
proliferated.

We learned, for example, during the last presidential campaign
that one of the candidates was able to amass an individual retire-
ment account with a balance of between $20.7 million and $101.6
million. That occurred in the context of maximum allowed total
contributions during the relevant years on the order of $5,000 in
total.
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Another well-publicized loophole is the ability of private equity
and certain hedge fund operators to have their carried interest pro-
ceeds taxed as capital gains. At times, including at present, I have
been a substantial beneficiary of these provisions, and, for the life
of me, I cannot understand why my tax rate on income from my
work was less than half of the tax rate paid by friends in other
parts of Wall Street on their work.

Other indefensible provisions allow private-equity provisions to
convert ordinary income for management fees into lower-tax capital
gains on their investments. While lost revenue may not be huge,
the significant attention around them contributes to resentment
and a feeling of unfairness on the part of average Americans. By
now, many Americans know that Warren Buffett’s executive assist-
ant suffers under a higher tax rate than he does.

Now, it is true, as Dr. Lindsey noted, that by some measures the
progressivity of the tax code has increased in recent years, particu-
larly because of tax reductions for those at the very bottom. How-
ever, Congress should also take into account that pre-tax income
inequality, as has been also noted, is currently at record levels. No
formula exists to determine appropriate levels of progressivity. No
doubt, at some level, confiscatory taxes can discourage work. But
in my 32 years on Wall Street, I have experienced top marginal
Federal tax rates as high as 50 percent and as low as 28 percent,
and I never detected any change in my motivation to work or that
of any of my colleagues.

Similarly, the tax rate on long-term capital gains has ranged
from 35 percent in the 1970s to as low as 15 percent. A tax rate
of at least 28 percent on this type of income would be appropriate.
In that regard, as has also been noted, remember that the 1986 law
provided that capital gains would be taxed at the same rate as or-
dinary income, a principle to which we should endeavor to return.

In addition to achieving greater fairness, we need more revenue.
While our budget deficit has fallen rapidly, it will soon turn back
up, and, in that regard, the cost of special rates for capital gains
and dividends is substantial, about $120 billion per year.

Let me turn briefly to corporate tax reform. Few disagree that
the business provisions of the tax code, as has also been noted, are
riddled with loopholes, drive business out of the United States, and
create such diversion outcomes as to make the individual provi-
sions look like a paragon of equity.

Practices such as the rampant use of inversions and earnings
stripping, and the even more rampant abuse of transfer pricing,
have contributed to a massive decline in the contribution of busi-
ness tax revenues to overall Federal tax revenues from 23 percent
in 1966 to 10.6 percent in 2014.

No shortage of meritorious plans exists for how to think about
reforms, such as the exhaustive work of the Simpson-Bowles Com-
mission, as well as proposals like the one made by Senators Wyden
and Coats in 2011.

Finally, please note that the President’s proposed tax reductions,
particularly the expansion of the Earned Income Tax Credit, should
also be taken into account on behalf of Americans whose incomes
have not been raised by the economic recovery.

Thank you very much.
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Senator HELLER. Mr. Rattner, thank you. And I want to thank
again all the witnesses who are here today, and I certainly do ap-
preciate your time and effort to be here.

4 [The prepared statement of Mr. Rattner appears in the appen-
ix.]

Senator HELLER. I think we have just defined with the four wit-
nesses in front of us the differences between what we perceive as
fairness, and I think that is probably the first question we ought
to talk about a little bit. What is fairness?

I think all of us, for the most part, can agree that our current
tax code is too costly, too complex, and something needs to change.
It is creating unnecessary challenges for families across America,
whether they are Nevadans or others, and especially for small busi-
nesses.

So I commend the chairman of this committee for his efforts to
examine fundamental tax reform. The question is: fundamental tax
reform—how are you going to make it fair? And as co-chair of one
of the tax reform working groups, I look forward to working with
my colleague, Senator Bennet, and others on the committee so that
we can create a tax code that, frankly, is simpler, that is fair, and
that will work to grow the American businesses.

So I want to go across the panel, starting with you, Dr. Lindsey.
Would you repeat, in your mind, what a fair tax code is?

Dr. LINDSEY. I think a fair tax code is one that—I disagree with
my colleague to my left here. I have no problem with modest pro-
gressivity, but I think fairness also has to balance the relationship
between the state and the individual.

It was interesting that Dr. Boushey used the word “optimal,”
which is often associated with revenue maximizing. I remember
when I wrote my thesis, the first page of my thesis was about that
concept, because Jude Wanniski, who is on the opposite side of the
spectrum, similarly said “optimal” was revenue maximizing.

There is no such thing because, as you approach the revenue-
maximizing level, the excess burden you are imposing on the pri-
vate sector rises very dramatically, and the revenue, marginal rev-
enue collected by the state, goes down substantially.

So at the revenue-maximizing rate, what you actually get is an
infinite preference for money going to the state over money going
to the individual. I do not think anyone thinks that is optimal. I
mezlln, maybe Stalin did. But it is not optimal. It is just not opti-
mal.

What we need to keep in mind is that we are a society where
the government works for the individuals and not vice versa. So
when you start to take—people have to not only work Monday and
Tuesday like I do to pay my income taxes, but they also have to
work Wednesday and now Thursday to pay their income taxes. I
do not think that is fair.

At the same time, though, I favor progressivity. My recommenda-
tion—which, of course, like all economists, is in my book—is that
I think we have to move away from income-based taxation because
I think defining income is part of the problem.

As they say on Wall Street: cash is a fact; income is an opinion.
I think we have to move away from opinions, and we have to move
toward cash-based taxation. And I think by accomplishing it with
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a two-tier cash flow-based tax paid only by the business, we could
get rid of the corporate income tax, the personal income tax, and
the payroll tax, and have a fair and more pro-growth tax system.

Thank you.

Senator HELLER. Dr. Lindsey, thank you.

Mr. Murdock?

Mr. MURDOCK. My view on this is that the income tax rate
should be very low, and it should be consistent across the board.
I favor a 10-percent flat tax. My rough calculations are that if ev-
eryone paid in, the amount of revenue generated by a 10-percent
flat tax would be approximately what we get now with our very
elaborate and confusing system that no one really understands.

I fear that once you start adding additional rates and then work-
ing, of course, with deductions and loopholes and so on, you are
right back to the situation we have now where the government es-
sentially uses the tax code as a blunt instrument for social engi-
neering.

If you have so many children, you get this kind of a benefit. If
you are married, you get this. If you are single, you get the other.
If you live in an apartment like I do, there is no mortgage deduc-
tion. If I go buy a house, then I get a mortgage deduction.

So, unfortunately, the tax code, I think, is used essentially as a
way of getting people to behave in the way government wishes
them to rather than as an instrument for raising a modest amount
of money, or money at a modest rate, to pay for what is required
under the U.S. Constitution.

So, again, I think a 10-percent flat tax across the board paid by
all American adults would be the way we should go.

Dr. BoUusHEY. I think that is the right question to ask: what is
a fair tax code? I think there are three answers. First, we need to
be thinking about what kind of revenue we need to be making the
investments that we need to grow our economy and to make sure
that we have shared prosperity. So we need a tax system that pro-
vides sufficient revenue for our national priorities.

Second, we live in a country that has seen rampant and ex-
tremely high economic inequality in terms of incomes and in terms
of wealth. This has not happened in other developed countries, and
there is evidence that this is related to the way that we have con-
structed our tax system.

Third, we need to consider very seriously the question of whether
or not that inequality is good for our entire economy and our soci-
ety as a whole and if we think that the tax system and the way
that it is structured is actually promoting unproductive activities
and rent-seeking, rather than productive activities that are benefit-
ting the competitiveness of our economy. That is a question that we
need to focus on in understanding what tax fairness is.

It is not just about who gets what. It is about how we are cre-
ating the right incentives to have the most competitive U.S. econ-
omy. And I think that, unfortunately, the weight of the empirical,
serious economic evidence is that our system right now is not pro-
moting the kind of productive investments that we want to be hav-
ing.

Mr. RATTNER. Let me say two things. First, I think you have to—
as I think Dr. Boushey said, you need to separate the question into
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two parts. The first question is, what is an adequate level of rev-
enue for the U.S. Government to be able to function? And, as I said
in my opening remarks, we are down to around 17.5 percent at the
moment, which is the low end of a historic band of roughly 17 to
19 percent that we have, in the fullness of time.

Given the entitlements burdens that we are facing—which I do
not believe there is any political will to significantly reduce as the
baby booomers such as myself begin to retire—I think that revenue
target is going to inevitably have to move up in order to maintain
some fiscal prudence. So we not only need every bit of revenue we
are getting now, we need somewhat more revenue than what we
are getting now.

So the second question is then, who should pay it? And my per-
sonal view is that the basic structure of having a progressive in-
come tax—ideally with fewer brackets and certainly with major
changes in loopholes, exemptions, and things like that—that basic
structure, I think, has served us well for over 100 years and is one
that we should maintain.

As I said in my opening remarks, a scenario in which capital in-
come, as valuable as it is to this economy, is taxed in such a way
that you have people like Warren Buffett having a lower tax rate
than their secretary, seems to me to be patently unfair.

I can think of no way, nor can he, for that matter, to justify that.
So I think that as we move toward a simplified structure, we get
rid of a lot of the exemptions and loopholes that I went through
in my opening statement—I will not repeat them now—and create,
I think, a fairer tax code that way, without major surgery in terms
of the basic concept of progressivity and having a limited number
of tax brackets along the way.

Senator HELLER. Mr. Rattner, thank you. My time is up.

The ranking member, Senator Wyden.

Senator WYDEN. Thank you very much, Senator Heller.

I noted that in his opening statement, Chairman Hatch quoted
Jack Kennedy, and you probably heard in my opening statement I
quoted Ronald Reagan. So there have to be improved prospects for
tax reform given that.

You all have been an excellent panel.

Let me start this way. I think we all understand that about two-
thirds of the American economy is now driven by the consumer,
and Census Bureau data tell us that workers’ paychecks too often
do not keep up with inflation. So the consumer is not in a position
to make those purchases of durable goods and create demand and
put people to work—the kinds of things that grow a private econ-
omy.

So I have made, as a central tenet of tax reform—and Mr.
Rattner talked about my work with Senator Coats and Senator
Gregg. These are bipartisan proposals, and, as a central premise,
we have focused on growing American workers’ paychecks, putting
more dollars into their pocket.

One approach that we took that has been followed by former
Chairman Dave Camp is to significantly increase the standard de-
duction so as to increase the spending power of the middle-class
person.
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I want to go right down the row, start with Mr. Rattner, who,
by the way, I think made very important points with respect to
closing tax loopholes. That is something that the staff today reiter-
ated in a staff report that looked at wash sales and collars and all
kinds of other dodges that people have come out with. We put that
report out today. So I share your view on that.

