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MAJOR TAX REFORM OPTIONS

TUESDAY, AUGUST 7, 1984

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

The committee met, pursuant to notice, at 10:04 a.m. in room
SD-215, Dirksen Senate Office Building, Hon. Robert J. Dole (chair-

man) presiding.

Present: Senators Dole, Packwood, Roth, Danforth, Chafee,
Heinz, Durenberger, Symms, Grassley, Long, Baucus, and Bradley.

Also present: Messrs. DeArment and Stern.

[The press release announcing the hearing, an analysis of the
Senate proposals relating to comprehensive tax reform by the Joint
Committee on Taxation, and Senators Dole, Grassley, and Baucus,
statements follow:]

[Press Relcase No. 84-156)
4 U.S. SENATE,
CoMMITTEE ON FINANCE,
SD-219 Dirksen Senate Office Building.

For immediate release, July 16, 1984.

FINANCE COMMITTEE SETS HEARINGS ON MAJOR TAX REFORM OPTIONS

Senator Robert J. Dole (R., Kansas), Chairman of the Senate Finance Committee,
announced today that the Committee would hold hearings on options for a major
revision of the tax system on Tuesday, August 7 and Thursday, August 9, 1984. The
hearings will focus on proposals that have been set forth for a flat-rate income tax,
or for a simplified income tax with lower rates and fewer exceptions from the tax
base, and on alternative suggestions such as a value added tax; a national sales tax,
a tax based on consumption rather than income, or a gross income tax.

The hearing will begin each day at 10:00 a.m. in Room SD-215 of the Dirksen
Senate Office Building.

“In September of 1982 the Finance Committee began an examination of flat-rate
and other major tax reform proposals. This is an issue that has attracted consider-
able attention since our action in 1981 to reduce tax rates across the board, and the
measures to broaden the tax base that have been undertaken since then. There
seems to be a growing consensus that lower tax rates coupled with a broader tax
base, or a tax based on consumption in some form, could be fairer to the taxpayer as
well as better for the economy,” Dole said.

Senator Dole indicated that the Finance Committee would examine the details of
substantive proposals that have been made, and would be interested in receiving
testimony on alternative tax proposals to achieve the goals of greater equity, sim-
plicity, balance, and economic efficiency in the tax system.

“These hearings should serve to open a highly significant debate over the direc-
tion of tax policy next year and in the years axead, and there are many difficult
questions that need to be answered,” Senator Dole stated. “We may agree on gener-
al goals for tax policy, but how you proceed makes a great deal of difference to the
taxpayer and the economy. If we are serious about developing a truly equitable tax
system, we must be prepared to address these issues openly and honestly.”

(D
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Among the major issues cited by Senator Dole that would be of concern to the
Committee were the distributional impact of lowering tax rates while eliminating
most tax preferences; the degree of progressivity desired in the system; the difficulty
of making the transition to a new system when many taxpayers have made long-
term economic decisions in reliance on the tax preferences and rate structure that
now exist; and how to simplify taxation for both individuals and corporations, in-
cluding the question of whether income should be taxed without regard to the form
of business organization.

“If we are interested in undertaking a major overhaul of our tax system, we have
to be attentive to the concerns of individuals and businesses who have planned their
activities based on the present system. In particular, we cannot just address the way
we tax individuals and ignore the effect that might have on those who have to
decide whether to incorporate or operate as a proprietorship. The corporate side also
must be addressed,” Senator Dole stated. ‘‘Our interest as a Committee is in build-
ing a tax system that will be supported by a broad consensus so that the goals of
equity and efficient revenue-raising will not be undermined in the years ahead. We
hope that our hearings will lay the groundwork for that effort.”
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ANALYSIS OF SENATE PROPOSALS
RELATING TO
COMPREHENSIVE TAX REFORM

SCHEDULED FOR HEARINGS

BEFORE THE

COMMITTEE ON FINANCE
ON AUGUST 7 AND 9, 1984

PREPARED FOR THE USE OF THE

"COMMITTEE ON FINANCE

BY THE STAFF OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

This pamphlet has been prepared by the staff of the Joint Com-
mittee on Taxaticn in connection with the hearings scheduled by
the Senate Finance Committee for August 7 and 9, 1984. The hear-
ings concern major tax reform options. Part I of the pamphlet dis-
cusses the general objectives of comprehensive tax reform. Part II
describes the basic characteristics of base broadening and rate re-
duction proposals. Part III analyzes some important issues in con-
sidering major modifications to the income tax. Part IV deals with
problems of making a transition from the present system to a new
system. The appendix summarizes Senate bills and proposals
during the 98th Congress which provide for comprehensive tax

reform.
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\

I. OBJECTIVES OF COMPREHENSIVE TAX REFORM
PROPOSALS :

Several criteria are commonly used when evaluating tax propos-
als, including equity, efficiency, and simplicity. Individuals often
agree that the revenue which is raised hy the tax system should be
collected in a manner which is as fair as possible, which produces
as little unintended distortion in the economy as possible, and
which is as simple to administer and understand as possible. In ad-
dition, certain provisions of the tax system have been enacted to
encoura%e specific activities which Congress has felt should be pro--
moted. The questions of equity, efficiency, simplicity, and the en-
couragement of specific activities are central to the discussion of
whether the present tax system should be changed by enacting one
of the comprehensive tax proposals currently being discussed.

A. Equity

Horizontal equity and ability to pay taxes

A common assertion is that taxes, other than user fees collected
from beneficiaries of specific programs, should be collected in ac-
cordance with a taxpayer's ability to pay taxes. Thus, taxpayers
with equal ability to pay taxes should pay equal amounts of tax
and, correspondingly, any taxpayer with a greater ability to pay
should pay more tax. This concept is sometimes called horizontal
equity. An additional dimension of equity, sometimes known as
vertical equity, is che actual amount by which the tax liability of
the taxpayer with the higher ability to pay exceeds that of the
other taxpayer.

Income as a measure of ability-to-pay

- To apply concepts of equity to the design of a tax system, it is
necessary to measure each taxpayer’s ability to pay taxes. In the
United States, there is a tradition that a taxpayer’s income is a
valid measure of his or her ability to pay taxes. In this context,
income is defined as the ability to provide oneself with goods and
seryices, other than those goods and services which are necessary
to earn the income. Thus, for this purpose, income is generally
measured by subtracting from the sum of the gross receipts and ap-
preciation in asset value of a taxpayer the amounts spent on goods
or services which are costs of generating those gross receipts and
that appreciation. :

Although there are many problems obtaining ail the information
necessary to produce an accurate measure of income (some of the
most important problems are discussed in the third part of this
pamphlet), income is a commonly accepted measure of ability to
pay taxes. It is often asserted that individuals with a relatively
high ability to purchase goods and services which satisfy needs for
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private consumption also have a relatively high ability to purchase
those goods and services which provide for public consumption
needs, i.e., goods and services provided by the government. If it is
then agreed that those with a relatively high ability to purchase
these goods and services should also be required to make a relative-
l{ high contribution toward defraying their cost, then it follows
that the revenues necessary to pay for government spending should
be raised by an income tax. :

On the other hand, several arguments may be put forth as to
why income should not be relied on as the basic index of ability to
pay taxes. First, some assert that actual consumption of goods and
services, not 'Fotential consumption (i.e., income), is a fairer basis
for taxation. This is consistent with the belief that taxation should
be based on the actual satisfaction derived from goods and services,
rather than the ability to purchase them, and actual satisfaction
may be more closely relatecf to expenditures for goods and services
than to income.

Second, it can be argued that income may be misleading as a
single index of ability to pay taxes because no account is taken of
the time and effort expended on earning that income. Some would
argue, for example, that someone who works 20 hours per week to
earn a given amount of income should pay more tax than someone
who works 40 hours per. week to earn the same amount. This is be-
cause the former taxpayer has greater leisure time to enjoy the
available goods and services and because one’s leisure is itself valu-
able. Similarly, it may be argued that someone who works at a less
pleasant job should pay less than someone with the same income
who works in a more pleasant environment. Yet, under a tax
system in which tax liability is based solely on income, no account
is taken of these differences, and it would be extremely difficult to
design a tax system that took these and similar problems into ac-
count.

A third problem is disagreement over what expenses should be
subtracted from gross receipts as a cost of earning income. For ex-
ample, questions have arisen about the extent to which business
meals and entertainment should be deductible. Also, it can be
argued that medical expenses should be deducted from the amount
subject to tax because these expenses are the cost of maintaining

health, which is necessary to earn income.

Vertical equity

In spite of these problems, in the U.S. income has been common-
ly accepted as a basis for taxation. Thus, the horizontal equity con-
cept requires that taxpayers with equal incomes should have equal
tax liabilities. Vertical equity is much more subjective since it in-
volves the comparison of ability to pay for taxpayers with different
amounts of resources. Since there is no widely accepted yardstick
for making these comparisons, the degree to which tax liability
should vary with income is a value judgment.

The concept of progressivity is often discussed in this context. A
grogressive tax is one for which the ratio of tax liability to the tax

ase (e.g., income) rises as the tax base rises. Many argue that this
is appropriate. On the other hand, others contend that the ratio of
taxes to income should be constant (a proportional tax system).
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Still others believe that the ratio of taxes to income should decline
as income rises (a regressive system).

One argument for progressivity is that, if people examined the
vertical equity question from the point of view of the very begin-
ning of their lives, when they did not know exactly where they
would end up in the income distribution, they would be willing to
agree to laws under which government would mitigate, to some
extent, whatever inequalities emerged from a market economy.
Progressivity is criticized, however, by those who view a taxpayer's
income as essentially the fruit of his or her own labor and re-
sources. Under this view, the government should have very little
role in equalizing the amounts with which individuals are left after
taxes, since individuals are entitled to whatever income arises from
their own labor or property. This view is, in turn, contested by
those who contend that labor and property have value only because
society establishes laws and regulations which allow each individ-
ual to engage in economic activity with relatively little interfer-
ence from others. To be sustained, these laws and regulations must
be accepted even by those who are relatively unsuccessful. Thus,
because society establishes the framework which allows labor and
property to be valuable resources, it can also establish a progres-
sive tax system and other mechanisms to achieve an equitable dis-
tribution of income.

In sum, although equity is an integral part of tax policy, it in-
volves subjective judgments over which there is likely to be consid-
erable disagreement.

B. Efficiency

Another widely accepted goal of tax policy is that taxes should
interfere as little as possible with the incentives to engage in spe-
cific %ypes of economic activity, except to the extent that Congress
intends such effects. This %oal is known as economic efficiency.

Virtually any tax which meets accepted equity criteria creates
some interference with etonomic incentives. In order to have no
such effect, a tax would have to be determined on the basis of some
characteristic over which an individual has no control. For exam-
ple, a Liead tax equal to a specified, constant amount per person
would have no incentive effects, since it could not be avoided, but it
also would be regarded by many as extremely unfair. On the other
hand, a tax which varies with income creates a disincentive for
earning income. Even taxes on consumption create disincentives
for earning income since they reduce the Eotential amount of goods
and services which may be purchased with the income earned from
a given amount of property or work effort.

imilar trade-offs may exist with respect to vertical equity and
efficiency. For example, it has been argued that a progressive tax
system creates considerable inefficiency by encumbering additional
income with the imposition of a still higher tax rate. In the ex-
treme case, a 100-percent tax on additional income would eliminate
any incentive to earn that income. Yet, from the point of view of
equity, many argue that progressive tax rates are essential to es-
tablish a proper relationship between tax burdens and ability to
pay. Therefore, given the notions of horizontal and vertical equity
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that are commonly accepted, there is frequently a conflict between
the efficiency and equity goals of tax policy. Balancing these com-
Feting considerations is one of the most difficult aspects of formu-
ating a tax system.

The concept of economic efficiency uses as a benchmark the pro-
duction of goods and services which would occur in a market econo-
my in the absence of taxes. Economists generally regard this allo-
cation of resources as a useful reference point because, under cer-
tain conditions, it insures that available economic resources are ar-
rayed in such a way as to produce the highest possible amount of
consumer satisfaction. Relative to this benchmark, taxes change
the incentives to engage in various types of economic activity (e.g.,
work, investment, consumption of specific goods and services),
whic(llt reduces the ability of the economy to satisfy consumer de-
mands.

Thus, some inefficiency is inherent in virtually all taxes which
are acceptable from the equity standpoint. However, a major goal
of tax policy is to reduce this inefficiency to as low a level as possi-

ble.
C. Simplicity

A third goal of tax policy is simplicity. This is a serious concern
f%r at least two basic reasons—compliance costs and the perception
of equity.

First, a complicated tax system requires a large amount of re-
sources to administer and understand. When the system has a
large number of discrete provisions and mandates that many fine
distinctions are to be made among types of income or expenses, a
long series of complicated rules is necessary. The agency adminis-
tering the system must have a large staff to formulate the rules
and to insure that taxpayers calculate tax liability correctly. Tax-
payers themselves must invest large amounts of time in under-
standing the rules so as to avoid overpaying their taxes, or alterna-
tively, find that they are better off by paying for professional tax.
advice and preparation. This time and effort diverted from other
activities is a source of inefficiency generated by the tax system in
gddition to the disincentive effects described in the previous sec-

ion.

A second reason for a general preference for a simple tax system
is that under a complicated system, similarly situated taxpayers
may have different tax liabilities because thefy are not equal in
their ability to understand the rules or pay for professional tax
advice. This situation may undermine the perception that the tax
system is horizontally equitable. Taxpayers may suspect that
others are paying less tax not because they have lower ability to
pay, but rather because they have better access to knowledge about
the details of the system. If these feelings are widespread they may
contribute to a feeling that the system is not fair.

A very simple tax system, however, may rank low from the
equity and efficiency viewpoints. For example, a complete measure
of income includes all fringe benefits. The failure to tax all fringes
may lower the equity of the system by not imposing equal taxes on
individuals with equal income; the efficiency of the system would
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be lowered because artificial incentives would be created for great-
er consumption of these benefits. However, it may be quite complex
to define the rules necessary to tax certain forms of fringe benefits.
Thus, as with other elements of tax policy, a balance must be
struck among competing objectives.