Let us go down the row and have each one of you offer your
thoughts about how to best grow the paychecks of middle-income
people, give them the chance to get ahead. What is going to put
more money in their pocket? Let us start with Mr. Rattner and just
go down the row.

Mr. RATTNER. First, I would certainly have no problem with a
proposal along the lines of what you suggested. I think Dr. Lindsey
and others might, because it would increase the progressivity of the
tax code.

My own view is that, in an era that we are living in of such ex-
treme levels of income inequality, it is appropriate for the tax code,
which has been progressive since its inception, to become even
more progressive in order to take account of that.

Some will call that redistribution. We can call it what we want.
But I would also acknowledge, before others on the panel say this,
I think that giving people a higher standard deduction or, frankly,
much of what you are going to do with the tax code, is not going
to resolve the fundamental problems that we have which are in-
credibly real, of declining middle-class wages as adjusted for infla-
tion.

I think to really address that is a much broader project for the
entire Congress and for every committee of the Congress in dif-
ferent ways, whether it is education, training, investment, R&D,
whatever. But it is a very big problem.

I have no disagreement with your suggestion for how to make a
dent in it, but recognize that it is a bigger problem.

Senator WYDEN. There is no question it is a big problem. The
question is, what can we do to get started, and this is bipartisan.
So when you have Dave Camp, Dan Coats, Judd Gregg, at least we
have a shot at getting going.

Dr. Boushey?

Dr. BousHEY. I think it is a great question. I think I will start
where Mr. Rattner ended. Certainly, if you want to grow middle-
class income, there are a lot of things you need to do outside of the
tax system. Certainly, we need to focus on full employment. That
is front and center, the most important thing.

But I think, as we are thinking about the tax system, there is
one set of activities that we can think about to put money directly
in the hands of middle-class families, such as increasing the stand-
ard deduction or the kinds of policies that have been put on the
table in terms of reducing taxes for middle-class families more gen-
erally.

But I think we also need to think about the intersection between
how we are taxing at the top and how we are promoting economic
growth and how that is leading to the creation of jobs and the
kinds of investment that we want to see.

So, if it is true that the very low marginal tax rates that they
were seeing at the top actually promote rent-seeking behavior, that
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is money that is being taken out of the economy and out of the in-
vestment that firms are making or out of the wages that middle-
class workers are experiencing.

So we have to think about all of these things together. So it is
not enough to just isolate what is happening to middle-class fami-
lies.

I would end by, again, sort of ending where you ended, Mr.
Rattner, that as an economist, I think many of the things that we
need to do to support middle-class families are actually outside of
taxes. We need to do things like making sure that people can keep
their jobs, making sure that they have schedules that work, and
things like that.

Senator WYDEN. Mr. Murdock?

Mr. MURDOCK. I would say that the proposal on increasing the
standard deduction is very helpful for people who have jobs. The
problem is, we have people who need jobs. If you do not have a job,
the deduction is really not all that attractive to you.

So the real focus should be—rather than adding additional bells
and whistles to our bell- and whistle-laden tax code—I think we
should focus on the overall question of, how do you get this econ-
omy growing, not at about 2 percent to 2.5 percent, where it seems
to have been stuck for the last 5 or 6 years, but expanding at the
rate that it did when I graduated from college in 1986—4 percent,
5 percent, 6 percent, 7 percent?

When I graduated college, all my friends who wanted to work
found jobs. Now, one-third of kids graduating from college are liv-
ing in their parents’ basements wondering when their careers are
going to get started. It is an awful situation. I think we need to
cut our 35-percent corporate tax rate at least to the OECD average
of 25. Again, I would cut it to 10 percent or eliminate it altogether
in order to entice people to start companies, bring overseas compa-
nies here rather than U.S. companies going to Canada and China.
How about Chinese and Canadian and British and French and
Italian companies moving into the United States?

I also think that the $2.1 trillion in overseas profits that are
trapped overseas—I would call it the Welcome Home Tax—bring
that money over maybe at a 5-percent tax rate and put that money
to work. That will do far more to increase wages and incomes and
job opportunities for people than just changing the income tax de-
duction.

Senator WYDEN. Before we go to Dr. Lindsey, just so we are
clear, on the bells and whistles with respect to the tax code, what
you do when you triple the standard deduction is you get people
out of itemizing. And we have a 1-page 1040 form, and I think all
of you would agree with that, and we also have the lowest cor-
porate rate on offer. So I think your point there is also one for fol-
lowing up.

Let us wrap up with Dr. Lindsey. Fitting—a longtime veteran of
the tax reform wars.

Dr. LINDSEY. Yes. Again, I think increasing the standard deduc-
tions is a reasonable way to do it. As I mentioned, in 2001, we
raised the zero threshold from $27,000 to $41,000. We did it mainly
by having a 10-percent bracket and by doubling the child credit. So
that is all along the same kind of lines. Been there, done that.
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I was interested in how to pay for it, and the comment on rent-
seeking behavior. I am going to suggest three places where there
is rent-seeking behavior.

First, rent-seeking behavior is attracted by price differentials. So
the higher the tax rate, by definition, the more rent-seeking there
will be exploiting the tax code.

Second, I think the key way of reducing rent-seeking behavior in
the tax code is by simplification, and I went to the extreme of, we
have to just forget income-based taxation. That would be my rec-
ommendation. But I agree, I am out there on that.

The third observation I would make is, where I think most rent-
seeking behavior is now that is holding back our economic growth
and is also unfair, has to do with maintaining an artificially low
cost of capital for an extended period of time.

This is an issue that goes back to Fisher. When money is free,
there will be lots of rent-seeking behavior on how to exploit free
money. And the more money you have, the easier it is to exploit
free money. And I say this as a former Governor of the Federal Re-
serve.

I think we have to move quickly away from the rent-seeking be-
havior that is being encouraged by maintaining a zero or near-zero
interest rate for an extended period of time.

Long-term, it can do us no good, and I think that right now it
is the main source of rent-seeking behavior in America.

Senator WYDEN. We will put you, Dr. Lindsey, with Dr. Boushey
to work on trying to deal with rent-seeking, because we have to get
going on this in a bipartisan way.

Dr. LINDSEY. Economists all hate rent-seeking.

Senator WYDEN. I understand. I hear you.

Senator HELLER. Senator Cardin?

Senator CARDIN. Thank you, Mr. Chairman. And let me thank all
the witnesses here.

This is an important subject for today’s hearing, which is fairness
in taxation. And I was listening to your testimonies, and I want to
talk about the progressive consumption tax, a bill that I filed in
December of last year.

One could define fairness as the impact it has on middle-income
families, and I agree with that. So we have designed a progressive
consumption tax in which low-income and middle-income families
will pay no more, and in many cases less, than they are currently
paying, answering many of the concerns that you have raised.

We talk about predictability as a matter of fairness, and the one
thing I think we learned in 1986 is, our best intentions are hard
to maintain. There have been 10,000 changes to the tax code since
1986.

We talk about competitiveness—and we know that we have high
marginal rates—as a matter of fairness for economic growth. The
progressive consumption tax gets the corporate rate down to 17
percent, starts the income tax at $100,000 of family taxable income
at 15 percent, and graduates for over $.5 million to 28 percent.

We talk about rewarding savings for economic growth in this
country, and moving toward a consumption tax rewards savings,
which helps us accumulate more for economic growth.
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Then, as Chairman Hatch said in the beginning of this hearing,
you judge fairness by how you are treated compared to your next-
door neighbor in the same economic circumstance. The progressive
consumption tax taxes all consumptions—goods and services—in-
cluding all income on the income tax other than four areas of modi-
fications concerning charitable deductions, interest on mortgage ex-
penses, State and local deductions, and the benefits that employers
provide for health and retirement.

So it really does simplify. It really does allow neighbors to know
that they are being treated fairly, and it throws in, as a matter of
fairness, compliance costs that would be much less than the cur-
rent compliance costs.

So tell me your view. I do not want to hear that this is so radical
a change, how can it get done. One hundred sixty countries around
the world have consumption taxes. In fact, we are out there with
countries that we do not like to be compared with that have not
used a national consumption tax.

So, if we are talking fairness, should we be considering the pro-
gressive consumption tax?

Dr. Lindsey, I will let you start, because I doubt I am going to
get a friendly reply after I heard your last comment. But I would
like to get Mr. Rattner’s reply on this.

Dr. LINDSEY. Yes, yes. I think that is one way. Senator, I am at-
tracted by the idea. I think I am going to anticipate my colleagues
at the other end of the table, and I am not unsympathetic to what
I anticipate is going to be their complaint.

I have looked at the issue of minimizing taxation of capital in-
come, and you do it in a very special way in your bill, which is not
quite as egregious as what I think they are going to complain
about.

Our problem is that, when we separate out capital-based income
from labor-based income or special treatment of savings, we open
up the possibility of how you define the income and what——

Senator CARDIN. Of course, there are other countries that have
done this. I mean, one of the good things about trying to move to
a national consumption tax is that other countries have confronted
similar problems. And what we have tried to do is take the very
best ways of doing it.

Dr. LINDSEY. I like your bill, Senator.

Senator CARDIN. I think I will stop there. That is a good answer.
[Laughter.]

Dr. LINDSEY. I would just urge you to go one step further and
stop with the definition of income and move to cash-based taxation
instead of income-based taxation.

Senator CARDIN. Are there others who want to comment? I am
not going to let any of you off the hook. Mr. Rattner, think about
your reply, because I am going to get to you.

Mr. MURDOCK. Senator, unlike Dr. Lindsey, I have not read your
proposal, but I think it is an interesting one. I am not averse to
the concept of a consumption tax of whatever sort—yours or an-
other.

I do have a concern, though—a couple. One is the problem of,
“We can get that wholesale.” If you have a consumption tax or a
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sales tax, people find some way of skirting around the sales tax at
the cash register and try to get goods wholesale or whatever.

Senator CARDIN. Of course, we then use the subtraction method,
which has been a very effective way of collecting taxes in other
countries. So the efficiency issues have been tested in other coun-
tries.

Mr. MURDOCK. I do think there is also a matter of shopkeepers
having to deal with additional paperwork. That is a bit of a concern
of mine. Not a deal killer, but those are words of caution I would
have about any kind of a sales tax.

Senator CARDIN. With the chair’s permission, I would like to, if
I could, have an extra 30 seconds to get a response.

Senator HELLER. Without objection.

Senator CARDIN. Mr. Rattner?

Mr. RATTNER. I am not that familiar with your bill. I apologize
for that. But I have no conceptual problem with a progressive con-
sumption tax. To me, at the end of the day, what you have to meas-
ure is, what is the full impact of all the taxes on individuals and,
for that matter, on business from a fairness or progressivity point
of view?

So if a progressive consumption tax—which, as you say, would
encourage investment—as used by many other countries around
the world, could be incorporated to achieve some of the revenue
goals that I mentioned consistent with maintaining at least the
current progressivity of the overall tax code, if not increasing it,
then I would have no problem with it.

Senator CARDIN. I will take that as an endorsement.

Dr. Boushey, very quickly.

Dr. BoUSHEY. Yes. I would agree with Mr. Rattner on this one.
I am certainly not opposed to a consumption tax. I am not familiar
with your legislation, but it sounds very interesting.

It has been remarkable that other countries have managed to im-
plement this kind of policy to great effect and have been able to
use that to boost revenue in ways that the United States has not.

So I applaud you for looking into this, because that could be a
solution to some of our problems.

Senator CARDIN. Thank you very much.

Thank you, Mr. Chairman.

Senator HELLER. Senator Casey, before you start, I just want to
remind everybody on the committee, let us try to stay within our
5 minutes. The chairman did say we had a hard stop at 10:20. I
just want to make sure everybody gets a chance to ask questions.

Senator Casey?

Senator CASEY. Mr. Chairman, thank you very much. I want to
thank Chairman Hatch and Ranking Member Wyden for having
this hearing, and I want to thank our witnesses for being here and
bringing your experience and your scholarship to these difficult
issues.

We need to do more of this for all of us to get to a resolution or
even a consensus on tax reform.

I will start with a chart that is not in the materials, just as a
predicate for my first question. I will start with Mr. Rattner.

One of the more alarming and maybe, for me, the most alarming
charts I have seen in a very long time was set forth in a January
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6, 2015 report by the Economic Policy Institute. And, among other
things, I will just read—Mr. Chairman, I would ask that this chart
be made part of the record.

Senator HELLER. Without objection.

Workers produced much more, but typical workers’ pay lagged far behind

Disconnect between productivity and typical worker’s compensation, 1948—2013
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Source: EPl analysis of unpublished Total Economy Productivity data from Bureau of Labor Statistics (BLS) Labor Productivity and Costs program,
wage data from the BLS Current Employment Statistics, BLS Employment Cost Trends, BLS Consumer Price Index, and Bureau of Economic Analysis
National Income and Product Accounts

Updated from Figure A in Raising America’s Pay: Why It's Our Central Economic Policy Challenge

ECONOMIC POLICY INSTITUTE

Senator CASEY. Thank you very much.

I would just read the two time periods. Let me read the headline
first. “Workers produced much more, but typical workers’ pay
lagged far behind.” And then the sub-headline is “Disconnect be-
tween productivity and typical worker’s compensation 1948-2013.”

Here is what it says. “1948 to 1973, productivity up 96.7 percent,
hourly compensation up 91.3 percent.” So almost a perfect align-
ment between productivity and wages.

Then the second part of the chart is 1973 to 2013, productivity
up still again, but only by 74.4; hourly compensation up 9.2 per-
cent—9.2. In the previous period, 91, now up just 9 percent.

So, in addition to the tax issues we are citing today, in addition
to the income inequality problem that we cite and also what drives
it, I believe the tax code is one of the substantial factors, maybe
not the only factor.

So with that as a predicate, I would start with you, Mr. Rattner.
On page 4 of your testimony, you say, and I quote, “The 1986 [tax]
law provided that capital gains would be taxed at the same rate
as ordinary income, a principle to which we should endeavor to re-
turn.” And then in the next line you give a cost for that of $120
billion per year.

I would ask you, in the context of this committee and ultimately,
we hope, the Congress arriving at a consensus on tax reform, how
should we evaluate that information that you point to on page 4,
meaning the recent trend toward lower taxation of capital gains
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r}ellat"aive to ordinary income? How do you think we should evaluate
that?

Mr. RATTNER. Well, first, Senator, the chart that you referred to
I have seen many times. I feel like it is engraved in my cerebral
cortex, because it is really an important chart and a scary chart.

I think the reasons for that mostly lie outside of the tax area,
and most relate to globalization and a lot of other factors we could
certainly talk about on another occasion.

With respect to the tax on capital income, while I am certainly,
as a Wall Street guy, very pro-investment and very sensitive to the
need for investment, as I said in my testimony, I have seen the
capital gains rate fluctuate to all kinds of different levels during
my career.

I have not detected any discernible alignment between the tax
rates and investment, work ethic, or anything of the sort, and I
think it is a basic element of fairness and the need for revenue in
the long run to try to bring the capital gains rate more in line with
the income tax rate, which would then also allow the marginal tax
rate on work to come down.

So to me, I just think it is a principle that we should all be work-
ing toward as part of any kind of comprehensive tax reform.

Senator CASEY. And you base that upon not only your work or
your scholarship, but as well on your own experience?

Mr. RATTNER. Well, I am not a scholar, so I base it on my experi-
ence. I see a lot of distinguished scholars here. I am sort of out
there in the real world, and I see what goes on every day in the
financial community, and my clear view is that, especially when it
was down to 15 percent and even as it has gradually risen, the tax
on capital gains and dividends is far too low.

Senator HELLER. Senator Casey, I have to cut you off. We have
to move on.

Senator CASEY. Let me just make one point on the chart, and I
will submit a written question to Dr. Boushey.

The reason I cite the EPI chart is not to say the tax problems
we are citing today cause it, only to say that, even if we have sub-
stantial tax reform, we are not going to get anywhere close to solv-
ing this wage problem.

So we have a lot more work to do than just tax reform.

Thank you, Mr. Chairman.

Senator HELLER. Thank you, Senator Casey.

Senator Isakson, if we can reduce to 4 minutes.

Senator ISAKSON. I will not cut anyone off, I promise.

Senator HELLER. Thank you.

Senator ISAKSON. I come from the State of Georgia, which is the
home to Neal Boortz and Congressman John Linder, who wrote
“The Fair Tax Book” 22 years ago, which was a New York Times
bestseller, which I think details the ultimate cash-based taxation,
Dr. Lindsey, if I am not mistaken. And it proposed a 23-percent
sales tax on those with an income above $32,000 and a repeal of
the income tax, the payroll tax, and the inheritance tax.

Are you (A), familiar with the book, and (B), do you have any
comment on the tax?

Dr. LINDSEY. Yes. It was a very good approach. My only variation
on that is, I think it would be easier administratively to move to
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a subtraction method, cash-based. Basically, it is a value-added
tax; do the sales tax that way.

Secondly, I think if you do that, you can have a two-tier tax that
would answer some of the progressivity questions that plague the
fair-tax proposal.

Senator ISAKSON. Thank you, and thank you for your work for
the country.

Mr. Murdock?

Mr. MURDOCK. I am familiar with the concept. I have not read
the book. I believe that, again, one word of caution to all of us is,
if people go to the supermarket and confront a 23-percent sales tax,
right on top of everything else, I think we have to be careful there
is not the temptation to say, “Okay, how can I pay cash? If I give
you cash, can I avoid the tax?” and so on. Will that lead to less rev-
enue than intended, therefore, the tax rate has to go to 25 to 27
to 30 percent, and so on and so forth?

So I would offer that word of caution.

Senator ISAKSON. Dr. Boushey?

Dr. BoUsHEY. I am not familiar with the book. While I think it
sounds interesting—and I will definitely follow up and look at it—
I would caution getting rid of—if I understood you correctly—get-
ting rid of the income tax.

I think that certainly, at least in this country, thinking about the
effects of the very high incomes that we are seeing today and the
income tax on both economic growth and productivity is something
that we cannot discount. But I would be happy to follow up with
that.

Senator ISAKSON. Thank you.

Mr. Rattner?

Mr. RATTNER. In the interest of time, I think Dr. Boushey said
essentially what I would have said.

Senator ISAKSON. Did you read the book, by chance?

Mr. RATTNER. I have not.

Senator ISAKSON. In fairness to my friends, I will make sure the
three of you who did not read it get a copy of the book. I have a
box of them at home that I have to get rid of somehow. [Laughter.]

Dr. Lindsey, I agree with your comment on quantitative easing.
I think it has masked some of our problems, and one of these days
we are going to pay the piper for it.

But there is another thing that contributes to income inequality
that I just wanted to mention before my minute runs out. The over-
regulation of government is causing a lot of stagnation in job
growth and I think is a suppressant on raises and income improve-
ment for workers.

Would you agree with that, Dr. Lindsey?

Dr. LINDSEY. Yes. I think complexity is certainly doing that more
than increased regulation. It is doing that at least as much as the
income tax. We have had an explosion in regulation recently.

Mr. MURDOCK. I agree with you completely. I will just give this
observation as someone who lives in Manhattan. The Empire State
Building was built in approximately, I believe it was 15 months—
start to finish. Try getting a permit to build a parking garage in
that amount of time. I think that illustrates the problem of over-
regulation that you raise.
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Senator ISAKSON. Dr. Boushey?

Dr. BOUSHEY. A lot of those regulations are actually local and not
Federal, if I understand things. So it seems like a different jurisdic-
tion.

But I would not make the argument that overregulation gen-
erally is the big problem. I mean, I would point to studies that
show that the United States has lower entrepreneurship than other
countries because we do not have the same sorts of social insurance
and strong middle class that give people the platform.

That is something that, if we want to sort of look at the regu-
latory framework that is stymieing entrepreneurship or the plat-
form that is allowing people to become entrepreneurs, it looks like
we have really erred on the side of not focusing on giving people
that platform.

So, if I were to focus on anything, I would focus there.

Senator ISAKSON. Not to be rude, but to comply, Mr. Rattner, I
am going to have to cut you off, because my minute just ended
right now.

Senator HELLER. Thank you. Try opening up a gold mine in Ne-
vada. It takes you 7 years to get through the Federal permits.

Senator Warner, and then Senator Scott.

Senator WARNER. Thank you, Mr. Chairman.

Let me echo one of the things my friend, the Senator from Geor-
gia, said. I do think there may be a way—is regulatory relief some-
thing we need to look at? I 100-percent agree.

Some of this, though, may be more involved in the timing of giv-
ing a decision than just the volume of regulation. So there are ways
to think through this, I think, that might give us a new look.

I want to make two comments and then, one quick question,
starting with Dr. Lindsey and then coming on down the line.

First, I want to also identify myself with Mr. Rattner’s remarks.
I love a lot of my colleagues who always go back and say, well, we
need to look at the 50-year historic run rate on revenues, which is
around 17.4 percent of GDP. What sometimes they forget to say is
that we never balance the budget at 17.4.

Based upon the new CBO data, the way they measure this, it is
usually between 18.5 percent and 19.5 percent, and clearly we need
to bring down spending. And I have taken some arrows for sugges-
tions I have made about entitlement reform.

But without the revenue piece, we are never going to be able to
grapple with this. And I would point out—and I appreciate the
panel’s comments on the consumption tax. I do think it is impor-
tant to remind ourselves, whenever anyone cites other nations’ cor-
porate tax rates, that every one of these other nations that has this
enormously lower corporate tax rate has a consumption tax, VAT,
however you want to frame it. So we ought to be comparing apples
to apples.