D. Stimulating Other Activities

Some provisions of the tax law have been enacted to encourage
particular activities by individuals and businesses, rather than to
promote the goals discussed above. For example, when Congress en-
acted tax credits for energy conservation expenditures, it did so not
to increase the equity, efficiency, or simplicity of the tax system,
but rather to increase spending on goods which reduce energy con-
sumption. This subsidy could have been provided through a sperni-
ing program, but, instead, the tax system was chosen as the means
by which the subsidy was administered.

In certain cases, there are advantages to providing subsidies
through the tax system, since it provides an administrative mecha-
nisgix_, already in place, reaching a large majority of the American
public.

At the same time, providing the subsidy through the tax system
rather than some other mechanism may tend to interfere with the
equity of the tax system. These subsidies result in a system in
which tax liability is not made equal for taxpayers with equal abili-
ty to pay, and they change the relationship of tax liabilities for tax-
payers with different levels of ability to pay. Further, such subsi-
dies make the system more complicated, and may raise questions of
‘efficiency. Although the provision of these subsidies through an-
other administrative mechanism also would involve similar issues
of equity, efficiency, and simplicity, taxpayers’ perceptions of the
workings of the entire tax system may be affected when they are
administered through a tax mechanism. '



I1. CHARACTERISTICS OF COMPREHENSIVE TAX
PROPOSALS

The Appendix of this pamphlet provides a description of the com-
prehensive tax proposals which have been introduced in the Senate
during the 98th Congress. While the details of these bills vary sub-
stantially, it is useful to categorize into five groups the changes
these bills would make in the present tax system:

(1) The bills generally would expand the tax base by repealing a
variety of deductions, exclusions and credits in the present system.

(2) Marginal tax rates applied to the base would be lowered sub-
stantially.

(3) The degree of steepness in rate schedule, the rate at which
marginal tax rates increased with income, would be reduced.

(4) The aggregate distribution of tax burdens by income class
would be altered by some of the proposals.

(5) The total amount of revenue raised by the corporate and indi-
vidual income taxes would be changed by some of the proposals.
This part of the pamphlet considers some of the features of the .
present income tax which are relevant to these issues and contains

a general discussion of them.
A. Changes in the Tax Base

All of the proposals under discussion would make substantial
changes in the tax base. In all cases, significant items not now sub-
Jject to tax would be included in the base.

Many of the proposals adopt a relatively comprehensive defini-
tion of income as the primary basis for taxation. The designers of
most of the proposals appear to have made the judgment that
income is the best measure of taxpaying capacity and that taxpay-
ers with equal income should have equal tax liability. In addition,
it appears that they believe that many of the exclusions, deduc-
tions, and credits in the present system are inequitable, inefficient,
or complex, or at least have decided that the benefits that these
provisions may have are outweighed by the advantages of the other
changes made by the bills, such as reductions in marginal tax
rates.

Important background for analyzing these base-broadening pro-
posals is provided by comparison of the amount of income actually
subject to tax under the present individual income tax and the
income recorded in the national income and product amounts.
Table 1 presents the relationship between gross national product
and taxable income in the United States in 1982,

Gross national product was more than double the estimated indi-
vidual income tax base—§3.1 trillion versus $1.2 trillion. The $1.9
trillion difference is composed of two parts. First, about $0.2 tril-
lion of income items are included in the tax base but not gross na-
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tional product. These include certain government subsidies and
transfer payments, certain interest income, and a portion of capital
gains. Although not included in GNP, many would argue that
these are properly includible in an income tax base. In fact, sub-
stantial additional portions of transfer payments and capital gains
would be subject to tax under various proposals.

Table 1.—Reconciliation of GNP and Taxable Income, 1982
[In billions of dollars]

Item Amount
Gross National Product (GNP) 3,073.0
—Depreciation ............ccvvviennenenennnenensess —359.2
—Indirect business taxes................... Veereersereeerenssreresrenene —258.3
—Statistical discrepancy.........cccoceevvvrivennnnninnniieienns -5
+Government subsidies..........c.ccecevrineninienniininnn, +9.5
—Corporate retained earnings and corporate
INCOME LAX......oiviveiereeenieniessennieet seressressersaseeessessessesees —-98.4
-Employer social insurance contnbutxons ................. . ~141.0
+Net interest paid by government and consumers... +105.1
+Taxable government transfers............cccecvcinuriane. vree +35.7
—Fringe benefits excluded from AGI............c.ceevnnen. —154.5
—Imputed income in GNP ........cccovvriercirvenrennincnricennnn, —72.0
—Investment income of insurance companies and
Pension funds ..........ccevvnenvnnnninennennsnenieeenes —-64.0
—Investment income of nonprofit organizations and
fIAUCIATIES. ..o va s sneressens —-254
—Differences in accounting treatment between
GNP and AGL..........irvneeeresenreennnesssnnns . ~25.8
—Income of nonfilers and unreported income............. -171.5
—Other discrepancies between GNP and AGI............ —429
—IRA deductions..........c.ccocvevireinienieniennnennenenenneenieiesens -27.8
—Second-earner deduction .................. veererreren e eaens -89
+Capital gains in AGI...........cccocvvvrrenenrerennvnneneennn +32.56
+ Taxable private pensions.............coceceuivrernrerisseinninnns +42.0
+ Subchapter S corporation income ..........ccceeverernrinnee +.2
Adjusted gross income (AGI.........ccevvvrvevcrnnnnnreninnnenninn 1,847.8
— AGI on nontaxable returns ........c.ccocovevvnveriennivnnrinens --51.5
—Medical deduction .........ccocvveivvirvirinininninnenenn. -17.2
—Tax deduction.........cocevvverenrnrienienennees e nrenrereres —-85.4
—Interest deduction ..........ccccevvvivierininennenennnnineene. -111.9
—Charitable deductions.............cccovveerererinnniivensecnsnnnneens —-32.1
—Other deductions ..........ccvevvevirenenievninrerenennsesnen —-18.0
+Floor under itemized deductions (zero bracket
amount on itemizing returns)..........c..c.ccocnininniniinenns +100.0
—Personal exemptions..........ccovvverneniieninnnnnnnnnnn, -190.7
Taxable income on taxable returns (net of deficits)........... 1,441.0
— Deduction equivalent of tax credits (estimated)...... -21.2
—Zero bracket amount (estimated) .........cccecvivcrinninnnan -220.0
Tax base (estimated)...........cccvuvveririnenivnnenieeneenenee 1,199.8
Income tax after credits..........ccvvvvvivvvvnnennecnnnenenenen e 276.9

Sources: Survey of Current Business, April 1984; Statistics of Income: SOI Bulletin,
Winter 1983-84 and Spring 1984, Internal Revenue Service; and staff estimates.
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The second component of the difference between GNP and tax-
able income is approximately $2.1 trillion of income and deduction
items which are included in GNP but not in the tax base. Much of
this difference, however, would not be available for net base broad-
ening under a revised income tax. First, approximately $0.6 trillion
consists of economic depreciation and indirect business taxes,
which may be considered as costs of earning income. Second, $0.1
to $0.2 trillion of income is not reported; subjecting this amount to
tax would depend on compliance measures rather than changes in
the statutory tax base. Third, corporate retained earnings were ap-
proximately $0.1 trillion. This amount already is subject to tax at
the corporate level, and thus a substantial portion of this may not
be available for broadening the combined base of the corporate and
individual taxes. Fourth, the approximately $0.5 trillion accounted
for by the zero bracket amount, personal exemptions, adjusted
gross income on nontaxable returns, and income of nonfilers whose
income is below the filing requirement is most usefully thought of
as part of the rate structure. (Equity considerations lead the de-
signers of all these proposals to exempt some amount of income
from tax, using either a zero bracket amount, personal exemptions,
tax credits or a combination of these approaches). The total of
these four amounts generally not available for base broadening is
approximately $1.3 trillion. ?I"hus, of the $2.1 trillion of items not
included in the tax base under the present system, about $0.8 tril-
lion could realistically be included in the base of a comprehensive
tax on net income. This consists of about $0.6 trillion of (ringe ben-
efits, investment income of pension plans and nonprofit organiza-
tions, and other items not included in adjusted gross income, and
about $0.2 trillion of itemized deductions (in excess of the zero
bracket amount) and tax credits. If these items had been included
in taxable income in 1982, the tax base would have been approxi-
mately 60 percent larger. .

The proposals summarized in the Appendix broaden the tax base
considerably by increasing the amounts of capital gains, transfer
payments, fringe benefits, investment income and other income
items included in the tax base and by reducing allowable deduc-
tions and credits. At this time, however, a quantitative analysis of
the extent of this base broadening for each proposal is not avail-

able.
B. Lowering Marginal Tax Rates

In all of the proposals, marginal tax rates are substantially re-
duced. This reduction appears to be motivated by efficiency and
equity considerations.

Efficiency

Many economists would agree that high marginal taxes can
cause considerable economic inefficiency, both by interfering with
the incentives for work and saving, and by magnifying the effects
caused by differences between the tax base which may be chosen
purely for efficiency reasons and the base which actually is imple-

mented in the law.
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An individual's marginal tax rate is the rate applicable to the
last or to the next dollar of income received. If an individual is sub-
ject to a 25-percent marginal rate, then the return to additional
work effort and saving is reduced by 25 percent. For example, if
this individual is considering working on an overtime assignment
which pays $40, then the after-tax reward to this work effort is $30.
A higher marginal tax rate would reduce the return to this work
effort even further, affecting the incentive to undertake the assign-
ment. A similar point may be made with respect to investment de-
cisions. If the individual with a 25-percent marginal rate invests in
a security with a 10-percent return, the after-tax return would be
7.5 percent. Thus, the marginal tax rate affects the incentive to
save rather than use the same resources for current consumption.
The same reasoning may be used to show that marginal tax rates
also influence the incentives to engage in activities which are heav-
ily taxed versus those which are lightly taxed. With high marginal

“rates, for example, there is more incentive to invest in lightly
taxed investments or to take jobs in which a high proportion of
- compensation is in the form of non-taxable fringe benefits than
would be the case with low marginal rates.

Kffect on babor supply

The effect of changes in marginal tax rates in distorting incen-
tives is sometimes referred to as the “substitution effect.”” Most of
the studies which have been performed on the effect of after-tax
wage rates on work effort have found that the substitution effect of
after-tax wage changes in hours worked is quite small for husbands
but rather large for wives, especially wives with children. Since the
substitution effect is measured by holding after-tax income con-
stant, this is the proper measure of the incentive effect of a mar-
ginal rate reduction, as opposed to the “income” effect which would
occur because of the income increase attributable to any tax reduc-
tion. This empirical finding is confirmed in one of the more recent
and sophisticated studies.! except that a significant substitution
effect is found for husbands, as well as wives. Thus, these studies
indicate that if marginal tax rates were lowered, holding other fac-
tors (including after-tax income) constant, some individuals would
be willing to work a larger number of hours. This could be mani-
fested as greater willingness to work full-time instead of part-time,
greater acceptance of overtime assignments, less absenteeism, and
a larger number of individuals in the labor force.2

It should also be noted that there are several other possible im-
pacts of marginal tax rates on work-related activities. First, it has
been argued that reduction in marginal tax rates could improve
compliance with the income tax, although there is little evidence
which bears directly on this question. Second, it has been argued
that high marginal tax rates have induced employees to demand a

' Jerry A. Hausman, “Labor Supply,” in Henry J. Aaron and Joseph A. Pechman, eds., How
Taxes Affect Economic Behavior, Brooiings Institute, 1981.

2 It should be noted that a tax proposal which raised after-tax income could have offsetting
“income” effects because some individuals would respond to their additional income by taking
more leisure time. Thus, the evidence of a significant substitution effect does not mean that a
tax cut would necessarily increase labor supply, only that a cut in marginal tax rates offset by
other changes in after-tax income would do so.
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larger portion of their compensation in the form of tax-free fringe
benefits, such as health insurance, than would be the case with
lower marginal rates, and this substitution of fringe benefits for
cash may reduce the efficiency with which the economy satisfies
employees’ needs. To the extent that such effects exist, they would
be lessened if marginal tax rates were lowered.

Effect of marginal tax rates on saving

If an individual saves a dollar rather than spending it on current
consumption, he or she generally will be able to have in excess of
one dollar available for consumption in a future period. The
amount of this excess depends on the return available for funds
saved and on the marginal tax rate applicable to this return. The
quantity of consumer goods which can %e purchased in the future
with a given amount of money will depend on the rate of inflation.
Thus, the after-tax return (adjusted for inflation) determines the
extra future consumption that a person can have by saving and
thus sacrificing one dollar of current consumption. The lower the
after-tax return, the more attractive is the option to consume now
rather than save. As an important determinant of the after-tax
return, the marginal tax rate is likely to affect this choice.

As in the above analysis of work effort, it is important to distin-
guish between the income and substitution effects of marginal tax
rate changes on the choice between current and future consump-
tion. Any tax reduction, including a reduction in marginal rates,
will increase after-tax income and thus generally will lead to an in-
crease in both current and future consumption. However, as dis-
cussed above, marginal tax rate reductions also would have incen-
tive, or substitution effects, because they change the rate at which
the taxpayer can trade off between current and future consump-
tion. This discussion emphasizes the substitution effects, which are
unique to marginal tax rate reductions and which measure the eco-
nomic inefficiency created by taxes.

Three distinct sources of concern with high marginal tax rates
have been cited by economists who have analyzed the effects of the
income tax on current and future consumption. The first concern is
the effect of the marginal tax rates on individuals’' incentives to
consume in current rather than future periods; the second is the
effect of marginal tax rates on aggregate saving, investment, and
productivity; and the third involves the effect of the tax system on
the composition of saving as a result of its effect on incentives to
invest in lightly taxed versus heavily taxed activities and its incen-
tive to borrow—the deduction for nonbusiness interest.

The fact that the marginal tax rates implicit in the current
income tax discourage future consumption creates a distortion (rel-
ative to a tax system with a marginal rate of zero, such as a per
capita head tax). The importance of this distortion depends on the
responsiveness of future consumption to a change in the after-tax
rate of return on saving, holding income constant. Empirical stud-
ies of this sensitivity are much less numerous than those of labor
supply response. The methodological difficulties of studying the re-
sponsiveness of consumption to the rate of return are greater be-
cause the expected real return (net of expected inflation) must be
measured and because the statistical analysis must be performed
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using time series of observations on total U.S. income and con-
sumption. This methodology requires the assumf‘)tion that the
quantitative relationships among the variables have been un-
changed for a long period of time. In spite of these methodological
problems, empirical studies do indicate that individuals’ plans for
future consumption are sensitive to the after-tax rate of return.
The marginal tax rate on capital income also may affect the choice
between labor and leisure, as well as the choice between present
and future consumption. For example, a greater after-tax rate of
return may make it more attractive for individuals to work for the
purpose of increasing their consumption in retirement years. How-
ever, this sort of effect has not been firmly substantiated in empiri-
cal research.

The second ma{'or concern which has been raised concerning the
effect of marginal tax rates on capital income has been their effect
on aggregate savings and, thus, investment and productivity. For a
variety of reasons, however, the link between aggregate investment
and the marginal tax rates in the individual income tax is very un-
certain. First, investment may be affected much more directly by
other factors, such as the tax treatment of depreciation allowances.
Second, the effect of income tax changes on private saving could be
offset to the extent that there is a revenue loss, which leads to less
government saving. Finally, even though it is likely that a higher
after-tax return may increase future consumption, it is not clear as
a theoretical matter that personal savings would increase simulta-
neously. This is the case because a higher return on savings actual-
ly lowers the amount which an individual needs to save in the cur-
rent period in order to achieve any future consumption goal. Per-
sonal saving would increase in response to an increase in the after-
tax rate of return only if desired future consumption increases suf-
ficiently to offset this effect. Whether this is, in fact, the case can
be determined only by empirical studies. Although these studies
are extremely difficult to perform for the reasons discussed above,
there is some indication that future consumption may be stimulat-
ed sufficiently by increasing the after-tax return that total person-
al saving may increase modestly in response to such a change.

The income tax also influences decisions about the particular
forms in which taxpayers do their saving, which affects the alloca-
tion of capital in the economy. The first concern is that the income
tax imposes heavier tax rates on some activities than others (e.g.,
tax shelters, owner-occupied housing, and precious metals). This
provides an incentive to shift from the heavily taxed activities,
which may be more productive, to lightly taxed activities. The size
of this incentive depends on the marginal tax rate. Thus, it is
argued, reducing the marginal tax rate may encourage individuals
to shift from less productive to more productive forms of saving.
The second concern relates to the present law deduction for nonbu-
siness interest. Since this provision is, in effect, an encouragement
for borrowing, i.e., dissaving, it is argued that reducing marginal
tax rates could encourage saving by reducing the incentive to
borrow. Finally, it is argued that because the income from assets
sulgect to capital gains treatment is taxed only when the assets are
sold, hi‘gh marginal tax rates discourage sales and prevent these
assets from being employed in their most efficient uses. Thus,
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lower marginal income tax rates could increase efficiency by reduc-
ing this “lock-in” effect.

The bills discussed here tend to take several approaches to im-
proving saving incentives. All of the bills attempt to achieve great-
er uniformity in the tax treatment of saving and income from cap-
ital by reducing or eliminating preferential treatment for certain
types of saving relative to others. Also, the bills reduce marginal
rax rates, which reduces the adverse impact of whatever distortions
remain. Some of the bills, however, go farther than this and at-
tempt to structure a system in which the effective tax rate on

saving is zero.

Equity

From an equity perspective, reducing marginal tax rates also
may be viewed as desirable. Many argue that it is unfair for a high
portion of each additional dollar of income earned by an individual
to be absorbed as increased tax liability. In passing the Economic
Recovery Tax Act of 1981, Congress lowered the highest marginal
rate in the tax schedules from 70 percent to 50 percent. Much of
the discussion of this change involved the belief that a marginal
tax rate as high as 70 percent caused undue interference with the
incentives for efficient economic performance. However, another
important source of support for this reduction was the feeling that
it was unfair for the tax system to claim more than half of each
additional dollar earned by taxpayers. Presumably, this indicates
that one accepted equity objective of tax policy is to keep marginal
tax rates below some threshold level.

C. Reducing the Progressivity of the Rate Schedules

The authors of the froposals appear to believe that it is desirable
to reduce significantly the number of tax brackets in the rate
schedules and to reduce the difference between the bottom and top
rates of the income tax. Some of the proposals have one flat tax
rate that applies to all income not exempt from taxation.

It is important to emphasize that the issue of the degree of pro-
gressivity in the rate schedules is to some extent independent of
the broad vertical equity issue of the relative distribution of tax
burdens by income class. That is, the distribution of tax burdens is
affected not only by the degree of progressivity in the rate sched-
ules, but by other structural elements of the income tax as well.
For example, during 1981 the Ways and Means Committee consid-
ered a proposal to reduce the number of brackets in the rate sched-
ule, to widen the first bracket so that a majority of taxpayers were
subject to the same tax rate, and to increase the personal exemp-
tion and zero bracket amount to offset the rate increases imposed
on the lowest income taxpayers. These revised rate schedules pro-
duced approximately the same amount of progressivity as under
prior law. Thus, some flattening of the rate schedule is possible
even without large changes in the distribution of the tax burden.

There are several advantages to a flat or flattened rate schedule.
For example, if taxpayers are more likely to be in the same tax
bracket over a period of years, tax considerations would be less
likely to influence the timing of transactions. This would reduce
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one of the sources of inefficiency of a progressive rate schedule. If
most taxpayers faced the same tax rate, there would be less incen-
tive to shift income to low bracket family members, which may im-
prove the perception of equity in the system. The difference in tax
treatment between married couples and single individuals would be
reduced, since, in a system in which married couples may pool
their income and file a joint return, this difference arises from the
fact that the amount of income taxed at each rate depends on mar-
ital status. Finally, a flatter tax rate would allow a closer corre-
spondence between amounts withheld and tax liability. In a system
in which the tax rate did not depend on taxpayer’s income, as is
the case under the present social security payroll tax, withholding
could be closer to tax liability in the vast majority of cases.® It
should be emphasized that although some flattening is compatible
with a progressive distribution of tax burdens, that is, a system in
which tax liability as a percentage of income increases as income
rises, adopting a rate schedule with just one rate would impose
strict limits on the degree of progressivity which could be obtained.
Some progressivity could be attained by exempting some fixed
amount of income from taxation for all individuals, but the pattern
of progressivity in the present system (discussed below) probably
could not be duplicated. :

D. Changing the Distribution of Tax Burdens by Income Class

One of the central issues in analyzing an alternative proposal is
the relationship of the tax burdens of taxpayers with different
levels of income. Table 2 presents the average tax rate projected
under present law for 1985. In preparing this table, taxpayers were
put into categories according to their expanded income, a concept
somewhat broader than the present definition of adjusted gross
income. This is not a comprehensive definition of income, since it
does not take account of many additional items which might be in-
cluded in the tax base under alternative proposals or other possible
changes in the measurement of income. In addition, it does not re-
flect the income and tax liability of the corporations in which indi-
viduals own shares. However, using expanded income probably pro-
vides a good indication of how progressive the system would appear
if the tax base was more comprehensive.

As shown in Table 2, the present individual income tax system
exhibits a substantial degree of progressivity. The average tax rate
rises from a negative figure in the bottom class (owing to the re-
fundable earned income tax credit) to about 25 percent in the high-
est class. The rate in the highest income class is approximately
double the average tax rate.

3 In 1981, there was about $57 billion of overwithholding and $35 billion of underwithholding.
A change that eliminated most of the overwithholding, especially if it did not reduce the under-
withholding significantly, could have major effects on budget receipts in the year it first took
effect unless it were phased in.
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Table 2. Average Tax Rate on Expanded Income Under Present
Law, 1985 !

{1981 Income Levels)

Average tax

~ te (t

Expanded income 2 Li"“')c‘:)';:::d Tax liability ' 1?@?)“{:

(thousands) (millions) 1~985 (millions) d::\lcd::tel:y

percent)
Below $5......cccovvvvivivininnne $30,451 $—300 —-1.0
$5t0B10.iiiie, 131,126 4,147 3.2
$10t0o $15..ivvviiiiiiiinne 175,282 12,780 7.3
$15t0 820 190,239 17,090 9.0
$20 to $30.ccveviiriiiie, 400,468 42,230 10.5
$50 to $50....oieiiveiriiine 502,886 65,205 13.0
$50 t0 $100.......ccovvvriien 232,062 39,192 16.9
$100 to $200.......coccvvveennee. 78,175 17,527 224
$200 above ......c...ccvveneeennnn 83626 20,706 248
Total.....c.ccovevvvveieevirine. 1,824,314 218,576 12.0

! This is preliminary data. Tax liabilities include the refundable portion of the
\earned income cres:'t, but do not _include changes made to individual retirement
accounts and ACRS by the Tax Equity ard Fiscal Responsibility Act of 1982 for

which tax return data are not available.

2 Expanded income equals gross income plus excluded capital gains and various
tax preference items less investment interest to the extent of investment income.
The expanded income statistics inciude all returns and exclude non-filers.

Choosing a pattern of distribution by income class depends pri-
marily on the vertical equity considerations discussed above. As
noted before, this is largely a matter of value judgment. Some
argue that the present distribution pattern should be preserved in
any alternative proposal while others may believe that thé present
distribution is either too progressive or not progressive enough. In
addition, efficiency may be a consideration in the selection of the
distribution of tax burdens, because the relatively high marginal
tax rates on higher income taxpayers necessary to achieve the de-
sired distribution may result in a significant increase in the ineffi-

ciency caused by the system.
E. Achieving Specified Revenue Targets

One of the key decisions which must be made in analyzing or de-
signing a comprehensive tax proposal is the choice of a revenue
target. Clearly, if there is substantial base broadening with no
changes in marginal tax rates, total revenue will be increased, and
if marginal tax rates are lowered without changing the tax base,
total revenue will be reduced. Several of the proposals appear to be
designed so that the new combination of tax rates and tax base
would produce approximately the same revenue as is expected
under present law for a chosen fiscal year. However, if a judgment
is made that this level is either too low or too high, base broaden-
ing and tax rate decisions can be adjusted accordingly.
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F. Conclusion

Each of the comprehensive tax proposals under discussion would
make changes in at least several of the five areas discussed above.
It certainly would be possible to achieve base broadening by itself,
although this would change the total revenue raised and the pat-
tern of distribution by income class. Similarly, a proposal could be
designed to reduce progressivity in the rate schedules while leaving
the tax base, the distribution by income class, and total revenue
unchanged. Marginal rates could be reduced or increased, making
no changes in the tax base, but total revenue obviously would
change. Even though the five areas may be logically distinct, sub-
stantial change in any one of these areas appears to bring into con-
sideration other objectives. The balance among these objectives de-
pends on the equity, efficiency, simplicity, and other tax policy con-
siderations discussed in the first part of the pamphlet.
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II1. ISSUES IN DESIGNING THE TAX BASE

A. Overview

One definition of a person’s income is the amount he could po-
tentially consume over a period of time without reducing his
wealth. Under this definition, income during a year would equal
the person’s actual consumption in the year plus the increase in
his wealth (i.e., his savings) between the beginning and the end of
the year. This, in turn, would equal the sum of wages, interest,
dividends and other receipts, minus costs incurred in earning
income, plus any appreciation, realized or unrealized, in the value
of the person’s wealth.

The present income tax base differs from this theoretical “accre-
tion” concept of income in a number of respects. These can be di-
vided into ways in which the basic tax structure fails to correspond
to a pure income tax (structural tax issues) and: specific tax provi-
sions which are intended to provide incentives for taxpayers to
engage in particular activities or to provide relief for particular
types of taxpayers (tax expenditures).

B. Structural Tax Issues

' Five of the principal structural income tax issues are the follow-
ing:

(1) The definition of income from capital and the treatment
of borrowing during periods of inflation.

(2) The taxation of corporate-source income.

(3) The treatment of noncash income.

(4) The treatment of unrealized income.

(5) The treatment of savings, and whether a tax on consumer
expenditures would be more appropriate than an income tax.
This section of the pamphlet discusses these five structural

issues.
1. Indexing the definition of income for inflation

Inflation creates a problem for an income tax because it in-
creases the difficulty of defining taxable income from capital and of
properly treating borrowing. A proper definition is necessary if
ability to pay is judged to be measured by income and if efficiency
considerations call for equal tax rates on income from various ac-
tivities. This problem is most easily seen by considering a case in
which a person buys an asset for $50,000, holds it for a period
during which the general price level doubles, and sells that asset
for $100,000. In reality, the taxpayer has experienced no real in-
crease in his wealth and has no income from the sale of the asset;
the purchasing power sacrificed in order to buy the asset is exactly
equal to the purchasing power represented by the sale of the asset.
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However, under. present law, the taxpayer must report a long-term
capital gain of $50,000, forty percent of which is included in adjust-
ed gross income.

A similar problem arises in measuring depreciation. In theory,
depreciation should be a measure of the real loss of value of an
asset during a time period. If a taxpayer buys a building for
$50,000, he is presently able to claim cost recovery deductions
amounting to $50,000 over an 18-year period. However, if rapid in-
flation occurs during that period, the purchasing power represent-
ed by the cumulative cost recovery deductions will be less than
that sacrificed to purchase the building, and reai income will not
be measured exactly. The same problem arises in inventory ac-
counting when businesses use the first-in, first-out (FIFO) method
of accounting in periods of inflation, since increases in the value of
inventory from inflation are treated as taxable income even though
the increase does not result in any real increase in asset values.

The treatment of debt in periods of inflation also fails to conform
to an exact measure of real income. Inflation enables the borrower
to repay debt with less valuable dollars, which represents income
to the borrower that currenily goes untaxed. To the extent that in-
terest payments rise to compensate for anticipated inflation, the
additional interest is deductible. Conversely, the erosion of the real
value of indebtedness is a cost to the lender that he is currently
unable to deduct, even though any additional interest to compen-
sate for inflation is included in taxable income.

It should be noted that the issues discussed here relating to the
definition of the income tax base are entirely separate from the
effect of inflation in narrowing the real width of the tax brackets
and reducing the real value of the personal exemption and the
other fixed dollar amounts used to determine tax liability (so-called
bracket creep). For the individual income tax for years after 1984,
bracket creep was largely eliminated by the indexing provisions of
the Economic Recovery 'I?;x Act of 1981.