I guess the question I have—and I want to start with you, Dr.
Lindsey, and I appreciate all the work that we have had to do in
the past together, and this is kind of an out-there question.

But traditional economics, in terms of the mismatch between
capital and labor, everything we have is about aggregating capital,
and everything in our tax code, from capital gains to depreciation
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to interest expenses, values capital over labor, because in the past,
labor has always been abundant, capital has been scarce.

Is there anything that has happened in the last 30 to 40 years,
with overall increase in valuations, with the in-flows of capital,
with the diminishment of skilled labor, that has kind of fundamen-
tally changed that equilibrium? Should there be in our tax code
some approach that says we should put a little more value on
skilled labor versus the tremendous biases we have in the tax code
towards capital? Right down the line.

Dr. LINDSEY. It would certainly benefit me if we did that. So I
am all for it.

Senator WARNER. Say again, I am sorry.

Dr. LINDSEY. I said 1t would certainly benefit me if we did that,
because I feel overtaxed, especially compared to Mr. Rattner.
[Laughter.]

But I would urge pursuing that line of reasoning because of two
reasons. One is the excess complexity of defining the difference be-
tween labor and capital that now applies because things have got-
ten so complicated as to what is labor and what is capital.

Secondly, I think one of the reasons for the big changes in the
last few years, in particular, has been that artificially low prices
of capital imposed by the government greatly increase valuations
in that sector, greatly increase rent-seeking behavior in that sector.
Whe will ultimately, as Senator Isakson said, pay a huge price for
that.

But I think a lot of the distortions we are now seeing in terms
of income distribution and the definition of capital and labor in-
come come from that source and not from the tax code.

Senator WARNER. Quickly, down the line.

Mr. MURDOCK. Rather than that, I would recognize the fact that
income tax revenue now is, I believe, a record $1.2 trillion, approxi-
mately, according to the Tax Foundation. If we want to bring the
budget into balance, what I would do is implement the Penny Plan,
in which you spend 100 cents on the dollar this year, next year
$0.99 on the dollar, then $0.98. Within about 5 years, the budget
comes into balance in, I think, a rather painless way. And you say
to people running Federal agencies, “Okay, cut a penny from your
budget this year, cut another penny the next.” And if you are any
kind of a competent manager, you ought to be able to squeeze one
penny out of your budget every year for 5 years and, therefore, bal-
ance the budget.

Dr. BOUSHEY. Very briefly. I would direct you to page 7 of my
written testimony that references a couple of studies that look at
this question, and I can follow up afterwards, in the interest of
time.

Senator WARNER. Thank you, Mr. Chairman.

Senator HELLER. Thank you.

Senator Scott?

Senator SCOTT. Thank you, Mr. Chairman.

I just wanted to thank my colleagues for leaving me the balance
of the time between now and 10:20 to use at my discretion. Thank
you very much for those 20 minutes. [Laughter.] I will try to fill
these minutes appropriately. I appreciate that time, sir. I will ig-
nore your 4-minute time that just started.
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Dr. Lindsey, I speak at a school in South Carolina every month.
I think the future is in those schools. I want to spend time under-
standing and appreciating what is in their minds and how they
view the issue of fairness, and it very often comes up.

One of the questions I typically ask is, if an American or a bunch
of Americans earn 22 percent of AGI, but they pay 38 percent of
the taxes, is that fair? And I have not found a child so far who
thinks that is fair.

Now, I ask a question, if 50 percent of the folks make 11 percent
of the income and only pay 3 percent of the taxes, is that fair? I
have not found a kid yet who believes that is fair.

Now, certainly, we appreciate the progressive nature of the tax
code, but most kids—I speak in many inner-city schools—cannot
understand and appreciate that the definition that we use for “fair”
does not match anything that they would use for “fair.”

So from my perspective, help me understand why those kids are
wrong when they believe that, disproportionately, if you make X
and you pay twice as much, that is unfair. That makes sense to
me.

Dr. LINDSEY. That is because they have not been to Harvard yet.
[Laughter.]

Senator SCOTT. Let me make that note really quickly here, sir,
because I think you have a point.

Dr. LINDSEY. I think the comments on this definition of fairness
are exactly what you are saying. Maybe because I have been
around too long I am actually somewhat persuaded by the notion
of progressivity, but I think there has to be some limit on that.

As I have noted in chart 2 of my paper, the ratio of the average
taxes paid at the top to those paid at the bottom has increased dra-
matically over the last few years. So I think we are now pushing
the limits on that.

Secondly, in spite of that fact, we have a rise in income inequal-
ity. So at best, it is ineffective, and at worst, I think it is per-
nicious.

Senator ScoTT. We were talking earlier about the impact that
our tax code and the regulatory burden may have or may not have
on creating or stopping entrepreneurs from being creative.

Having been an entrepreneur for the last 20 years, I will tell you
that one regulatory burden is not knowing your regulatory bur-
dens. Frankly, as an entrepreneur, when you add them all to-
gether, whether it is the State, whether it is the local, whether it
is unfunded mandates that come down from the Federal Govern-
ment, the fact of the matter is that the challenge that we face as
entrepreneurs is that we do not have an HR department, we do not
have a gang of lawyers waiting to do work for free. We take that
role upon ourselves.

You put on top of that the inability to find access to capital be-
cause of the increase in the capital gains tax, and you start stifling
the innovative nature of entrepreneurs who typically hire people
from their own communities, which then has a disproportionate ef-
fect on smaller businesses, on minority communities, and those
companies that are not yet legacy companies.

Would you like to comment on that, Mr. Murdock?
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Mr. MURDOCK. I think you are absolutely right, Senator. I think
that you have companies facing local regulations, State regulations,
Federal regulations, in many instances, not knowing what the reg-
ulations are with Obamacare.

For example, you are starting a company and trying to figure out
what your labor costs are, and there are a lot of questions as to
what the subsidies will be or not be, how much are you going to
make, what will your premium be, et cetera, and there are just a
lot of question marks. I never have seen a spreadsheet where there
is a question mark on the bottom line that will help you make any
sort of a decision.

So I think regulatory relief needs to be part of the equation to
advance freedom and prosperity across the board and, as you say,
especially in minority communities across the country.

Senator SCOTT. I know my time is up now. Do I have time for
another question?

Senator HELLER. It is 10:22. We did have a hard stop because of
the Prime Minister’s address to the Congress. If you could make it
quick, I do not have a problem with it.

Senator ScoTT. Certainly. Mr. Murdock, one thing I noted in
your comments had to do with school choice. In my opinion, when
we think about the issue of tax fairness and moving forward, if we
do not educate those kids who are going to help us solve the prob-
lem of entitlement spending, we find ourselves in a very unfair po-
sition moving forward, and certainly they do as well.

When I look at the impact in the tax code of not providing pref-
erences to those parents who are already paying for public edu-
cation but are unable to find a high-performing school in their
neighborhood, it seems to me consistently unfair that that person,
a single mom like mine, will pay the tax but will not be able to
afford to send their student, their child, to a school of their own
choosing.

That, to me, seems to be fundamentally unfair, number one, and,
number two, seems to lead to great disparity in who can pay taxes
and who will pay taxes long-term.

Thoughts?

Mr. MURDOCK. I think you are correct about that. I think one of
the things that fuels the inequality on which we focus today is the
fact that a lot of people who are stuck, either with poor jobs or no
jobs, they are not getting the kind of educations they need in order
to get the knowledge and skills and even the contacts that they
need in order to prosper in society.

And one of the ways out, and one of the ways to improve this,
is school choice to improve inner-city schools so that children actu-
ally can get a chance to learn something, to get the skills to be able
to graduate out of high school, when the high school graduation
rate in a lot of urban centers—the dropout rate, I should say, is
around 50 percent. Half the kids are not graduating high school.
They never catch up, and they stay behind for life; not just for 4
or 5 years, but for life.

That is a national crisis, and I think, unfortunately, the govern-
ment school system in the United States, I describe as a system
largely of institutionalized child abuse.

Senator HELLER. Senator Scott, I need to move on.
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Senator SCOTT. Yes, sir.

Senator HELLER. I want to thank the witnesses who were here
today. I want to thank all the Senators who participated. And I
have to tell you, I have enjoyed sitting in this seat, as temporary
as it may be.

That being said, any questions for the record should be sub-
mitted no later than Tuesday, March 10th.

This hearing is adjourned.

[Whereupon, at 10:25 a.m., the hearing was concluded.]
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Taxation and Fairness in an Era of High Inequality

INTRODUCTION

I would like to thank Chairman Hatch, Ranking Member Wyden, and the rest of
the Committee for inviting me here today to testify.

My name is Heather Boushey and I am Executive Director and Chief Economist
of the Washington Center for Equitable Growth. The center is a new project devoted
to understanding what grows our economy, with a particular emphasis on under-
standing whether and how rising levels of economic inequality affect economic
growth and stability.

I'm honored to be here today to discuss a very important topic: the relationship
between fairness and taxation. Over the past several decades, economic inequality,
on a variety of measures, has increased in the United States. The benefits of eco-
nomic growth have flowed primarily to households and individuals at the top of the
income and wealth ladders. We need to keep this fact in mind when we consider
taxation and fairness in the years ahead.

There are three major conclusions from my testimony:

e As inequality has increased, the tax code has not kept pace with this change.
The tax code does less to reduce inequality than it did in the late 1970s

o Efforts to reduce inequality are not in tension with economic growth. A variety
of research shows that steps taken to reduce inequality do not significantly
hinder economic growth

e There are policy options that can make the tax code more progressive that will
have broad benefits for everyone

The rest of my testimony will focus on documenting the rise in inequality, review-
ing the academic research on the effects of taxation, and some thoughts about where
policy should go forward.

THE RISE OF INEQUALITY

Inequality, at least in the popular conversation about it, is talked about like it
is a single phenomenon. Even the most widely used measure of inequality, the Gini
coefficient, treats it as such. If the coefficient rises, we know that inequality has
gone up. But what we don’t know is how exactly inequality has increased.

In short, the story of the past four decades when it comes to inequality is a rapid
rise in incomes and wealth for those at the top, slower growth for the middle com-
pared to earlier time periods, and stagnation, if not outright declines, for incomes
at the bottom of the ladder.

According to data from Paris School of Economics professor Thomas Piketty and
University of California-Berkeley economist Emmanuel Saez, the average pre-tax in-
come of the top 1 percent grew by 178 percent from 1979 to 2012. Correspondingly,

(29)
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the top 1 percent’s share of pre-tax income has increased from 8 percent to 19 per-
cent over the same time period.!