One way to deal with these definitional problems would be to
enact a more comprehensive indexing program in which the defini-
tion of income from capital and the treatment of debt would be ad-
justed for inflation so as to achieve an accurate measure of real
income. This would involve the following specific changes: (1) in-
dexing the basis of assets by the rate of inflation for purposes both
of computing gain or loss on the sale or exchange of those assets
and of computing depreciation, depletion and other capital cost re-
covery deductions, (2) adopting a new system of inventory account-
ing in which costs would be indexed for inflation, (3) requiring bor-
rowers to include in taxable income the gain that results when in-
flation erodes the real value of their debt, and (4) allowing lenders
t(; (cilelc)luct the loss that results when inflation erodes the real value
of debt.

While the tax-writing committees have never considered such a
complete indexing program, there has been serious consideration of
some of its elements. In its version of the Revenue Act of 1978, the
House passed an indexing adjustment to basis for capital gains and
losses on corporate stock, real estate, and tangible personal proper-
ty. In its version of the Tax Equity and Fiscal Responsibility Act of
1982, the Senate passed a similar provision applying to corporate
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stock and real estate. Indexing basis for purposes of computing de-
preciation deductions was discussed in the context of depreciation
reform in 1980 and 1981. ‘

There is little disagreement that a comprehensive income tax
would not reach an accurate definition of income without indexing.
However, more comprehensive, exact indexing would add a good
deal of complexity to the tax system, particularly the exact index-
" ing adjustments for inventory accounting, torrowing and lending.
Even a program of partial indexing, limited to capital cost recovery
and measurement of gain and loss, would add some complexity,
Khich might not be worth the effort at sufficiently low rates of in-

ation. .

In place of indexing the definition of income, Congress has adopt-
ed several ad hoc approaches to alleviating the distortions created
by inflation. The last-in, first-out (LIFO) method of inventory ac-
counting is, in most cases, an adequate substitute for a more com-
plicated indexed system. The exclusion for 60-percent of long-term
capital gains and the ACRS method of recovering the costs of
equipment and structures were both motivated, in some degree, by
a desire to offsei some of the distortions in income measurement
caused by inflation. Furthermore, the distortion caused by the fail-
ure of the present system to make inflation adjustments tor debt is
reduced by the fact that the adjustments made by the borrower
and lender would, to some extent, offset each other (and would be
completely offsetting if the two had identical marginal tax rates).

These ad hoc provisions, however, are themselves deviations
from what would be appropriate in a comprehensive income tax
and create some inequities and distortions which, to a degree, offset
the benefits they provide in reducing the distortions created by in-
flation. For example, an ad koc adjustment, like ACRS or the 60-
percent capital gains deduction, will only be accurate at a single
rate of inflation, and actual inflation rates are likely to be differ-
ent. The present rate of inflation, for example, is significantly
lower than the inflation rate at the time both the 60-percent cap-
ital gains deduction and ACRS were enacted.

Thus, there is no entirely satisfactory solution to the problem of
properly defining the tax brse in periods of inflation. Any solution
involves trade-offs between complexity, equity, and various kinds of

distortions.
2. Taxation of corporate income

Corporate integration

Under present law, corporate-source income is taxed at the cor-
porate level under the corporate income tax. In addition, dividend
distributions are taxed under the individual income tax, and in-
creases in the value of corporate stock that result from earnings
retention are taxed as capital gains to the shareholder. Clearly,
this system does violence to the principle that all income be taxed
alike. Dividends may be subject to a combined corporate and indi-
vidual tax burden as high as 73 percent.* Retained earningg bear a

* For example, consider $100 of corporate-source income before taxes. There will generally be
a corporate income tax of $46. If the remaining $54 is distributed as a dividend to a taxpayer in
the 50-percent bracket, the individual income tax will be $27, for a combined tax burden of $73.
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46-percent corporate tax plus a capital gains tax when the share-
holder sells his stock. Corporate-source income, therefore, will gen-
erally be taxed at the same marginal tax rate as other kinds of
income only in the case of corporations with zero marginal tax
rates (i.e., negative taxable inccme or excess credits) who pay out
all their earnings as dividends. In other cases, corporate-source
income will be taxed more or less heavily than the shareholder’s
ordinary income.

The present system is held responsible for creating economic in-
efficiency by distorting several types of business decisiuns. Share-
holders have an incentive to invest in assets other than corporate
stock in order to avoid double taxation. Corporations have an in-
centive to finance their operations with debt rather than equity be-
cause interest payments are deductible (and hence not subject to
double taxation). Corporations also have an incentive to retain
earnings, rather than pay out dividends, to avoid double taxation if
they can ultimately distribute that money to shareholders as part
of a liquidation, through repurchase of their own shares, or in con-
nection with a takeover, the proceeds from which are usually sub-
ject to tax at capital gains rates. These distortions caused by the
present system of taxing corporations have been blamed for reduc-
ing capital formation and productivity growth, preventing the allo-
cation of capital to its most efficient uses, weakening the nation’s
financial structure through excessive reliance on debt, and encour-
aging mergers and acquisitions.

One way to treat corporate-source income would be to tax all of
it, dividends and retained earnings, as if it were earned directly by
shareholders. This is essentially the way subchapter S corporations
are treated today. The corporate income tax could be retained as a
withholding tax, for which shareholders would receive a refundable
credit on their own tax returns just as they do for the present with-
holding taxes on wages.

Unfortunately, when applied to large corporations with complex
structures, this type of complete integration of the corporate and
individual income taxes presents serious technical problems.5 As a
result, much more attention has focused on simply reducing or
eliminating the double taxation of dividends,* without modifying
the treatment of retained earnings. This can be done either
through the dividend deduction approach or the shareholder credit
approach.

The dividend deduction approach is the simplest way to elimi-
nate double taxation of dividends. Corporations simply would
deduct their dividends paid in determining taxable income, in
effect exempting from the corporate income tax whatever income is
distributed as dividends, leaving that income to be taxed once at
the shareholder level.

Under the shareholder credit approach, a shareholder would
make two adjustments. First, he would “gross-up” the amount of
the dividend included in gross income by the amount of the corpo-

« For example, consider the situations in which two corporations own stock in each other.
Neither would know how much income to report until it had heard from the other how much
were the other's retained earnings. Also, there would be problems in tracing audit adjustments
at the corporate level through to each of the shareholders.
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rate tax deemed paid with respect to that income. Second, he would
claim a refundable tax credit for the amount of the gross-up. If the
shareholder credits with respect to a corporation’s dividends ex-
ceeded the amount of corporate tax actually paid by the corpora-
??i’é it would have to pay an additional tax to make up the short-
all.

A number of considerations are relevant in choosing between
these two approaches. The dividends-paid deduction is simpler.
However, the shareholder credit provides flexibility under which,
for example, the credit can be denied to tax-exempt organizations
and foreign shareholders for whom there is no U.S. double tax-
ation. This would reduce the revenue impact.

The argument for relieving the double taxation of dividends is
stronger to the extent that the corporate income tax base is broad-
ened. One problem that arises with the present relativelv narrow
corporate tax base is that many profitable companies have zerv or
low marginal tax rates because they use tax preferences, while
others have substantial tax liability and are subject to the top 46-
percent marginal tax rate. These differences create inequities and
distortions between firms, which would be exacerbated if a new de-
duction for dividends paid or shareholder credit were added to the
system. On the other hand, the argument for relieving the double
taxation of dividends is weaker to the extent that marginal tax
rates in the individual and corporate income taxes are reduced
from their present levels, since the size of the distortions caused by
double taxation is directly related to these marginal rates. In addi-
tion, eliminating double taxation would narrow the tax base and
thus preclude further opportunities for reducing marginal rates.

Consistent treatment of corporations and individuals

Another structural issue is the extent to which there should be
consistency between the corporate and individual income taxes,
both in terms of the tax bases and the tax rates. For example, if
certain tax benefits are provided to corporations and not individ-
uals, there may be an incentive to conduct business in the corpo-
rate form and there may be inequities and competitive advantages
in favor of corporate business. Also, if the corporate tax rate ex-
ceeds the top individual tax rate and there is no double taxation of
dividends, corporations will have an incentive to pay out earnings
as dividends up to the point where their dividends-paid deduction
exhausts their taxable income. This would represent a significant
change in the pattern of corporate finance.

Deferral ¢ tax on earnings of foreign corporations

Under current law, United States persons who invest directly in
foreign countries are subject to current U.S. tax on their foreign
income (subject to a foreign tax credit that may offset U.S. tax on

¢ Under many integration pro| Is, the amount of the gross-up would be determined by a
simple arithmetic formula whereby the shareholder would multiply his dividend by 1.85 regard-
less of the amount of tax the corporation actually paid. This is derived as follows: assume $100
of corporate pre-tax income. The corporate income tax is $46, leaving $54 to be distributed as a
dividend. Thus, if the shareholder multiglies his dividend by 1.85, he will include the full $100
in income ($54x1.85=100). The shareholder’s credit, then, would be 85 percent of the dividend,
or $46. If the corfé)ration actually paid $40 owing to tax preferences, it would have to pay an

additional tax of $6.
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that foreign income). U.S. persons who invest in foreign countries
through foreign subsidiary corporations generally may defer tax on
the undistributed earnings of the subsidiaries until repatriation.
Although Congress has enacted exceptions to this general rule,? if
a controlled foreign corporation’s earnings do not arise from cer-
tain designated activities, its U.S. shareholders are not currently
taxable on the foreign corporation’s earnings, but instead defer tax
(subject to a foreign tax credit) until distribution of the earnings.

A foreign tax credit in general is intended to follow the principle
of capital export neutrality—that domestic and foreign investments
receive the same U.S. tax treatment. It has been argued that the
current system of deferral of the undistributed earnings of U.S.-
owned foreign corporations does not comport with that principle,
however. By allowing U.S. companies to operate currently in for-
eign countries under local tax rules rather than U.S. tax rules, de-
ferral can create a U.S. tax preference for foreign investment over
U.S. investment in cases where local rules produce the smaller tax.
If current investment incentives were reduced in conjunction with
a major revision of the U.S. income tax, the significance of this
preference would be increased.

Some have argued that repeal of deferral could simplify rules
governing the treatment of foreign income and could reduce or
eliminate a variety of tax-planning opportunities that arise upon
the interposition of a foreign corporation between the taxpayer and
foreign source income. These include (1) the ability to manipulate
the foreign tax credit that arises when taxpayers conduct some for-
eign operations directly, and other foreign operations through for-
eign subsidiaries, (2) the opportunity for U.S. taxpayers to decide
when certain income will become subject to U.S. tax, and (3) the
incentive for U.S. taxpayers to avoid U.S. tax by undercharging for-
eign subsidiaries for geods or services.

However, others contend that repeal of deferral could discourage
exports, because some foreign subsidiaries. of U.S. persons sell U.S.
goods abroad and benefit from deferral. Repeal could engender a
significant audit burden on the Internal Revenue Service. It has
also been argued that repeal would result in unfavorable reactions
by foreign countries where U.S. persons form foreign subsidiaries.

3. Noncash income

Income that is received in a form other than cash often presents
problems in an income tax, particularly when the cash value of the
income is hard to determine. The principal types of noncash
income include compensation for services paid as fringe benefits
and imputed rent on owner-occupied homes and consumer dura-

bles.

7 In 1935, Congress required the individual shareholder of each personal holding company (a
U.S. corporation earning primarily passive income) to include in income his or her share of the
company’s undistributed earnings. In 1937, Congress enacted similar rules for foreign personal
holding companies. In 1962, Congress required any 10-percent U.S. shareholder of a controlled
foreign- corporation to include in income (subject to a foreign tax credit) a pro rata portion of the
undistributed earnings of the foreign corporation that arise from designated activities (such as
passive investment, certain related party transactions, and certain oil-related activities).
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Fringe benefits

Present law excludes certain statutory fringe benefits from gross
income and, generally beginning in 1985, taxes all other fringe ben-
efits at the excess of their fair market value over any amounts paid
by the employee for the benefits.®* In most cases, the statutory
fringes were intended by Congress as tax incentives for employers
to provide compensation in particular ways, and some of the statu-
tory provisions contain restrictions designed to carry out Congress’
intent that these fringe benefits should be widely available (e.g.,
coverage requirements for qualified pension plans). In other cases,
the statutory fringes were intended to codify established practices

_ where business reasons, other than simply providing compensation,
were adduced for employers to encourage employees to use the
products they sell.

Under the bills discussed here, the tax base would be broadened
by repealing some of the present exclusions for fringe benefits.
These benefits may be difficult to ta» in certain situations. Issues
that are often encountered with respect to fringe benefits include
the valuation of the benefit (on the basis, e.g., of fair market value
or employer's cost), the allocation to individuals of benefits made
available to employees as a group,” and consistent treatment of one
large benefit with various smaller benefits that aggregate to the
same value but involve much more effort to account for. In select-
ing the treatment of fringe benefits, the problems of inexact and
complex valuations would have to be balanced against the equity
and efficiency advantages of a broader tax base.

Imputed income

The two principal types of imputed income are rent on owner-
occupied homes and consumer durables. It has been argued that a
homeowner, under a pure income tax, would be treated as someone
in the business of renting his house. He would report as incomne the
fair market rental on the house (imputed rent) and deduct all the
costs associated with the house, including interest, taxes, utilities
and depreciation. Under present law, imputed rent is not taxed, de-
ductions are allowed for interest and taxes, and deductions are
denied for utilities, depreciation and most other costs associated
with homeownership. Thus, the tax preference for homeownership
equals the imputed rent minus the nondeductible costs.'® Con-

® The statutory fringe benefits excluded from gross income are group-term life insurance (sec. -
79). a 35,000 death benefit exclusion (sec. 101tb), accident and health plan contributions (sec.
106), the rental value of parsonages (sec. 107), meals and lodging furnished for the convenience
of the employer (sec. 119, prepaid legal services tsec. 1200, van pooling services tsec. 124). de-
pendent care assistance (sec 129), certain in-kind benefits and cash payments to military person-
nel, miscelianeous benefits (scc. 1321, qualified pension plans tsec. 401), and incentive stock op-
tions (sec. 422A1. However, the employer is denied a deduction for the bargain element of incen-
tive stock options.

9 Allocation would not be necessary in a flat-rate system with the corporate tax rate equal to
the individual rate because businesses couid simply be denied a dedustion for certain fringe ben-
efits, which could be excluded at the individual level.

9 This is not the way homeowner preferences are treated in the annual tax expenditure
budgets published by OMB, CBO, and the Joint Committee staff. In those documents, the tax
expenditure for homeownership is defined as the mortgage interest and property tax deductions,
on the assumption that taxing imputed rent is not a serious possibility. Only for a house which
is entirely debt-financed and whose value is equal to its purchase price will the two measures of

the preference be similar
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sumer durables are treated the same way: no imputed rent is in-
cluded, but a deduction is allowed for ‘‘consumer” interest and
taxes.

Few people seriously propose taxing imputed rent on owner-occu-
pied homes or consumer durables because valuing the rentals
would be extremely complicated and there is a public policy to en-
courage homeownership.!! Rather, proposals to scale back the
homeowner and consumer durable preferences generally take the
form of limits on, or repeal of, the mortgage or consumer interest
and property tax deductions. However, these proposals are not en-
tirely free from problems of their own. Unless it were accompanied
by repeal of the deduction for other nonbusiness taxes, repeal of
the property tax deduction could be viewed as discriminating
against those States and localities that rely disproportionately on
the property tax. Limits on, or repeal of, the mortgage and con-
sumer interest deductions tend to cut back the preference in pro-
portion to the extent that the taxpayer finances his home or dura-
bles with debt rather than equity, and such a nonuniform scaling
back of preferences may make the system less, rather than more,
equitable. Furthermore, there is a practical problem that money is
fungible and that there is no real economic distinction between
mortgage and consumer interest, on the one hand, and other kinds
of interest that are legitimate deductions in a tax on net income,
on the other. However, the tax system has traditionally made a dis-
tinction between personal and business expenditures.

These types of considerations lead to other proposals for reducing
the distortions and inequities associated with the treatment of in-
terest and homeownership. For example, it has been suggested that
all interest deductions be limited to investment income. None of
the bills discussed in the Appendix attempt to tax imputed rent on
homes or durables; however, several repeal or limit interest and

tax deductions.

4. Unrealized income

Some types of income consist of increases in the value of assets
prior to the time when the taxpayer actually receives the income,
such as by selling or exchanging t%e assets. Taxing such unrealized
income would present two problems: (1) in some cases, it may be
difficult to value the asset in order to measure the income proper-
ly; and (2) the taxpayer may not have access to cash with which to
pay his tax.

Capital gains and losses is the area where unrealized income cre-
ates the most serious problems. Assuming that taxing gains and de-
ducting losses as they accrue is ruled out because of the valuation
and liquidity problems,!2 the only alternative is to tax them when
realized; that is, when the asset is sold or exchanged or some other
recognition event occurs. Because selling an asset is generally

'* However, it should be noted that the United Kingdom taxed imputed rent on homes for
over a century—from the beginning of its income tax to 1963. By that date, the property-value
assessments on which the determination of imputed rent was based had been rendered obsolete
by inflation, and the U.K. decided to exempt imputed rent rather than update the assessments.

'2 Some also believe that there would a constitutional problem with taxing unrealized
gains. Canada recently adopted an elective system for taxing corporate stocks that involves
taxing gains as they accrue.
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within the taxpayer’s discretion, a tax on realized gains gives tax-
payers an incentive to defer realization in order to postpone the
tax.!3 This, in turn, has been a justification for providing preferen-
tial treatment for long-term capital gains, the argument being that
full taxation of such gains at high ordinary rates would discburage
sales of appreciated property to such an extent that it would be
counterproductive. Moreover, the fact that realization of gains and
losses is discretionary has been the justification for imposing ad
hoc limits on the deductibility of capital losses.!* Without such
limits, taxpayers who own a variety of assets could realize their
losses and defer their gains, thereby escaping tax despite the fact
that they had substantial real income. Thus, the treatment of cap-
ital gains deviates in a number of respects from what would exist
in a pure income tax.

In recent years, Congress has moved towards taxing some unreal-
ized income, generally in areas where the valuation and liquidity
problems were not significant, the income tended to be received by
sophisticated taxpayers, and there was serious potential for tax
avoidance. In 1969, Congress required periodic inclusions of dis-
count income on corporate original issue discount bonds.!* In 1981,
Congress adopted a mark-to-market system of accrual taxation for
commodity futures contracts, and in 1984 extended that system to
many options transactions.

5. Tax treatment of saving and consumption taxes

A number of analysts believe that the individual income tax
should be replaced by a tax on consumer spending, so that the
types of savings currently in the tax base would be exempt. In gen-
eral, their analysis is that national welfare would be increased if
greater savings could be funneled into greater investment that ulti-
mately leads to hiﬁher levels of production. Two taxes that have
been discussed in this regard are the consumed income tax and the
value added tax.

Individuals would continue to be the tax filing units under a con-
sumed income tax. It would not be necessary for taxpayers to add
up all their purchases of consumer goods and services. Rather, a
consumption tax could be implemented through several modifica-
tions of the income tax, which make use of the arithmetical result
that a person’s after-tax income is either spent on consumption or
saved. Thus, a consumption tax base could be implemented by
starting with an income tax base, allowing taxpayers to deduct all
purchases of assets during the year, all tax payments, and all re-
payment of debt, and requiring them to ad(f to the tax base the
proceeds from all sales of assets and from all borrowing. A graduat-
ed rate structure could be applied to this base to produce a progres-

13 Furthermore, the 'present rule under which an heir steps up the basis of inherited assets to
the fair market value for estate tax purposes means that holding onto appreciated property can
ultimately result in escaping any income tax on the appreciation.

4 Currently, individuals may deduct capital losses against capital gains and up to $3,000 of
ordinary income. Unused capital losses may be carried forward. Corporations may not deduct
capital losses against ordinary income. Their carryforward is limited to 5 years, but they get a 3-
year carryback.

'8 In the Tax Equity and Fiscal Responsibility Act of 1982, the inclusion formula was revised
and periodic inclusion was extended to noncorporate bonds and stripped coupon bonds. The Tax
Reform Act of 1984 further extended periodic inclusion to certain debt obligations previously

exempted from the 1982 provisions.

39-551 O—84——3
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sive tax, like the current income tax. Moreover, because a con-
sumed income tax, like the current income tax, would be a person-
al tax, any additional personal circumstances (such as family size)
which may be deemed relevant to equitable taxation could be
taken into account. Although there is a history of academic analy-
sis of the consumed income tax, it appears that only India and Sri
Lanka have had experience with implementing it. Both countries
have since repealed their consumed income tax.

Businesses would be the tax filing unit under a value added tax.
The value added by a business, and the base of the consumption-
type value added tax, is the difference between its sales proceeds
and the cost of raw materials, semi-finished goods, capital goods,
and other items that it has purchased from other businesses. Thus,
if a business has sales of $100 and purchases $80 of %oods and serv-
ices from other businesses, its value added is $20. This will equal
the sum of the wages and salaries it pays for the use of labor, the
interest it pays for the use of capital, and its profits. Under one
method of tax computation, the business would apply the tax rate
to this base and remit the tax. Under an alternative method, gen-
erally used in Europe, the business would compute a tentative tax
on sales proceeds and a tentative tax credit for purchases from
other businesses and then remit the difference. Since the value
added tax on all sales to other businesses would be offset by subse-
quent tax credits, the only value added tax that matters from the
standpoint of overall revenues is the tax collected at the retail
level, where there is no offsetting credit. (Thus, some argue, a third
alternative would simply be to impose a national retail sales tax.)
Exporters would claim a rebate for the value added tax thef paid
when they acquired the goods for export, and importers would pay
tax on the value of imported goods.

Conceptually, there are several types of value added taxes, differ-
entiated by their treatment of the cost of capital goods. The con-
sumption-type of value added tax is generally in use in European
countries, where standard tax rates cluster between 15 and 20 per-
cent. In many countries, exemptions or reduced tax rates are pro-
vided for numerous items—food, housing rent, medical services,
water and newspapers are examples—while tax rates above the
standard tax rate may apply to luxury items. In many cases, these
value added taxes succeeded other consumption taxes, such as a
turnover tax on all sales, a manufacturers’ sales tax, a wholesalers’
sales tax or a retail sales tax. The turnover tax has been criticized
for effectively imposing a higher tax on value gdded early in the

roduction and distribution process (because it is taxable again in
ater stages), thus providing incentives for businesses to integrate
vertically. A manufacturers’ or wholesalers’ sales tax would allevi-
ate this problem, because they are single-stage taxes; however, by
failing to tax value added at the retail stage, such taxes create dis-
tortions aFainst products where little value added occurs at the
retail level.

Consumption taxes may be levied on a more limited basis for the
purposes of raising revenue, discouraging consumption of specific
products; or financing public expenditures closely related to the
consumption of specific products. For example, the United States
currently imposes taxes on the consumption of communications
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services, alcoholic beverages, cigarettes, and highway motor fuels.
A proposal to tax energy consumption, discussed in the Appendix,

has also been considered.

Effect on incentives

Proponents of the consumption tax base argue that the income
tax, by taxing income from capital, encourages taxpayers to con-
sume their income now rather than save for future consumption
and that a consumption tax would not distort this decision. Advo-
cates of the income tax do not generally dispute this proposition
but argue that the effect is not large enough to justify a change,
that society can increase its saving by reducing government budget
deficits, that other economic inefficiencies would be caused by the
high marginal tax rates which would be necessary if saving were
excluded from the tax base and that, in any event, the emphasis on
savings (rather than consumption) as the key to economic growth is

misplaced.

Equity

Advocates of the consumption tax also argue that such a tax
would be more equitable. Consider a simple example in which two
taxpayers each earn $100. One consumes his after-tax income im-
mediately, while the other invests it at 10 percent and consumes
the proceeds the next year. Under an income tax with a 50-percent
rate, both taxpayers would pay $50 in the first year, but the saver
would pay an additional $2.§O on his $5 in the second year. Under
a consumption tax, the taxpayer who spends in the first year would
pay $50 that year, while the saver would pay $55 in the second
year; that is, the present value of their tax burden would be the
same. (Under an income tax limited to personal service income,
they both would pay $50 in the first year, so that their tax burdens
would be identical in both years.) Proponents of a consumption tax
argue that these two taxpayers are similarly situated because they
have exactly the same opportunities over t%e two-year period and
that it is equitable for them to pay the same tax either directly (as
in an income tax on personal service income) or in present value -
terms (as in a consumption tax).

Critics of the consumption tax approach argue that a year-by-
year comparison is more appropriate than a lifetime perspective
and that, from this standpoint, the two taxpayers are only similar-
ly situated in the first year, with the saver better off in the second
year and, hence, able to pay more tax that year. They also argue
that the equity argument in favor of the consumption tax hinges
on treating bequests as consumption and taxing them as such when
a person dies. This, however, would be a controversial aspect of any
consumption tax, since the bequests would be taxed again when
consumed by the heirs. Moreover, taxpayers who are consuming
more than their income because they are facing hard times, like
the unemployed, would fare worse under a consumption tax than
under an income tax, which may not be considered a fair result.
Other taxpayers whose burdens would be higher under a consump-
tion tax would include the elderly and parents putting their chil-
dren through college. Perhaps most fundamentally, critics doubt
that vertical equity in the distribution of tax burdens, gauged rela-
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tive to the ability to pay taxes, can be achieved under a consump-
tion tax.

Problems with the income tax

One argument for a consumption tax is that it would moot many
of the questions that make it difficult to structure an income tax.
A consumption tax would require no special rules for indexing the
definition of income from capital and borrowing for inflation, cap-
ital gains and losses, depreciation, inventory accounting, or unreal-
ized income. However, some structural problems with the income
tax, like the treatment of many fringe benefits and of imputed
income, would remain. Moreover, a consumption tax could create
some new problems, like the treatment of gifts and bequests and
the multitude of distinctions necessary to implement any exemp-
tions or differential tax rates (as between necessities and luxuries,
for example), that may be deemed necessary for furthering equity
goals or other social considerations.

Marginal tax rates

A consumption base would be narrower than a comprehensive
income base (although not necessarily narrower than the present
income tax base), and higher-income people tend to save a larger
percentage of their income than others. Therefore, to raise a given
amount of revenue with a given degree of progressivity, the con-
sumption base would require higher marginal tax rates than an
income base. These higher rates would increase the ill effects of
whatever distortions remained in the consumption tax system.

Transition issues

There would be difficulties in effecting a transition from an
income tax to a consumption tax. It would be unfair, for example,
to tax consumption out of wealth which had been accumulated out
of after-tax income under the prior income tax. A transition rule to
prevent such double taxation, however, such as allowing taxpayers
to deduct the basis of assets held on the effective date of the con-
sumption tax in order to grandfather consumption out of previous-
ly taxed income, would have a large revenue loss in the early years
of the tax and would virtually exempt many wealthy people from
tax for a period of years.

C. Tax Expenditure Provisions

In addition to addressing the structural problems outlined above,
a thorough review of the income tax would have to confront the
variety of special provisions that have been added to the law over
the years to provide incentive for particular kinds of activilies or to
provide relief to particular kinds of taxpayers. There are about 100
such tax expenditure provisions, more than one-quarter of which
have been enacted since 1976. They include exclusions for certain
kinds of income, deductions for costs other than the costs of earn-
ing income, tax credits, and tax deferral provisions.

In this regard, there are several important considerations. Tax
expenditures have the advantage that they can be plugged into an
administrative mechanism through which the government already
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communicates with a large number of its citizens. Tax expendi-
tures do not generally require separate or detailed application
forms, and they are received relatively quickly. On the other hand,
most tax expenditures make the tax system more complex for the
taxpayer and also reduce the extent to which the public perceives
the system to be equitable. In addition, if the tax expenditure takes
the form of an exclusion or deduction in a system with progressive
rates, it provides a higher rate of subsidy to high income than to
low income taxpayers, a result which may be undesirable. Unless
the tax expenditure is refundable, it will not be available to tax-
payers with no tax liability, and if such taxpayers are corporations,
they may have a purely tax-motivated incentive to merge with tax-
paying units. Tax expenditures may also cause administrativé prob-
lems for the agency administering the tax system, which may be
required to deal with policy issues outside its normal area of exper-
tise. Tax expenditures have also been criticized for being, in effect,
entitlement programs which are not reviewed each year as part of
the appropriations process and not subject to the controls which
the budget process imposes on new entitlement authority. (Howev-
er, in recent years Congress has tended to put termination dates on
many new tax expenditure provisions to encourage periodic review
of them.) It has been argued that, as a practical matter, some tax
expenditures would not have been adopted or would have been
i:dopted in a much more limited form, if provided as budget out-
ays.
Analysis of tax expenditures generally involves two issues. First,
whether the nontax policy goal accomplished by the tax expendi-
ture is worth the lost revenue and whatever other tax policy goals
are being sacrificed must be decided. This is likely to be based on
efficiency (benefit-cost), distributional and administrative consider-
ations similar to those discussed in the first part of this pamphlet.
The second decision is whether other approaches to achieve the
nontax policy goal, such as spending or regulation, would be prefer-
able. After reviewing tax expenditure provisions as part of an over-
haul of the income tax, Congress could decide that the nontax
policy goals of certain tax expenditures should be accomplished
with spending programs, in which case not all the revenue raised
by broadening the tax base would be available to finance tax rate
reductions. For example, if the charitable deduction were repealed,
Congress might want to enact a spending program under which the
federal government matches private contributions to charitable or-
ganizations. Conceivably, this matching grant program would cost
as much as the revenue loss from the deduction.