At the same time, inequality of wealth has been rising as well. According to re-
search by Saez and London School of Economics professor Gabriel Zucman, the
share of wealth going to top 0.1 percent of households has increased to 22 percent
in 2012 from roughly 7 percent in 1979. That’s a 3-times increase in the share of
wealth held by the top 10 percent of the top 1 percent. The reason for this rise?
The rich have a much higher savings rate than the rest of population and the in-
crease income inequality appears to be calcifying into wealth inequality as the rich
save their incomes.2

According to data from the Congressional Budget Office, the pre-tax, pre-transfer
income of the median U.S. household grew by an average of 0.9 percent a year from
1979 to 2007, the last year before the Great Recession. That growth rate is consider-
ably slower than the 4.7 percent a year for the average income of the top 1 percent
of households.3

For those at the bottom, the reductions in poverty over the past several decades
have been driven almost entirely by tax-and-transfer programs.? This means that
our anti-poverty programs are working to reduce material hardship. Whether they
have reduced it enough is another question. But this research also raises concerns
about how the labor market is working for those at the bottom of the ladder.

Another shift toward inequality has been the shift of income from labor income
(salaries and wages) toward capital (business income and capital gains). This shift
matters for inequality because the distribution of capital income is far more unequal
than the distribution of labor income. Households at the bottom and the middle of
the income ladder rely much more on labor as a source of income than capital.5 And
capital income is concentrated much more at the top of the income ladder.

As these shifts in inequality occurred, the federal tax system was doing less to
reduce inequality, though the federal tax system is still progressive. A quick look
at Figure 1 below shows how much the top marginal tax rate for labor income has
been declining since the early 1980s.

However as the top rate has decreased, the improved economic performance that
we might expect given the conventional wisdom doesn’t show up in the data. Figure
2 shows no discernible relationship between employment growth and the level of the
top marginal tax rate. If cutting taxes resulted in stronger employment growth then
there would be a discernible pattern in the years between 1948 and 2014, rep-
resented by a green dot in Figure 2. There is no pattern.

1Thomas Piketty and Emmanuel Saez, “Income Inequality in the United States, 1913-1998,”
The Quarterly Journal of Economics 118, no. 1 (February 2003): 1-39.

2 Emmanuel Saez and Gabriel Zucman, Wealth Inequality in the United States since 1913: Evi-
dence from Capitalized Income Tax Data (National Bureau of Economic Research, 2014), http:/ /
www.nber.org [ papers [ w20625.

3 Congressional Budget Office, The Distribution of Household Income and Federal Taxes, 2011
(Washington, DC, November 12, 2014), https:/ /www.cbo.gov | publication | 49440.

4 Christopher Wimer et al., Trends in Poverty with an Anchored Supplemental Poverty Meas-
ure, IRP Discussion Paper (Madison, WI: Institute for Research on Poverty, December 2013).

5 Congressional Budget Office, Trends in the Distribution of Household Income from 1979-2007
(Washington, DC: Congressional Budget Office, 2011).
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Figure 1

Evolution of the Top Marginal Tax Rate for Ordinary Income
From 1948 to 2014
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Figure 2

No Obvious Relationship Between Top Tax Rate and Employment Growth
From 1948 to 2014
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The lack of any obvious relationship isn’t the case for just employment growth.
Figure 3 below shows that there is no clear correlation between the growth in labor
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productivity, one of the key sources of long-run economic growth, and the top mar-
ginal tax rate.

Figure 3

No Obvious Relationship Between Top Tax Rate and Productivity Growth
From 1948 to 2014
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A more in-depth treatment of the relationship between tax rates and macro-
economic growth can be found in a 2012 Congressional Research Service report by
Thomas Hungerford.®

Now it’s true that the federal income tax has become slightly more progressive
by some measures. But more tax revenue has come from payroll taxes, which have
become less progressive. And those at the top of the distribution are paying a large
share of federal income taxation. According to Congressional Budget Office data, the
top 1 percent of earners had 14.2 percent of federal tax liabilities in 1979. By 2011,
that share increased to 24 percent.”

Yet over that same time period, the top 1 percent’s share of pre-tax income in-
creased from 8.9 percent to 14.6 percent.® So if progressivity is measured by the dis-
tribution of taxes paid, then progressivity has gone up. But that measure doesn’t
account for the rising inequality in the distribution of income. The result of inequal-
ity increasing as the tax system does less to reduce inequality (as a CBO report
points out) is that the inequality of incomes after taxation has increased more than
the inequality of income before taxation.?

Why should we care about the rise in inequality? There’s an emerging consensus
in economic research that high levels of inequality can threaten economic growth.
My colleague Carter C. Price and I went through the research literature on the rela-
tionship between inequality and growth and found that research points toward a
negative relationship.l9 As inequality goes up, economic growth tends to go down.

6Thomas L. Hungerford, Taxes and the Economy: An Economic Analysis of the Top Tax Rates
Since 1945 (Updated) (Washington, DC: Congressional Research Service, December 12, 2012),
https: | /www.fas.org [ sgp/crs/misc/R42729.pdf.
;ﬁ)oggressional Budget Office, The Distribution of Household Income and Federal Taxes, 2011.
1d.

9 Congressional Budget Office, Trends in the Distribution of Household Income from 1979-
2007.

10Heather Boushey and Carter C. Price, How Are Economic Inequality and Growth Con-
nected? A Review of Recent Research (Washington, DC: Washington Center for Equitable
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A recent paper by researchers at the International Monetary Fund further finds
that redistribution does not necessarily hamper growth.1! The exact reason for this
apparent relationship is unclear and my organization was founded to help better un-
derstand it. But the evidence as it stands is cause to seriously grapple with the neg-
ative effects of inequality.

ACADEMIC RESEARCH ON TAXATION

Given the rise in inequality, what can tax policy do about this trend? One poten-
tial concern about taxation is that in an effort to reduce inequality, it can reduce
economic growth and cause more problems than were already there. An increase in
labor taxation might cause some workers to work less or an increase in capital tax-
ation }Ilnight cause a reduction in savings, both of which are important for economic
growth.

These assumptions are widely held by policymakers and economics commentators.
And to a certain extent they are true. But the level of taxation at which these prob-
lems would occur is much higher than usually expected.

On the subject of income taxation, a body of new research shows that labor in-
come taxes for those at the top of the income ladder have no adverse effect on eco-
nomic growth. A paper by Nobel Laureate Peter Diamond and UC-Berkeley econo-
mist Emmanuel Saez reviewed the research literature on income taxation and finds
that progressive taxation is well-supported by the research.

When it comes specifically to top rates, another paper by Saez along with Thomas
Piketty and Harvard University’s Stefanie Stantcheva look at the underlying forces
that determine what the optimal level of taxation could be. After accounting for a
variety of factors, the three economists find that the top marginal rate could be as
high as 83 percent without affecting economic growth.12 I wouldn’t take this paper
as evidence that the United States could increase its top income rate to such a level.
Rather, the result is instructive that tax rates could be significantly higher without
major adverse effects.

Research also shows that reducing certain tax expenditures wouldn’t negatively
affect the economy either. Research that shows tax incentives are often ineffective
at incentivizing behavior. The tax code may provide a tax break for a certain behav-
ior on the belief that this economic incentive will dramatically change behavior, but
some work casts doubt on how much behavior is changed by these kind of incen-
tives. Take, for example, Harvard economist Raj Chetty’s work on retirement sav-
ings decisions. He and his co-authors look at millions of data points on changes in
retirement savings after a change in tax policy in Denmark. What they found is that
85 percent of workers were non-responsive to changes in tax incentives and savings
rates didn’t decline.13 Of course, this result isn’t perfectly applicable to the U.S. sit-
uation. But its results are suggestive and should be considered in the U.S. policy
situation.

New research also challenges the idea that capital taxation will invariably result
in lower savings and consequently lower economic growth. Recent work that shows
the long-held belief that capital income shouldn’t be taxed at all is flawed. A paper
by Piketty and Saez shows the flaws with the famous Chamley-Judd assumptions.4
Chamley-Judd assumptions imply that savers have infinitely long-time horizons
when thinking about saving for the future. If I care about the returns on my savings
very, very far in the future, then a tax on savings would end up compounding to
a point where the burden is immense. Taxing capital in this situation would dras-
tically reduce savings. But Piketty and Saez show that this assumption doesn’t hold

Growth, October 2014)Attp:/ /equitablegrowth.ms.techprogress.org/?post_type=work&p=6900&
preview=true.

11 Jonathan D. Ostry, Andrew Berg, and Charalambos G. Tsangarides, Redistribution, In-
equality, and Growth, Discussion Note, IMF Staff Discussion Note (Washington, DC: Inter-
national Monetary Fund, February 2014),

http: | |www.imf.org [external | pubs/ft/sdn /2014 sdn1402.pdf.

12Thomas Piketty, Emmanuel Saez, and Stefanie Stantcheva, “Optimal Taxation of Top Labor
Incomes: A Tale of Three Elasticities,” American Economic Journal: Economic Policy 6, no. 1
(February 2014): 230-71, doi:10.1257/pol.6.1.230.

13Raj Chetty et al., Active vs. Passive Decisions and Crowdout in Retirement Savings Ac-
counts: Evidence from Denmark, Working Paper (National Bureau of Economic Research, No-
vember 2012), http:/ /www.nber.org [ papers /w18565.

14Thomas Piketty and Emmanuel Saez, A Theory of Optimal Capital Taxation, Working
Paper (National Bureau of Economic Research, April 2012),

http:/ |www.nber.org [ papers | w17989.
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up under scrutiny. And a recent paper by Ludwig Straub and Ivan Werning of the
Massachusetts Institute of Technology shows that the zero taxation result doesn’t
even hold up within the Chamley-Judd framework.15

There is also the assumption that reducing capital taxation will induce corpora-
tions into investing more. The reduction in taxation supposedly will increase the re-
turn to investment. But research by the University of California-Berkeley’s Danny
Yagan finds that the 2003 dividend tax cut didn’t have any effect on investment or
employee compensation. Yagan compares the investment behavior of public compa-
nies, which would were affected by the tax cut, with the behavior of privately held
companies. What he found was that the public companies, which should have in-
vested more due to the tax cut, didn’t invest more than similar privately held com-
panies.16

Another possible form of capital taxation is increased taxation of bequests and in-
heritances. A 2013 Econometrica article by Piketty and Saez argues that the optimal
tax rate for inheritances for the United States may be as high as 60 percent. And
that the rate would be even higher for those at the very top. In their paper a high
inheritance tax is optimal if those bequeathing wealth are relatively unaffected by
taxation, inheritances are very unequally distributed and society favors work over
inheritance. And the United States fits this description, hence the high level of tax-
ation found in their paper.1?

With this knowledge, what can we say about tax policy moving forward?
POSSIBLE POLICY STEPS

So we know that inequality has risen in the United States over the past several
decades. At the same time we have learned from research that there is more room
to make the tax code more progressive to help reduce inequality. There are quite
a few policies that could move the tax code in that direction.