The bilis discussed in the Appendix would repeal many or most
of the tax expenditure provisions and use the resulting revenue
gain to finance tax rate reductions.
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IV. ISSUES IN TRANSITION TO A NEW SYSTEM

A. General Transition Issues

Hypothetically, if a comprehensive income tax were enacted and
made effective overnight, taxpayers would experience sharp swings
in after-tax income, wealth, and cashflow. Contracts and invest-
ments which were profitable under the old tax rules could be ren-
dered unprofitable. Taxpayers who made tax-preferred investments
under the old rules could experience an abrupt decline in current
(after-tax) income and in wealth—the capitalized value of future
income—relative to taxpayers holding ordinary investments. This
reduction in taxpayer wealth might be regarded as particularly in-
equitable when the shelter was designed and encouraged by Con-
gress in order to achieve certain social or economic objectives, as in
the case of tax-free municipal bonds. On the other hand, windfall
losses due to the elimination of unintended tax avoidance practices
would not necessarily be viewed as undesirable tax policy.

Sudden changes in taxpayers’ after-tax incomes may also create
a perception of inequity because taxpayers may find it difficult to
adjust their spending patterns to the new conditions.

B. General Transition Rule Options

The goals of wealth protection and time-to-adjust can be achieved
by two general types of transition rules: (1) grandfather clauses and
(2) phase-in provisions. Grandfather clauses permit (or require) con-
tracts and investments, initiated under the old tax rules, to be gov-
erned by the old law. Jf the grandfather clause is available on an
elective basis, the taxpayer can avoid being made worse off as a
result of the tax chenge; while if the clause requires old-law tax
treatment, then some windfall gains, due to the tax law change,
are also eliminated. A grandfathering provision may apply to all
eligible investments or be limited to owners of the investment at
the time the change in tax rules was first considered or enacted. If
the clause is limited to the original owner, then taxpayers may not
be protected against windfall losses if the investment is sold to an-
other, ineligible, investor. If the investment, rather than the
owner, is grandfathered, then the owner is protected against a
windfall loss even if the investment is sold after the tax law
change; indeed, since the grandfather clause creates a limited
supply of old-law investments, original owners may reap windfall
gains under such a rule. Also, if a tax change has been widely an-
ticipated for a long time prior to enactment, asset values may re-
flect the likelihood of the change, and a grandfather rule may lead
to windfall increases in asset values.

Phase-in provisions may be used to delay the effect of new tax
rules on both existing and new investments. With respect to exist-
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ing investments, a phase-in rule provides temporary and partial
protection of asset values compared to an elective grandfather
clause. The longer and more gradual a phase-in rule, the more
similar it is to a grandfather clause. In the limit, if the new tax
rules are only phased-in after existing investments ar~ scrapped,
then the phase-in provision is precisely equivalent to a grandfather
clause for existing investments. However, since many investments,
such as homes, last 30 years or more, very long phase-in rules
would be required to effectively grandfather all existing invest-
ments. With respect to new assets, the effect of a phase-in period is
primarily to slow the rate of transition, thereby allowing taxpayers
adequate time to adjust. Phase-in provisions may gradually change
tax laws or simply provide a grace period in advance of a major
change in rules. Both a gradual phase-in and a grace period moder-
- ate wealth changes on existing assets and provide taxpayers time
to adjust.

Criteria for selecting between the alternative grandfathering and
phase-in approaches include the following: (1) effectiveness in
achieving the twin goals of moderating adverse wealth effects and
providing taxpayers adequate time to adjust, (2) absence of incen-
tives for taxpayers to make non-economic, tax-motivated invest-
ments during the transition period, and (3) simplicity of transition
rules. It is unlikely that any one transition rule best satisfies all
three criteria, so that the choice among alternatives requires judge-
ment about the relative importance of these objectives.

C. Specific Issues in the Transition to a Comprehensive Income
Tax

This section surveys some of the specific transition problems as-
sociated with eliminating some of the major exclusions and deduc-

tions.

Exclusions

Some of the most important exclusions in the individual income
tax are the exclusions for (1) transfer payments like social security
and public assistance, (2) fringe benefits, and (3) 60 percent of cap-
ital gains. Including transfer payments in taxable income would
reduce the benefit from these payments to those recipients whose
income exceeds the level at which people begin to pay tax. It would
be possible to readjust benefit schedules to compensate for inclu-
sion in taxable income for taxpayers with a particular marginal
tax rate, but this could take Federal and State governments a
period of several years. To allow time for such compensating legis-
lation, it may be appropriate to delay the effective date of repeal of
the exclusion for transfer payments or to phase it in. To the extent
benefits are not readjusted for inclusion or the taxpayer’s marginal
tax rate is higher than the rate on which the benefit readjustment
was based, current and future recipients would be adversely affect-
ed. This could create a problem, such as for people who Kave al-
ready retired or expect soon to retire on the basis of a certain level
of tax-exempt retirement benefits (like social security). One possi-
ble response to this problem would be to grandfather retirement
benefits that accrued prior to the change in the law. A drawback to
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grandfathering accrued retirement benefits is the difficulty of dis-
tinguishing retirement benefits accrued before the rules changed
from those accruing afterward. For this reason it might be siinpler
to tax a gradually rising percentage of retirement benefits. This
phase-in approach would tax least the benefits of those taxpayers
nearest to retirement.

Including fringe benefits in taxable income would reduce the ef-
fective salary of employees now benefiting from fringes. Taxpayers
presumably would respond by substituting cash wages for some of
the less desirable fringes, but this could take time (e.g., to renegoti-
ate contracts). Moreover, there wiil be many cases in which work-
ers have accrued fringe benefits where realization has not taken
place. The simplest transition rule would he to allow a grace period
of one or more years in which realization of accrued fringe benefits
could take dplace under the old tax law and taxpayers would have
time to modify compensation arrangements.

Including 100 percent of capital gains in taxable income (without
reducing tax rates) would reduce the value of many assets. The re-
duction in value would be largest for assets whose return is dispro-
&c’:rtionately in the form of capital gains (e.g.. gold and homes).

hile accrued but unrealized capital gains could be grandfathered
by applying the new rules only to appreciation occurring after the
effective date (a fresh start), this would require the segregation of
assets acquired prior to the law change, and measurement of the
market value of these assets. This approach was used when the
original income tax was enacted in %)13 and when carryover of
basis was enacted in 1976, but it created difficulties each time. An
alternative approach would be to provide a grace period during
which accrued capital gains could be realized under the present tax
law. This, however, would give taxpayers an incentive to sell assets
during the grace period, thereby distorting decisions. A third ap-
proach would be to retain existing law for assets owned cn tke ef-
fective date, but this could discourage sales of those assets. If tax
rates are substantially lowered at the same time the capital gains
exclusion is eliminated, the effective rate of tax on capital gains
may not increase as a result of comprehensive income tax reform,
which may reduce the need for transition rules; howe -, there
still could be declines in the values of assets whose retu;.: consists

disproportionately of capital gains.

Itemized deductions

The most important itemized deductions in the individual income
tax are the deductions for interest, State and local taxes paid, char-
itable contributions, and medical expenses.

Eliminating the deduction for mortgage interest would signifi-
cantly increase the tax liability of most homeowners as well as
reduce the market value of most homes. Grandfathering interest
paid on existing home mortgages would protect recent homebuyers
from an increersc in tax liability but would not prevent the present
owners of the nousing stock from suffering a loss in property value.
To fully protect homeowners, old-law treatment wouid have to be
accorded to the existing stock of housing in perpetuity. The transi-
tion problems associated with housing are especially difficult be-
cause housing is extremely durable and represents a large portion
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of taxpayer wealth. One possible transition rule would be to allow
existing homeowners to take a deduction or credit for the estimat-
ed reduction in property value due to the tax law change. While
this would compensate the losers from eliminating the mortgage
interest deduction, it would be difficult to estimate accurately the
monetary loss. Alternatively, a phase-in could moderate the likely
decline in home prices.

Elimination of the deduction against Federal income tax for cer-
tain kinds of State and local taxes paid would increase the tax li-
abilities of itemizing taxpayers who pay high State and local taxes.
This would put some pressure on State and local governments to
change their mix of tax revenues. Therefore, a grace period could
be considered to give State legislatures time to make the appropri-
ate adjustments.

Elimination of the charitable contribution deduction could
reduce the level of charitable giving, perhaps substantially. This
would reduce the revenue of organizations that rely on charitable
contributions and could force a reduction in their programs and
outlays. A phase-in period would provide time for charitable orga-
nizations to develop alternative sources of revenues and to bring
expenditure plans in line with income.

Elimination of .he medical expense deduction would increase the
tax liability of itemizing taxpayers whose unreimbursed medical
expenses exceed 5 percent of adjusted gross income. A phase-in or
grace period could be helpful to allow taxpayers time to raise their
medical insurance coverage.

The number of transition problems which arise in the adoption
of a new system are numerous and often are different for the dif-
ferent provisions being changed. These transition problems should
be considered one-by-one as discussions of comprehensive tax

reform progress.
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APPENDIX

SUMMARY OF COMPQREHENSIVE TAX BILLS AND
PROPOSALS IN THE SENATE DURING THE 98TH CONGRESS

Overview

Several bills which address comprehensive income tax reform
have been introduced in the Senate during the 93th Congress. Gen-
erally, these bills would broaden the income tax base by repealing
or modifying tax expenditures and would lower and flatten the in-
dividual income tax rate schedule. A number of these legislative
initiatives also address structural issues in the current income tax
sgstem including the marriage penalty, the treatment of saving,
the effect of inflation in defining income from capital, and the rela-
tionship between the corporate and individual income taxes. These
comprehensive income tax bills range along a spectrum from those
with a very broad base and a low flat rate to less broadly based
taxes with moderately progressive rates. A brief description of
these proposals follows.

Also during the 98th Congress, the Finance Committee consid-
ered a proposal, summarized below, for imposing a 2.5-percent tax
on energy consumption.

Summary of income tax proposals

S. 557 (Senators DeConcini and Symnis) would impose a flat 19-
percent tax on essentially all income of individuals and businesses.
Immediate expensing would be allowed for capital expenditures for
business purposes. Businesses could carry net losses forward with-
out limitation to offset taxable income in future years, and these
losses would be augmented annually by interest until so utilized. A
standard deduction of $4,100 for single taxpayers ($6,700 for mar-
ried persons filing jointly) and an $810 exemption for each depend-
ent would be allcwed. These amounts would be indexed for infla-
tion.

S. 1040 (Senator Quayle), the SELF-Tax Plan Act of 1983, would
tax the income of individuals at graduated rates ranging from 14 to
28 percent and the income of corporations at the flat rate of 25 per-
ceit. The bill would generally repeal all exclusions and deductions
from gross income and all credits against income tax. This repeal
would be governed by the following principles: (1) deductions
should be allowed for ordinary and necessary business expenses; (2)
income earned in a trade or business should be taxed only once; (3)
no individual should be taxed twice on social security or other re-
tirement contributions; and (4) the marriage penalty should be
eliminated. A standard deduction of $6 000 for single taxpayers
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($10,000 for married persons filing jointly) and a $1,000 personal ex-
emption would be allowed.

. 1421 (Senator Bradley and others), the Fair Tax Act of 1983,
would tax the income of individuals at graduated rates ranging
from 14 to 30 percent and the income of corporations at the flat
rate of 30 percent. The individual income tax would be structured
as a 14-percent base tax on taxable income, supplemented by a
graduated surtax, at rates of 12 and 14 percent, on adjusted gross
inccme in excess of $25,000 for single returns and $40,000 for joint
returns. The standard deduction would be increased to $3,000 for a
single taxpayer ($6,000 for married ;;ersons filing jointly) and the
taxpayer’s personal exemption would generally be increased to
$1,600. The base of the individual income tax would be hroadened
by repealing numerous exclusions and deductions, including those
for dividends, interest on industrial development and mortgage
subsidy bonds, income earned abroad, two-earner married couples,
State and local sales taxes, unemployment compensation, increases
in the cash surrender value of insurance policies, the special treat-
ment of capital gains, certain employer-provided insurance bene-
fits, and interest (other than housing interest) in excess of net in-
vestment income. Income averaging and indexing of rate brackets
would be repealed. All nonrefundable tax credits other than the
foreign tax credit would be repealed. All income of controlled for-
eign corporations would be currently subject to U.S. tax in the
hands of their U.S. shareholders. New cost recovery systems de-
signed to measure the taxpayer’s loss of economic value would
apply to depreciable and depletable property, and amortization pe-
riods for certain expenditures woultf) be lengthened. Corporate de-
ductions for charitable contributions would be limited to 50 percent
of the contributions.

S. 1767 (Senator Mitchell), the Personal Income Tax Reform Act
of 1983, would tax the income of individuals at graduated rates
ranging from 12 to 36 percent. The bill would not amend the corpo-
rate income tax. The standard deduction would be increased to
$4,600 for married é)ersons filing jointly and the taxpayer’s person-
al exemption would generally be increased to $1,500. The individ-
ual income tax base would be broadened by repealing most of the
exclusions and deductions that would be repealed under S. 1421
(summarized above). S. 1767 would repeal deductions for nonite-
mized charitable contributions and theft or casualty losses. Income
averaging would not be allowed. Nonrefundable tax credits other
than the foreign tax credit would not be available to individuals.
The bill also would impose a 12-percent tax on the income of indi-
vidual retirement accounts, qualified pension and profit-sharing
plans, and stock bonus plans.

S. 2158 (Senator Hatfield), the Simpliform Tax Act, would tax the
income of individuals at graduated rates ranging from 6 to 30 per-
cent. The bill would not amend the corporate income tax. Under
the bill, there would be no standard deduction and joint filing by
married persons would not be permitted. The general approach of
the bill is to repeal or make unavailable to individuals many exclu-
sions, deductions and nonrefundable credits, and to reinstate the
benefits of the personal exemption and certain itemized deductions
in the form of income tax credits. For example, the current person-
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al exemption would be converted into a $250 credit, which is equiv-
alent to a $1,000 exemption at a tax rate of 25 percent. The amount
of this credit would be indexed for inflation. A 15-percent credit (up
to $1,000) would be allowed for home mortgage interest in excess of
1 percent of adjusted gross income. Likewise, a 15-percent credit
(up to $1,000) would be allowed for local taxes in excess of 1 per-
cent of adjusted gross income. Similarly structured credits, but
with different percentages and without a cap, would apply in the
case of medical expenses and charitable contributions. The basis of
capital assets would be indexed for inflation for purposes of deter-
mining gain or loss, and the partial exclusion of capital gains
would be repealed.

S. 2600 (Senators Kasten and Hatch), the Fair and Simple Tax
Act of 1984, would tax the income of individuals at a single rate of
25 percent and the income of corporations at graduated rates of 15
or 30 percent. The standard deduction would be raised to $2,700 for
single taxpayers ($3,500 for married persons filing jointly) and
would be indexed for inflation. The personal exemption would be
increasea to $2,000, but additional exemptions allowed under
present law for the elderly and the blind would be eliminated. The
earned income credit would be reduced, but a new exclusion for 20
gercent of earned income (up to the social security maximum wage

ase, and phasing out thereafter) would be allowed. Numerous ex-
clusions, deducticns and credits, including the investment tax
credit, would be repealed or restricted. Income averaging would be
repealed. The basis of capital assets would be indexed for inflation
for purposes of determining gain or loss. For individuals, the par-
tial exclusion of capital gains would not be available with respect
to indexed assets, but capital losses would be fully deductible
against ordinary income and excess losses could be carried forward.
The tax rate on corporate capital gains under the current alterna-
tive tax would be reduced to 20 percent. Depletion deductions gen-
grally would be determined under the Accelerated Cost Recovery

ystem.

Senator Roth has announced a proposal for comprehensive
reform of the individual income tax with emphasis on encouraging
savings and investment. The proposal does not address corporate
taxation. Under this proposal, graduated tax rates would range
from 1% to 30 percent. The standard deduction would be increased
to $3,000 for a single taxpayer ($6,000 for married persons filing
jointly) and the personal exemption would be $1,000 per person.

hese amounts and the tax bracﬁets would be indexed for inflation.
The majority of current exclusions and tax credits would be re-

aled. Itemized deductions would be limited to charitable contri-

utions, medical expenses over 10 percent of adjusted gross income,
and home mortgage interest. In the area of savings and invest-
ment, a new super savings account for financial assets would re-
place IRAs and immediate expensing of most personal property
would replace depreciation. With respect to the super savings ac-
count, contributions would be deducted from taxable income, earn-
ings excluded, and withdrawals included. Withdrawals could occur
at any time and for any purpose, without penalty. Net contribu-
tions would be limited to $10,000 per year for single taxpayers and
$20,000 per year for married persons filing jointly.
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Tax on energy consumption

During the 98th Congress, the Finance Committee considered a
proposal for imposing a tax on the sale of the majo- sources of
energy consumed in the United States. Under that proposal, tax-
- --able energy sources would include petroleum, natural gas, natural
gas liquids, coal and electricity. Exemptions would be allowed for
(1) energy and energy sources exported from the United States, (2)
fue] used to generate electricity, (3) fuel used to produce or trans-
port other fuel, and (4) certain oil and gas received as in-kind royal-
ties.

The tax would be structured to achieve the results of a uniform
2.5-percent tax on the average price of energy sources sold for final
demand. The objective of the ad valorem approach is to minimize
the impact of the tax on the relative prices of the different energy
sources and hence on users’ choices among them. However, to ease
administration and compliance. the tax would not be administered
as an ad valorem tax; rather, separate tax rates for the various
energy sources would be provided in terms of dollars per commodi-
ty unit, based on nationwide average prices during the preceding
period. Moreover, the taxable sale of each energy source would be
set at that point in the production and distribution chain which
minimizes administrative and compliance costs. For example, with
respect to oil, the tax would generally be imposed on the sale of
refined petroleum by the refiner.

s oy w0
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STATEMENT OF SENATOR DOLE, FINANCE CoMMITTEE HEARINGS ON MaJor Tax
REFORMS

Today the Finance Committee begins a review of the issues raised by proposals to
overhaul our tax system. These hearings are intended to give us a better under-
standing of the implications of major reforms from the standpoint of tax, social, and
economic policy. This is only a beginning: There are many individuals and organiza-
tions who wou{d like to be {xeard on this subject, and while we can accommodate a
small number now, we will do our best in future hearings to hear everyone—we
need to hear as wide as possible a range of opinions and perspectives on this subject,
because we are talking about fundamental changes.

During these hearings we hope to begin to establish a framework to guide further
deliberations on restructuring the tax system. We can do that by clearly formulat-
ing the basic options, by developing the facts and figures necessary to informed deci-
sions, and to pinpoint the tecl?mical and practical problems that will have to be
dealt with if we want to modify the tax system in a major way, Our witnesses are
prepared to help us do all of that. In addition, the Treasury Department at the re-
quest of the President is examining the issue in some detail, and we hope they will
be prepared to make specific recommendations later this year.

BASIC CHOICES

At the outset, I would like to outline some of the basic choices we have before us
in connection with the tax reform issue. Some of these choices are simply matters of
trying to formulate the best tax policy; some of them are primarily decisions about
economic policy; and others are really political decisions, or decisions about what is
best for our society.

For example, we have to decide whether significant progressivity in rates is desir-
able—as under the present system—or whether everyone should pay the same pro-
portion of income in taxes. The answer to this question will depend in part on your
view of how important the principle of progressivity is to maintaining popular sup-
port for the tax system. The answer also will depend on some simple facts: How pro-
gressive is the present system, when you take into account the distribution of tax
preferences available under present law, particularly deductions that tend to favor
those in higher rate brackets.

We also have to determine hew much a gain in simplicity and economic efficiency
can be made by moving to a streamlined low-rate or flat-rate structure or to a
system that taxes consumption. Defining income is always a source of major com-
plexity, and cutting out tax preferences as such does not deal with that problem. A
large zero bracket, if it were adopted as part of a restructuring of our tax system,
could provide significant gains in simplicity by reducing the number of itemizers.
Again, however, we would need to evaluate the impact of such a change on the dis-
tribution of the tax burden and in terms of economic efficiency. And consumption
taxes demand the same sort of scrutiny.

There are a number of specific ways in which a lower-rate or consumption-based
tax system might be structured. A single rate could be applied, as some propose, to
a comprehensive income base. This would mean everyone paying the same propor-
tion of income in tax, with changes in the types of things we have usually included
in income: Items such as social security and retirement benefits, among others. Al-
ternatively, rates could be significantly reduced and the base broadened by eliminat-
ing a range of tax preferences, but without going all the way toward a single rate
with a comprehensive base. These two basic options can be varied, in addition, by
including in either a large zero bracket: Guaranteeing a degree of progressivity and
protection for lower-income taxpayers, with some gain in simplicity as well from re-
ducing the number of itemizers, assuming the option of retaining some deductions is
chosen. We could also consider a flat-rate tax on a less comprehensive income base;
preserving some basic tax preferences that have wide support, but at the same time
presumably requiring a higher rate to generate ihe necessary amount of revenue.

In the case of a tax based on consumption, the questions are whether to make it
progressive, and how, whether to impose a tax on goods or their production, or just
to exempt from tax everything that goes into saving: and whether to exempt certain
necessities of life in either case.

What it comes down to is a choice of ways to proceed. Everyone wants greater
equity in the Tax Code, and a simpler system, amr a tax system that promotes—or
at least does not inhibit—economic activity. Choosing the system that best balances
each of these goals is not easy, however: And deciding how to move toward a better
system may be the most difficult choice of all. There is no pouint in making a change
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unless we make a big improvement. So far that case has not been proven for any of
the major proposals on the table.

HOW TO PROCEED

The ways in which we might proceed seem, to this Senator at least, to be fairly
straightforward. First, we could continue to work through the Tax Code on an item-
by-item basis and make decisions about what should go or be modified and what
should be preserved: In other words, further base-broadening and tax reform efforts
comparable to those included in this year's Deficit Reduction Act. This approach
could bring substantial gains in equity and simplicity over time, but it would not
necessarily involve the kind of fundamental rethinking of our tax structure that
many people seem to want.

Instead, we might do as some are urgir.g, and agree on a major revision of the tax
system in the direction of lower rates, & broader base, or a consumption base, and
take the necessary steps to implement such a system. This would mean an explicit
choice of a new approach to taxes, comprehensive and carefully thought out; and a
difficult period of transition to reconcile the new system with the old while safe-
guarding the economic interests of those who have made financial decisions based
on the present system. The potential pitfalls with this approach are that it requires
long-range planning and implementation, and there is the risk that the consensus
behind the new system couid erode during the lenghty course of implementation,
that could leave us with a system no better, or even worse, than present law.

Finally, we might agree to proceed. again on a step-by-step basis, to couple base-
broadening measures or steps toward a different tax base with rate reductions in an
effort to simg‘lify the system and reduce tax-induced distortions of economic deci-
sionmaking. The advantages here would be that we would have an opportunity to
think out each step as it is taken. and to build a consensus on the desirability of
those steps. The disadvantage is that you would not make a specific commitment to

a bottom-line goal for our tax policy.
MUCH TO BE DONE

Just outlining the policy options and procedural options makes clear how much
there is to be done if we want to rebuild our tax system in a way that is fairor,
simpler, and better for the economy. No system can be sustained without a strong
popular consensus: Indeed, 2 major reason we are considering fundamental reforms
is the indication of weakening consensus behind our present system, as demonstrat-
ed by the growing compliance problem. We do not want to hastily adopt a system

that cannot be sustained over time, either because of technical flaws or lack of pop-
ular support.

So our task is to begin to search out the kind of consensus needed to support any
far-reaching change in tax policy. The direction has been set, in a way, by the rate
reductions adopted in 1981 and the base-broadening and compliance measures we
agreed to in 1982 and again this year. We have already moved toward lower rates
and a broader base, and have J)ut the pressure on to reexamine the tax system by
indexing individual rates to end brack.t creep. There does seem to be a %owing con-
sensus for further reduction of rates and broadening of the tax base. With proper
balancing of the goals of equity, efficiency, and simplicity, that consensus could
grow. I hope the witnesses this morning, and over the course of these hearings, will
shed some light on the prospects for dramatic change in taxation as well as help

clarify our choices.

OPENING STATEMENT OF SENATOR CHARLES GRASSLEY

Mr. Chairman. 1 would like tc ¢commend you for holding these important hearings
on tax reform. As you know, 1 have a special interest in tax reform, as an end in
itself. But, also, whenever 1 am home in Iowa, I am always asked about tax reform,
particularly the flat rate tax. While I am certain many of my constituents are inter-
ested in tax reform because they think their rates wifi decline, many are willing to
pay more for a simple, understandahle system.

As Chairman of the Subcommittee on the Oversight of the IRS, I feel tax reform
is essential if we are to retain our system of voluntary compliance for revenue col-
lection. We are nearing the point where the complexity of the system is threatening
tax administration. Qur system is so intricate it is difficult for either the auditing
revenue officer or the tax practitioner to keep abreast of the law. By enacting three
major tax bills in four years, we have swamped the rulings and regulations profes-
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sionals at the Internal Revenue Service. Unless we stop passing tax bills, no one
will be able to figure out how to pay their taxes and the IRS will be unable to figure
out how to collect them.

By hitting practitioners with legislation in excess of 1,000 pages, we are under-
mining their ability to provide their clients with correct advice. If tax experts are
unable to ascertain the law, our entire system of voluntary compliance teeters on
the edge of collapse.

As my colleagues know, we simply cannot hire enough revenue officers to audit
everyo «2 in the United States. We cannot afford to pay full time taxpayer service
assistants to answer all of the questions we are generating by our constant legisla-
tion. When taxpayers and their advisors cannot unravel the system, it is likely that
compliance will suffer.

One part of our compliance effort in 1982 was to collect some of the $50-$60 bil-
lion dollars of revenue that goes uncollected every year by taxpayers who overstate
deductions and fail to include income items on their returns. In that legislation,
Congress required the submission of more information to the IRS and imposed
stricter penalties on non-compliant taxpayers. The second part of our compliance re-
s;l)onsibility is to devise a system that taxpayers can understand to avoid those pen-
alties.

Many taxpayers feel the current system is unfair since taxpayers in the same
income bracket may have dramatically different tax liability depending upon their
tax planning. The perception of unfairness erodes compliance. Individuals feel no
responsibility to comply with a system they find to be fundamentally unfair.

Unless we take dramatic steps to simplify the current system, all of our compli-
ance efforts will be undone. We are being buried by detail.

In my subcommittee, we have held a series of hearings on whether or not our cur-
rent code stimulates productivity. To focus this broad inquiry, we have looked at the
economy by sectors. First, we examined the impact of the tax code on productivity
in agriculture and small business; next, we focused on basic industries, services and
financial institutions. We plan to hold a hearing on September 17th summarizing
our findings; however, the uniform complaint of all witnesses has been the complex-
ity of the current code and the lack of consistent policy objectives. Economists, small
businessmen, and basic industry chief executive officers are all frustrated by our
constantly changing system. They want a simplified system they can use as the

_basis for long range plans. All are concerned about the costs we impose by forcing
them to learn a new tax system each year.

These hearings have also shown us our system contains a group of conflicting eco-
nomic objectives. We have different tax provisions for the stimulation of capital in-
vestment, a patchwork of schemes for encouraging manpower training and incon-
sistent policies regarding interest earned and interest paid. While our society is
complex and some of the rules which govern technical transactions might be more
difficult, the least we should require is that they are consistent. There is no evi-
dence we judge new tax provisions by that criteria now.