There are many examples of changes that would be consistent with the literature.
Two that are on the table right now would be eliminating the “stepped-up basis”
for taxation of bequests and expanding the Child Tax Credit and making it perma-
nent. A rather large loophole currently exists when it comes to the taxation of cap-
ital gains. When a person inherits, say, a large amount of stock holdings from a par-
ent, the inheritor is only taxed on the gains made after they inherit the stocks.18
So if a parent bought a stock at $1 and it appreciates to $99 before the child re-
ceives the stock, then the child would only be taxed on the gains over $99. So the
capital gains that occurred over the lifetime on that asset since it was first pur-
chased aren’t taxed as income.

If we are concerned about the possibility of families passing along large estates
to children and the potential damages that could have on the vitality of the econ-
omy, this seems like a loophole we should close. There are a variety of other ideas
for taxation in this area, including eliminating the carried interest loophole, where-
by hedge fund managers do not pay the ordinary income tax. David Kamin, a pro-
fessor at New York University School of Law, outlines a menu of options for taxing
the wealth of the very wealthy, including transfer taxes, raising the ordinary income
tax rates or limiting deductions and exclusions.1?

But we can also do a variety of things at the low end of the income ladder. One
example is the Child Tax Credit, which provides workers with children a tax credit
of up to $1,000 per child in hopes of offsetting the costs of raising a child. The tax
credit is currently partially refundable for a set percentage of income (15 percent)
over a set threshold (currently $3,000). The value of the tax credit has been in-
creased and the threshold decreased, both temporarily, in recent years.20 I rec-
ommend making these reforms permanent. Given the rising costs of child care and

15 Ludwig Straub and Ivan Werning, Positive Long Run Capital Taxation: Chamley-Judd Re-
visited, Working Paper (Cambridge, MA: National Bureau of Economic Research, August 2014),
http: | Jwww.nber.org | papers | w20441.

16 Danny Yagan, Capital Tax Reform and the Real Economy: The Effects of the 2003 Dividend
Tax Cut, Working Paper (Berkeley, CA, May 2014),

http:/ |eml.berkeley.edu /~yagan | DividendTax.pdf.

17Thomas Piketty and Emmanuel Saez, “A Theory of Optimal Inheritance Taxation,”
Econometrica 81, no. 5 (2013): 1851-86, doi:10.3982/ECTA10712.

13 ]%azlfid Kamin, “How to Tax the Rich,” Tax Notes 146, no. 1 (January 5, 2015): 119-29.

19 Tbid.

20Tax Policy Center, Taxation and the Family: What Is the Child Tax Credit? (Washington,
DC, n.d.), http:/ www.taxpolicycenter.org | briefing-book | key-elements | family  ctc.cfm.
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the incredibly important role of children and the development of their future talents
for the future growth of the economy, giving parents more funds to help raise chil-
dren makes sense.21

CONCLUSION

The past four decades have been a period of high and rising inequality in the
United States. Tax policy has an important role to play in the policy response to
this major shift in our economy. It cannot, and should not, be policymakers’ sole re-
sponse. But changes are needed.

Our economy currently isn’t creating prosperity that is broadly shared. And it
hasn’t for a while. Today’s hearing is an important contribution to the conversation
about how to get our economy on a track to creating shared prosperity for all Ameri-
cans.

QUESTIONS SUBMITTED FOR THE RECORD TO HEATHER BOUSHEY, PH.D.

QUESTIONS SUBMITTED BY HON. ORRIN G. HATCH

Question. Dr. Boushey, would you explain your statement that there is no correla-
tion between growth in labor productivity and the top marginal tax rate?

Answer. A 2012 Congressional Research Service report by Thomas Hungerford
analyzed the relationship between the 65 year decline in top statutory tax rates and
economic growth. He found that top tax rates had little association with savings,
investment, and productivity growth. It is often argued that lower tax rates increase
investment, innovation, improvement in labor skills, entrepreneurship, and en-
hanced competition, which are factors in increasing productivity. Thus, it would
seem that lowering tax rates would have a positive effect on these factors and would
enhance productivity growth. The figure below shows that no positive or negative
relationship exists between the top marginal tax rate and productivity growth.

No Obvious Relationship Between Top Tax Rate and Productivity Growth
From 1948 to 2014

ymous Ajiaianpoud Joge

25% 35 45 55 65 iZ5] 85 95
Top marginal tax rate

Nashington Center
Source: U.S. Internal Revenue Service and the Bureau of Labor Statistics Washington Center

21 Heather Boushey and Alexandra Mitukiewicz, Job Quality Matters: How Our Future Eco-
nomic Competitiveness Hinges on the Quality of Parents’ Jobs (Washington, DC: Washington
Center for Equitable Growth, June 2014),

hittp:/ | ms.techprogress.org | ms-content /uploads [ sites | 10/2014 /06 | 062014-parental-jobs.pdf.
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Question. In your testimony you state that “as inequality goes up, economic
growth tends to go down.” Indeed, I think it would be fair to say that that is a
theme in your testimony. So, can you please explain that? Dr. Lindsey emphasizes
the importance of economic growth and growth in labor productivity. You emphasize
that to get growth, we need to address the problem of inequality. So, please explain
why rising inequality harms economic growth.

Answer. The most cutting edge studies show that higher inequality is associated
with slower income gains among those not at the top of the income and wealth spec-
trum. The newest research, “Redistribution Inequality, and Growth,” by Johnathan
Ostry, Andrew Berg, and Charalambos Tsangarides, analyzes inequality across de-
veloping and advanced countries and within the United States and finds that, in
the long term, inequality is negatively related to economic growth. It also finds that
countries with less inequality and a larger middle class have stronger and more sta-
ble growth.

Economic theory suggests that this may be because inequality may inhibit the
ability of talented, but less fortunate individuals to access opportunities or credit,
dampen demand, create instabilities, and undermine incentives to work hard, which
may reduce economic growth. As inequality grows, it may also create a relatively
larger group of low income individuals who are less able to invest in health, edu-
cation, and training, which may also slow economic growth.!

Question. In your testimony you embrace a study of the retirement system in Den-
mark that concluded most workers there are not responsive to changes in tax incen-
tives, although you also acknowledge that the result in Denmark may not apply in
the U.S. system. The Finance Committee has held hearings on the U.S. retirement
system. The evidence we have received in the committee indicates that business
owners are motivated to help their employees save, but also are motivated to save
for their own retirement. And business owners use the cash flow generated from the
tax breaks for sponsoring plans to pay for matching contributions that go to their
workers accounts. If the tax incentives are too low, owners won’t bother to have a
plan at work and workers will lose out. Now, owners can find other ways to save.
But it is much harder for low wage workers to find good alternatives to a plan at
work. And a plan at work is the best place for average workers to save. If we reduce
the tax incentive in the U.S. as you seem to suggest, what will we do to counter the
relducz,;ion in coverage for average workers when owners close retirement savings
plans?

Answer. I pointed to the paper, “Active vs. Passive Decisions and Crowd-out in
Retirement Savings Accounts: Evidence from Denmark,” by Raj Chetty because it
questions whether policymakers are indeed having the desired outcome they want.
Their research finds that 85 percent of individuals are passive savers and do not
respond to tax subsidies. The other 15 percent of individuals in the study are active
and respond to tax subsidies by shifting assets.

If owners decide to stop offering retirement plans, there are solutions, consistent
with this literature, that will allow workers to continue saving. For example, policy-
makers may want to look to solutions like the myRA program or the Illinois Secure
Choice Savings Program to find how pieces of these programs might be implemented
to serve savers across the country.

Question. Common sense tells us that if the lion’s share of an additional dollar
of income is extracted by the government in taxes, leaving little to the income recipi-
ent on an after-tax basis, the incentive to perform whatever activity it is that gen-
erates the income is dulled. And this is true up and down the income scale in our
existing tax code. At the lower end, for example, some earners can face marginal
tax rates above 100 percent, once phase-outs and eligibility rules for various pro-
grams are taken into account. To be clear, I don’t like high effective marginal tax
rates facing anyone, because of the undesirable incentives they put in place. And,
I believe that there are federal programs with eligibility rules that are confusing
and serve as silos, without any sense that they were designed to account for how
the various rules can adversely interact. My question is whether there is room in tax
reform to consolidate, streamline, and simplify the myriad of low- and moderate-
income support programs to at least reduce high effective marginal tax rates facing
many low-income earners and thereby improve the tax system for those earners?

1Heather Boushey and Carter C. Price, How Are Economic Inequality and Growth Connected?
A Review of Recent Research (Washington, DC: Washington Center for Equitable Growth, Octo-
ber 2014), http:/ /equitablegrowth.ms.techprogress.org [ ?post_type=work&p=6900&preview=true.
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Answer. Yes, conceivably there is a way to streamline these programs, but, if the
concern is high effective marginal tax rates, the concern cannot be wholly addressed
using the tax code. Some of these high effective tax rates are driven by means tested
spending programs.

Question. In reviewing today’s testimony and the dialogue between members and
witnesses, you could get the impression that Democrats are solely concerned with
vertical equity. Vertical equity is measurement of the tax burdens among income
cohorts. Distribution tables are treated as a fetish. Republicans, on the other hand,
are delving into the issue of horizontal equity. I find it curious that Finance Com-
mittee Democrats weighed in on aspects of horizontal equity in a letter to the Chair-
man, dated January 29, 2015. The sentence is as follows: “Any reform package must
take into account the varying cost of living differences among States and regions,
and ensure all middle class families are protected regardless of where they live.”
Should we exclusively look at distribution tables?

Answer. The U.S. tax code could be improved in a variety of ways. We should be
concerned about the effects about on the distribution of income and wealth. But at
the same time, concerns about horizontal equity are also important. Not only on a
geographic basis like in your example, but also based on other characteristics. Two
households with the exact same income could have very different tax liabilities be-
cause one household owns a home and the other does not.

Question. Dr. Boushey, you assert in your testimony that higher levels of tax on
income from capital may not hurt savings and may not hurt economic growth.
Should capital gains be taxed at the same rates that ordinary income (including all
income from labor) are taxed? Or, should capital gains continue to receive pref-
erential treatment under the Code?

Answer. Given the research I cited about the economic impact of capital taxation,
I believe there is evidence that the gap between the two tax rates should be closed.
A difference between the tax rates for capital gains and ordinary income can lead
to gamesmanship of the tax code. Consider the carried interest tax loophole that al-
lows the income of some managers of large investment firms to be taxed at the pref-
erential capital gains tax rate.

Question. You write in your testimony that there is a 3-times increase in savings
by the super-wealthy between the years 1979 and 2012. Is that a bad thing? Isn’t
higher savings associated with higher economic growth?

Answer. In my testimony, I stated that there is a 3-times increase in the share
of wealth held by the top .1 percent. This means that wealth is concentrated in the
hands of few.2 It appears that income inequality is calcifying into wealth inequality
as the wealthy have higher savings rates. Such wealth inequality could have impor-
tant implications for our economy.

Question. Peter R. Orszag, former OMB director and former CBO director, pub-
lished “To Fight Inequality, Tax Land” at the same time the hearing was scheduled
to begin—9 AM, Tuesday, March 3. See http://www.bloombergview.com [articles/
2015-03-03 [ to-fight-inequality-tax-land. Do you have any reaction to Dr. Orszag’s ar-
ticle? In particular, please share any thoughts you have on this segment from the
article: “Joseph Stiglitz . . . argules] that Piketty has misdiagnosed the problem of
wealth and income inequality, including by ignoring the crucial role of land and
housing. And as a result, Piketty’s policy proposals may do more harm than good.”
Please share any thoughts you might have on this paragraph:

Stiglitz also argues for imposing a land value tax, to directly address this source
of increasing wealth inequality. Economists have long favored such a tax, be-
cause it does little or nothing to distort incentives: Since land is roughly fixed
in supply, there’s little one can do to escape a land tax. Indeed, from the per-
spective of economic efficiency, a land value tax scores higher than even a
value-added tax, which is typically seen as the most efficient form of taxation.

Answer. There are a variety of forces that have contributed to the rise of income
and wealth inequality over the past several decades, and as Dr. Orzag points out,
the increase in the value of land appears to be one such force. I think the topic of
larlld taxation is one worthy of future research and debate in the context of other
policies.

2Emmanuel Saez and Gabriel Zucman, Wealth Inequality in the United States since 1913: Evi-
dence from Capitalized Income Tax Data, Working Paper, (October 2014), hitp://gabriel-
zucman.eu/files | SaezZucman2014.pdf.
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Question. Your testimony displays, in Figure 1, the “Evolution of the Top Mar-
ginal Tax Rate for Ordinary Income: From 1948 to 2014.” You identify that the Fig-
ure “shows how much the top marginal tax rate for labor income has been declining
since the early 1980s.” Were there any variations over that period in the level of
taxable income to which those rates apply? If so, could you explain them?

Answer. The beginning of the top income tax bracket has fluctuated over time.
For a Head of Household, the dollar amount at which the top rate kicks in has been
anywhere from $46,000 to $2.8 million, in 2013 inflation-adjusted dollars, during the
period of 1948 to 2012. The level for 2013 was $416,383. These levels have fluc-
tuated over the years as the tax rate has been changes and brackets shifted around.
But for the purposes of the graph I presented, these cutoffs are not a major concerns
as the tax rate on the very highest earned dollar is the relevant metric.

Question. Your testimony uses the highest bracket “tax rate for regular tax” from
Internal Revenue Service Statistics of Income data and, in figures 2 and 3, provides
scatter plots of, respectively, employment growth and the top marginal tax rate, and
labor productivity growth and the top marginal tax rate. You use lack of correlations
to argue, for example, that “[ilf cutting taxes resulted in stronger employment
growth then there would be a discernible pattern in the years between 1948 and
2014. . . .” Do you believe that the top marginal tax rate measure that you use is
a sufficient statistic to capture any measure of the concept of “cutting taxes” that
you identify, and one that could adequately capture the dynamic effects of changes
in tax rates on important macroeconomic aggregates? Are you aware of any analyses
of changes in tax rates that provide evidence that the changes influenced important
macroeconomic aggregates such as employment growth or labor productivity or ac-
count for cross-country differentials in labor market aggregates? Are you aware of
any analyses of changes in tax rates that provide evidence that lower tax rates con-
tributed to increased equity valuations, benefiting pension holders of all income lev-
els? Do you believe that contemporaneous correlations between tax rates and eco-
nomic aggregates, or stylized correlations of the type used in the Hungerford paper
that you cite which are based on simple regressions with a few time leads or lags,
adequately capture long-run dynamic effects of changes on economic aggregates, in-
cluding quantities and prices?

Answer. The correlations I presented as well as the kind from the Hungerford are,
of course, not full blown economic analysis of the question between reductions in top
income rates. Rather, these correlations were intended to show that while reduction
in taxation might has a positive effect on economic growth depending upon the level
of taxation, these kinds of tax cuts are not sufficient for faster economic growth.

Question. You argue in your testimony that progressivity, as measure by the dis-
tribution of taxes paid, has gone up. Yet, you also argue that “that measure doesn’t
account for the rising inequality in the distribution of income.” Is it your belief that
progressivity, as measured by the distribution of taxes paid, is invariant to the dis-
tribution of income and, hence, such a measure does not account for changes in the
distribution of the income tax base?

Answer. Federal income tax rates have become less progressive since the 1960s,
when economic growth was higher, on average, than it is today and have not re-
sponded to the changes in the income distribution. Further, as more revenue has
come from the less progressive payroll tax system, the system has become less re-
sponsive to rising inequality.

Question. Your testimony identifies “an emerging consensus in economic research
that high levels of inequality can threaten economic growth,” though the paper by
you and Carter Price concludes that inequality and growth research “may be” ap-
proaching a new consensus. Your testimony goes on to identify that “research points
toward a negative relationship” between inequality and growth, yet “[t]he exact rea-
son for this relationship is unclear. . . .” And you identify in your testimony that
“the evidence as it stands is cause to seriously grapple with the negative effects of
inequality.” Therefore, your argument appears to be that there may be an emerging
consensus on a negative relation between inequality and growth, though the reason
for such a relationship remains unclear, and therefore we must now implement poli-
cies on the basis of a possible relation that we don’t understand. Is that accurate?
In addition, because there are various policies that could be used to reduce after-
tax and after-transfer income or wealth inequality, what leads you to focus on high-
er death taxes, a $1,000 tax cut for individuals making under $100,000, and ex-
panded child tax credits as the primary anti-inequality tax options for Congress to
now consider?
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Answer. The weight of the research points away from the belief that economic in-
equality is good for the economy, and it may be time to re-examine our policies
based on this relationship. The paper I wrote with Carter Price lays out the evi-
dence for this.

Because the hearing was focused on taxation, I focused mainly on tax policies that
could reduce income and wealth inequality, after taxes and transfers. Eliminating
the step up in basis for the taxation of bequests would be a policy intervention to
consider if we’re concerned about the possibility of families passing on large estates
to children and the potential damages that could have on the vitality of the econ-
omy. I suggested expanding the child tax credit because of the important role of
children and the development of their talents for the future growth of the economy.3

Question. Your testimony relies on measures of income and wealth inequality that
show significant increases over time. There have been other careful analyses of data
on income, by Northwestern University economist Robert Gordon for example, that
lead at least some analysts to believe that, as Gordon writes, “[t]he rise in American
inequality has been exaggerated both in magnitude and timing.” Are you aware of
analyses that raise questions about your characterizations of the evolution of the in-
come distribution over the past four decades? If so, why do you disagree with those
analyses?

Answer. The magnitude and timing of the increase in income inequality can
change based on the data and measurement mechanism used, but inequality re-
mains stark and growing throughout most research.

Question. Some argue that the bulk of inequality in income is attributable to in-
come growth for the upper .1% or even .01% of the income distribution. Do you
agree?

Answer. The bulk of inequality is attributed to the ever increasing income and
wealth of those at the top of the income distribution. It is compounded by the fact
that incomes at the bottom and middle of the distribution are stagnant or barely
growing.

Question. Your testimony cites a study that argues that “the top marginal tax rate
could be as high as 83 percent without affecting economic growth.” You argue that
the study may not be evidence that the U.S. could increase its top rate to such a
level, but is instructive to identify that “tax rates could be significantly higher with-
out major adverse effects.” Please summarize how the study you rely upon treats
mobility within the income distribution, dynamics generally, extensive margins, and
social welfare weights of differing types of participants in the economy. Based on
your identification that the top marginal tax rate could be as high as 83 percent
without affecting growth, how high do you think it should be—that is, at what exact
value would you recommend that we set the top marginal tax rate?

Answer. The research suggests that top marginal tax rates could be much higher
than currently without affecting economic growth.

Question. Your testimony identifies that recent work by Picketty and Saez and by
Straub and Warner “shows that the long-held belief that capital income shouldn’t
be taxed at all is flawed” and discusses “Chamley-Judd assumptions.” Whether or
not assumptions in two stylized models have “flaws,” I think that most would agree
that there typically are sensitivities of results of stylized economic models to alter-
ations in assumptions. For example, it has been known for some time now that with
incomplete insurance markets and borrowing constraints, there are model struc-
tures in which a social-welfare maximizing tax planner would choose non-zero cap-
ital income tax rates even in the long run. Of course, even in those models and in
the work by Picketty and Saez and by Straub and Warner, there exists sensitivity
of results to variations in assumptions. Therefore, from this area of your testimony,
I conclude that results of stylized models are sensitive to assumptions. Is this an
accurate reading?

Answer. Your reading is accurate. Stylized models, while important to economics,
can be quite sensitive to the assumptions built into the model.

3Heather Boushey and Alexandra Mitukiewicz, Job Quality Matters: How Our Future Eco-
nomic Competitiveness Hinges on the Quality of Parents’ Jobs (Washington, DC: Washington
Center for Equitable Growth, June 2014), hitp:/ / ms.techprogress.org | ms-content | uploads | sites /
10/2014 /06 /062014-parental-jobs.pdf.
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PREPARED STATEMENT OF HON. ORRIN G. HATCH,
A U.S. SENATOR FrOM UTAH

WASHINGTON—Senate Finance Committee Chairman Orrin Hatch (R-Utah) today
delivered the following opening statement at a committee hearing on fairness in tax-
ation:

The committee will come to order.

I want to welcome everyone to today’s hearing to discuss Fairness in Taxation.
I also want to thank our witnesses for appearing before the committee today. I'm
especially delighted that one of our witnesses, Deroy Murdock, is a former intern
of mine from the Reagan era.

Welcome back, Mr. Murdock. Welcome to our entire panel.

Speaking of the Reagan era, we all know that the last successful comprehensive
tax reform effort took place during that time, nearly three decades ago. During that
effort, President Reagan emphasized three principles for tax reform: efficiency, fair-
ness, and simplicity.

I've made no secret that I believe these same principles—along with a handful of
others—should guide our current reform efforts.

The Finance Committee had a hearing on efficiency and growth just last week.
And a hearing on simplicity will be coming in the future. Today, we focus on the
tax reform goal of fairness.

If our tax reform efforts are going to be successful, it is essential that the final—
hopefully bipartisan—product is viewed as fair. If the American people do not be-
lieve a tax reform proposal is fair, it’s hard to see, politically, how it could be en-
acted.

Quite simply, fairness, in the context of the tax code, means that similarly situ-
ated taxpayers should be treated similarly. The tax code should not pick winners
and losers. It should, instead, be crafted to allow people to prosper with as little
interference from the government as possible.

Since the 1986 reforms, our tax code has become riddled with credits, deductions,
exclusions and exemptions, many of which serve to benefit certain taxpayers at the
expense of others. A fairer tax code would be one that eliminates many of these tax
expenditures, allowing us to broaden the base and lower the overall tax rates.

Fairness also means that, to the extent reasonably possible, Americans should
make some contributions for the benefits they receive from the government. Clearly,
we need to make exceptions for the truly needy. Indeed, our tax code should be pro-
gressive enough to acknowledge individual taxpayers’ ability to pay. But, the cur-
rent situation—where nearly half the country is effectively shielded from the cost
of funding the federal government—deserves some attention in tax reform.

There is no denying that some of our fellow citizens—particularly those with
lower incomes—have been left behind. Though we’ve seen some upticks in economic
growth, many are not experiencing a positive impact on their own situations.

This is a concern to all of us.

President Kennedy once said that a rising tide lifts all boats. But how is it that
we have an economy where not all boats are currently being lifted?

Part of the reason for that is that U.S. law has high hidden marginal tax rates—
even for low- and modest-income people—that discourage career advancement,
labor, and savings. I look forward to hearing more about what we can do to see that
more boats are lifted by the rising tides.

Fairness will undoubtedly be one of the keys to tax reform. While I know that,
in the context of the tax code, fairness may mean different things to different peo-
ple, I think we’ve assembled a panel today that will allow us to sift through these
arguments and arrive at some helpful conclusions.

Before I turn it over to our ranking member, I just want to note that I may have
to step out from the hearing. I thank my friend Senator Heller for volunteering to
preside in my absence.

In addition, we anticipate the hearing closing out at around 10:20 a.m. in order
to allow members to attend Prime Minister Netanyahu’s address later on this morn-
ing.
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With that, I now turn it to Ranking Member Wyden for his opening remarks.

PREPARED STATEMENT OF LAWRENCE B. LINDSEY, PH.D., PRESIDENT AND
CHIEF EXECUTIVE OFFICER, THE LINDSEY GROUP

GROWTH, FAIRNESS, AND ECONOMIC WELL-BEING

Chairman Hatch, Senator Wyden, Members of the Committee. It is an honor to
be here today to discuss the role taxes play in promoting and broadening economic
well-being in our country. It is no secret that many if not most Americans are dis-
satisfied with our economic performance and they have a right to be. Earnings are
stagnating and people are concerned about their future and that of their children.

Ultimately our economic well-being depends on what we are able to produce. Gov-
ernment spending doesn’t create prosperity, borrowing doesn’t create prosperity,
printing money doesn’t create prosperity. Taking the income one person produces
and giving it to another person doesn’t create prosperity, it merely moves it around.
As Adam Smith observed 240 years ago, the wealth of a nation is driven by its pro-
ductive capacity. Society can’t consume what it doesn’t produce and it can’t redis-
tribute what it doesn’t produce, so when we consider how policies can create wide-
spread economic well-being that is the place we must start.

The most common measure of our ability to produce is a data series issued by
the Commerce Department known as “Productivity in the Non-Farm Business Sec-
tor.” It shows why we are so unhappy with our economic performance. In the last
four years productivity has shown average growth of just 0.7 percent per year. That
is the worst four year performance since the Carter Administration. By contrast, av-
erage productivity growth over the last three decades had been much higher and
had been accelerating, averaging 1.7 percent annually in the 1980s, 2.2 percent an-
nually in the 1990s, and 2.6 percent annually in the first decade of the 21st century.
In short, our productivity growth in the last four years has only been about one
third what it averaged over the previous thirty years.

In terms of living standards for the typical person in a country, productivity
growth completely dominates distributional considerations over a long period of
time. Consider a thought experiment I just did with my son who is now taking in-
troductory economics. If productivity grew as slowly as it has in the last four years,
output per worker today would be a bit less than 5 times what it was when George
Washington was President. By contrast, if output per worker grew as quickly as it
did during the previous 30 years, living standards would be almost 80 times what
they were when Washington was President. That is a 16-fold difference in living
standards, roughly the difference between quality of life in today’s America and that
of Yemen or Kyrgyzstan.

Indeed, growth wipes out distributional differences. Consider how the typical
American lives today compared to George Washington. Most of us have been to
Mount Vernon. Nice place. And Washington was not just in the top one percent in
his day, he was probably well within the top tenth-of-one-percent. Mount Vernon
has seven bedrooms and about 7,000 sq. of living space. It had no bathrooms. No
running water. No central heating. No air conditioning. A severely outdated kitchen
that could only be accessed by going outside. I dare say that almost any family in
the Fairfax County housing market today would opt for a typical home in a subdivi-
sion over Mount Vernon circa 1776. Mount Vernon would be listed as a real “fixer
upper,” and housing is just the start of it. Washington died at 67, more than a dec-
ade before a typical male today. He had dentures made of wood—and doubtless suf-
fered from tooth aches regularly. He traveled a lot for a man of his day, but never
overseas, and probably put on in his lifetime fewer miles on horseback than a typ-
ical person puts on their car in a year. Not a lot of fresh fruits and vegetables in
his diet during much of the year. Obviously no electronics. The simple fact is that
the typical American today lives far better than George Washington did.

Why is that? Although there has been some reduction in inequality since that
time, the reason a typical American lives better than Washington did is productivity
growth, not redistribution. Over the history of the Republic growth has probably
been quite a bit better than in the last four years, but probably not as good as the
previous thirty. Real per capita incomes are probably up by a factor of about 40 im-
plying real productivity growth of about 1.7 percent per year. But as a result, a me-
dian family today, or even one well below median, lives far better than someone who
was in the top one tenth of one percent when the country was founded.
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This is a critical point. An overemphasis on redistribution at the expense of eco-
nomic growth and economic dynamism and entrepreneurship is severely misplaced
if what one really cares about is the well-being of the typical citizen of the country
both today and in the future. As our Founding Fathers said when they wrote the
Constitution, our purpose is to “secure the blessings of liberty for ourselves and our
posterity.” It provides a basic lesson in tax design. In the short run an emphasis
on fairness is at best a zero sum game. In the long run, policies that promote eco-
nomic growth are almost invariably the ones that help the typical individual the
most.

There is a second reason why an overemphasis on redistribution as the goal of
tax policy is a mistake: history suggests that it is not very successful even at achiev-
ing the narrow goal for which it is intended. Let us consider the historical record.
Although a lot of political rhetoric is expended talking about redistribution, neither
political party has been particularly effective at fostering policies that make Amer-
ican income distribution more equal. Chart 1 shows the change in three measures
of income inequality used by the Department of Commerce to give a summary sta-
tistic of the state of income inequality in America. In all cases a positive number
indicates a more unequal distribution of income over that Presidential term. Note
that by most measures, income inequality has risen under every President for half
a century, most rapidly under President Clinton, increasing more during his eight
years than the eight years of President Reagan and the eight years of President
Bush combined. And, in President Obama’s first term income inequality rose as
much or more than it did during both of President Bush’s two terms combined. Ris-
ing income inequality was not the intent of any of these Presidents; it just has not
been something that has proven very tractable to public policy. If anything, the his-
torical record suggests that a political preoccupation with redistribution is associ-
ated with a rise in income inequality, not a reduction.

In fact, data from the Census Bureau suggests that inequality has risen quite
sharply in the last few years despite an enormous increase in the attention of the
political process to the problem. The ratio of the income of a family in the 95th per-
centile relative to the median has risen to a new historic record in the last six years,
from 3.58 to 3.78. The ratio of the income of a family in the 95th percentile relative
to a family in the 20th percentile has risen even more, from 8.69 to 9.38, also an
historic record. The share of income received by the top 5 percent has risen from
21.5 percent to 22.3 percent over the same time frame. Yet, I cannot remember a
period in my life when so much political effort and legislation was devoted to the
topic of inequality.

Chart 2 shows how much more progressive income taxation has become since
1980. The first column shows the share of income received by the top 5 percent of
the income distribution according to the Department of Commerce. The second col-
umn shows the share of income taxes that they pay. Note that both columns have
grown. The share of income received by the top 5 percent has risen a little over 5
percentage points in the last 30 years. The share of income taxes paid by the top
5 percent has risen a bit more than 20 percentage points over the same time. The
third and fourth columns compare the taxes paid and income received by the top5
percent and by the other 95 percent of households. In 1980, for example, the share
of taxes paid by the top 5 percent of the income distribution was roughly 2%4 times
their share of the income they received. For the remaining 95 percent, the share
of taxes they paid was about % their share of income. Thus, by comparing these
ratios we get a sense of how much the average taxes paid by the top 5 percent com-
pares with the share of taxes paid by everyone else. In 1980 the top 5 percent paid
about three times what everyone else paid in terms of their share of income. By
2010, the share of taxes relative to the share of income for the top 5 percent had
risen to about 2%1 while the same ratio for everyone else had fallen to about Ya.
This means that by 2010 the relative tax burdens had risen from 3 times to 5%4
times.

The chart is illustrative for two reasons. First, the top marginal tax rate generally
declined during that period. It was 70 percent in 1980 and fell to just over 35 per-
cent by 2010. Despite this, the share of taxes paid by the top 5 percent rose consist-
ently, and it also rose consistently faster than their share of income. Second, despite
an ever increasing share of income taxes being paid by the top 5 percent, income
inequality continued to rise. In other words, higher taxes are simply not an effective
means of leveling out the income distribution. I suspect that when the data come
out for 2015 the trend will have continued. The average tax rate on higher earners
will have risen relative to others as will have their share of income. The policies
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of the last few years have been ineffective at best, and possibly counterproductive,
at producing a more equal distribution of income.

The other important indicator about the inability of government policy to affect
income distribution is that income inequality has risen despite a massive increase
in the share of income that government redistributes. Consider the third chart in
this presentation. It shows the shares of personal income that come from govern-
ment transfer payments to individuals and the share of income coming from what
the national income accounts call property income—interest and dividends. Despite
the indications of rising income inequality over the last half century or so, the share
of personal income coming from transfer payments has roughly tripled, from six
cents on the dollar to eighteen cents on the dollar. It is almost incomprehensible
that one can move a full twelve percent of income around in an effective matter and
not make income distribution more equal if that is the intent. The other line on the
chart shows the share of income that is property income. That shows a more com-
plicated pattern, rising until 1980 and then falling after 1990. Today transfer pay-
ments are a more important source of personal income than are interest and divi-
dends, an enormous change. If anything, the decline in property income relative to
transfers makes the failure of redistributionist policies even more compelling. Politi-
cally inspired policies may sound good rhetorically on the evening news, and cer-
tainly promote a narrative the news media finds compelling, but the success of this
rhetoric or the policies they advance is not borne out by the facts.

In conclusion, I would leave this 