I think tax reform is important for taxpayers, tax compliance, and the economy. 1
do not feel it should be used as a white-wash to raise additional revenue. On the
four years I have been on this committee, I have been convinced that we will never
raise taxes quickly enough to catch up with our spending increases. Although I
think tax increases are a terrible way of managing our economy, as a practical
matter tax increases will simply not close the revenue gap. Spending restraint is
essential to accomplish a reduced deficit.

Again, let me stress I do not view tax reform as a way to increase revenue. Tax
reform is necessary to restore public confidence in our self-assessment system and to

make it administrable.
Mr. Chairman, I look forward to the comments of the witnesses on this topic of

great importance.

STATEMENT OF SENATOR Max Baucus, SENATE FINANCE COMMITTEE, AuGusT 7, 1984

INTRODUCTION

Thank you, Mr. Chairman. I want to commend you for calling these hearings.
They give us an important opportunity to address an issue that everyone is con-
cerned about these days: taxes.
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PUBLIC DISENCHANTMENT

Mr. Chairman, there’s growing disenchantment with the tax system. We can see
evidence of it all around us:

In the tax revolts in Michigan and elsewhere.

In the $100 billion “underground economy” of unreported cash transactions.

And in the tax protester movement, which is especially strong in the West.

Back in my own state of Montana, a lot of people are plain fed up. Let me read
some excerpts from letters I've received from Montanans recently:

One writes that *‘the laws are too complicated when it requires several pages just
to explain how to determine your filing status . . . it definitely is too complicated
for the average person.”

Another writes that “it is clear that the only beneficiary of such complex tax reg-
ulations are accountants and lawyers.”

And a third writes that “it sure is disgusting for the low income people to have to
continue to 'pay so much oi their wages in taxes while the rich people continue to
have ways of avoiding most if not all taxes.”

THE PROBLEM

& Mr. Chairman, these letters are right on target. We've tried to accomplish so
many social and economic objectives with our tax system, that we’ve lost control of
it.

As a result, the system is too complex.

It's unfair.

And it makes our economy less efficient.

Let me explain. We enacted the modern income tax in 1913. For the next fifty
years or 80, we used it primarily for collecting revenue.

But then we began using the tax system to achieve broad social and economic ob-
jectives. Today, the tax code contains over 100 separate tax preferences, covering
everything from aircraft exports to windmills.

COMPLEXITY

As a result, the tax code has grown enourmously complex.

It’s now longer than the Bible, Talmud, and Koran combined. And the regulations
are five times longer.

Given this complexity, many people can’t fill out their tax returns: in 1981, over
forty percent paid commercial tax preparers to fill their forms out for them.

UNFAIRNESS

What's more, this complexity makes the system unfair.
There’s s0 many exemptions, exclusions, deductions, and credits that, frequently,

two people who earn the same income don’t pay the same tax.
And wealthy taxpayers, who can hire experts to design elaborate tax shelters,

wind up avoiding a large share of the tax that they should be paying.

INEFFICIENCY

On top of all this, the tax system makes our economy less efficient.

Because the system offers so many opportunities to reduce taxes through sophisti-
cated gamesmanship, it discourages savings, distorts the allocation of economic re-
sources, and diverts people out of productive businesses and into the tax business.

Just as great civilizations before us spent their wealth building pyramids and ca-
thedrals, we are spending ours building elaborate tax shelters.

At a time when we're trying to regain our international competitive edge, this is

a terrible waste.

THE FRAMEWORK FOR REFORM

Given the mess we're in, we must overhaul the tax code, to make the tax system

simple, fair, and efficient.
But how do we accomplish this?
First of all, we must lower the rates. That will increase the incentive to work and

reduce the incentive to invest in tax shelters.
But the rates must remain progressive. Otherwise, we will be shifting heavier tax

burdens onto middle and lower income taxpayers. :

39-551 O—84——4
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And the rates must remain indexed. Otherwise, “bracket creep” will push middle
and lower income taxpayers into higher tax brackets even when their real income
doesn’t increase.

Second of all, we must eliminate many tax preferences.

This is easier said then done, because there’s a fundamental tension underlying
our debate about tax preferences.

On one hand, we can accomplish some important social and economic objectives
better with a tax incentive than with a spending program or a regulation. For ex-
ample, if we want to encourage increased savings, it may be more efficient to do so
by creating deductable IRA accounts than by any other means.

On the other hand, Congress has been unable to resist what one expert calls “the
inclination to riddle the income tax with rewards for almost every conceivable social
or economic action deemed somehow desirable.” ‘

Some respond to the dilemma by proposing that the tax system should never be
used to achieve broad social or economic objectives.

I disagree.

That approach would prevent us from accomplishing important public -objec-
tives—like encouraging increased savings and business investment, or encouraging
people to contribute to charitﬁ.

But there’s no reason to throw the baby out with the bath water like that. In-
stead, we should try to develop clear, discliplined criteria for deciding what stays
and what goes.

Let me propose three such criteria.
First, we should use tax preferences only to achieve broad public objectives, not to

help narrow special interests. Otherwise, every special interest will demand special

treatment, just like they do now.
Second, we should use tax preferences only when there’s a clear public consensus

that we do so. Otherwise, we undermine confidence in the system.
Third, we should use tax preferences only when we can’t accomplish our objective
any other way. If we can accomplish it some other way, we should leave the tax

code alone.
By using such criteria, we can eliminate most tax preferences. But, at the same

time, we can retain the core ones important to our overall economy.

CONCLUSION

Mr. Chairman, anytime Congress undertakes a major project like overhauling our
tax system, we’ll Frobably disagree about just how to do it.

But I hope we’'ll agree about one point.
We can’t wait any longer. We've got to try to restore public confidence in our tax

system, before it's too late.
Tn accomplish this, we must reform the tax aystem to make it simple, fair, and

efficient..
If this means putting partisan differences aside, we must.

And if this means putting special interests aside, we rhust.

The stakes are so high, we can’t afford not to.

Mr. Chairman, when Congress enacted the income tax in 1913, the Ways and
Means Committee said that "“all good citizens * * * will cheerfully support and sus-

tain it."”

Those of us responsible for Federal tax policy must work together, and hammer
out a tax reform package, until we can conggently say the same thing.

The CHAIRMAN. I think while Senator Roth is moving to the
table, I might just briefly indicate the purpose of the hearings
today and on Thursday. We are not here to get involved in debate
between candidates on whether a tax increase is or is not neces-
sary. That is not the purpose of this hearing. We have been talking
about these hearings for a number of months. We had hoped to
have them in June, but as everybody knows, we became involved in
the tax bill, and that took care of that month. And of course, in
July we were not here. But it has seemed to me for some time—
and I am certain this is the view of many others in the commit-
tee—that there are a number of options floating around this town,
and outside this town, on simplification, and it occurred to me that
we ought to at least try to focus on some of those options.
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As you know the Treasury Department has had a series of hear-
ings. They are looking at different simﬁliﬁcation proposals and
structural changes. So, it is my hope that today and again on
Thursday, we can establish a useful record and then do so again in
September. I might say there were a number of witnesses who
wanted to testify this week—House Members and others who
would like to testify, including some additional colleagues in the
Senate—so we will have at least 2 additional days of hearings in
September to conclude this review.

Obviously, what happens next year in tax policy depends on a
number of factors. First of all, who the President may be. Who may
control the Congress. Who may be the chairman of this committee.
And a number of other factors that we cannot determine. So, hope-
fully, we can avoid all the political questions—unless somebody
wants to discuss those.

We are pleased to have as our first witness our colleague on the
committee and the author of the Roth-Kemp bill—it is always Roth
first on the Senate side, and if it is ever repealed, we won't repeal
that part of it.

But Bill Roth has been in the forefront of tax reduction in an
effort to expand the economy and encourage savings, and I think
has done an outstanding job.

So, Bill, I can’t think of a better way to start off these hearings
than with you as the first witness.

Senator RotH. Thank you, Mr. Chairman. First, let me applaud
you for holding these hearings. I believe that for the first time in
many years we have a real opportunity to bring about major tax
reform. The reason I say that, Mr. Chairman, is that I am encour-
aged by the fact that Members on both sides of the political aisle
are coming forward with creative plans to overhaul our cumber-
some tax system. .

I would like to congratulate Senator Bradley and Congressman
Gephardt as well as my good friend, Jack Kemp, and Senator
Kasten for their very imaginative plans. I think it is important
that as we approach this reform, we do so in a bipartisan spirit.
Now, Mr. Chairman, the various proposals that are currently being
debated have several things in common. First, and I think most im-
portant, they all reduce marginal tax rates. ' think you can recall
very well a few Iyears ago when I first began talking about that in
this committee. It was very controversial. There was very little un-
derstanding of the damaging effect of high marginal rates. Today,
there is almost universal agreement that high marginal rates are a
deterrent—a deterrent to our economic growth. And I think it is
most gratifying to note that all the various proposals from both
sides of the aisle today strive to lower these rates.

Second, Mr. Chairman, all the plans greatly broadened the tax
base from that of current law by eliminating most credits and de-
ductions. And all the plans greatly simplify the Tax Code. Now, I
think that is most important, too, because most importantly, there
has been a serious erosion of public confidence in the tax system.
And the one way I think to reverse that trend is to make the Tax
Code both simple and fair. So, I applaud all these proposals in that
sense—that they do seek to regain public confidence by simplicity
and fairness. But, Mr. Chairman, there is one additional area that
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I think needs to be addressed and needs to be addressed badly in
any effort to reform our Tax Code.

And it is for this reason that I developed my own plan. It is cru-
cially important that any tax reform plan adopted by Congress ad-
dress the need for sustained long-term vibrant economic growth for
our Nation. It is not enough—it is not enough in my opinion—
merely to secure the necessary revenue in a fair means, but we
must do it by such a method, by such a manner as to promote eco-
nomic growth. Crucial to that end is a healthy rate of personal sav-
infgs and capital formation. Our major trading partners in the Pa-
cific, especially Japan, all save substantially more than we do.

If we are to become competitive in the world economy, we simply
must save more. In the interest of time, Mr. Chairman, I will just

int out that the Japanese save 19.2 percent. Our savings has

een as low as 4.7. There are many factors that explain this, but it
is no coincidence that Japan with its 20-percent savings rate has
built substantial savings incentives into its code. It is also no coin-
cidence that our Tax Code as it presently exists has strong antisav-
ing biases, and of course, as a result has discouraged savings. Now,
why are savings so important? Every dollar saved is a dollar that
can go to new investment, to build new plants, or to modernize old
ones, and thereby to create jobs. Savings is the engine that drives
long-term ecanomic growth.
ow, my tax plan, like the others, broadens the tax base, reduces
marginal rates and simplifies the tax system, but it goes one vital
step further. It would remove the existing bias against saving and
investment in-order to grovide our Nation with the needed savings
for economic growth. This plan, Mr. Chairman, is the logical next
step down the road to long-term economic prosperity that befan
when Jack Kemp and I began to develop our tax plan in the late
1970’s. Our tax cut, along with the other aspects of President Rea-
gan’s economic recovery program, has helped create the strongest
economic recovery since World War II.

I believe that tax reform which provides incentives for savings
will enable us to sustain that recovery for many years in the
future. Let me briefly describe my tax plan.

Most existing credits and deductions will be repealed. We will
retain a mortgage interest deduction, a deduction for charitable
contributions, a deduction for catastrophic medical expenses, addi-
tional legitimate business expenses for a personal business will of
course be deductible.

In order to ensure that no one below the poverty line will have
to pay taxes, generous standard deductions and personal exemp-
tions will be allowed. A family of four will have the first $10,000 of
income exempt from taxation. In order to encourage savings, my
plan establishes a super saving account, SUSA for short. This is
the cornerstone of the legislation. The SUSA would function much
like current IRA’s, except that savings could be for any purpose,
not just retirement. And the funds could be withdrawn at any time
without penalty. Net contributions to the SUSA would be tax de-
ductible, and net withdrawals would be added to taxable income.
Within the account, investments could be made in any financial
asset. The limits on the SUSA would be $10,000 for an individual,
$20,000 for a couple filing jointly. Existing IRA’s would be rolled
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into the SUSA’s, but my plan would retain existing Keough'’s as a
separate entity not covered by the SUSA limit.

The second major feature of my plan is to replace the complicat-
ed system of capital recovery provisions and credits for equipment
with immediate expensing. This is crucial to our goal of creating
an environment for investment for economic growth. Of course,
any proposal as dramatic as this poses a number of transition prob-
lems. I have been told by the Joint Committee on Taxation that
phasing in my plan over 5 years would mitigate many of these
problems. And, Mr. Chairman, I would like to express publicly my
thanks to the Joint Committee on Taxation for the splendid work
they have done for me. I have also been told that a permanent rate
structure—or three rates between 15 and 30 percent—will be suffi-
cient to make the system revenue-neutral. We are developing a
common companion piece of legislation to address corporate taxes.
It will be designed to lower rates, eliminate most of the special
credits and deductions, and replace ACRS with expensing. It wwill
be designed to encourage investment for growth. Mr. Chairman, I
believe this committee and the Congress as a whole are approach-
ing a once-in-a-lifetime opportunity to make genuine meaningful
-changes in our tax system, a system that is outmoded, cumber-
some, and unfair to large segments of the American public. As
these hearings show, our colleagues from both parties—all points of
the political spectrum—are taking up the call for a real tax reform.
The time is right to devise a system that is simple, fair, and most
important, a system that will encourage savings and investment to
lay the groundwork for sustained economic growth and job creation
for our Nation, as well as a better life for all our citizens.

Thank you, Mr. Chairman.

[Senater Roth’s news release follows:]
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q RELEASE Tuesday, August 7, 1984
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ROTH SAYS TAX REFORM SHOULD ENCCURAGE SAVINGS

WASHINGTON -- Senator William V. Roth, Jr., R-Del., said today
that a kecy element of any tax reform plan adopted by Congress should
be the elimination of the existing system’s ''bias" against savings
and investment.

Testifying before the Senate Finance Committee, which is
ho'ding hearings on a variety of tax reform plans now before Congress,
Roth said he is preparing a comprehensive tax plan aimed at encouraging
suvings and investment while making the tax system both simpler and
fairer.

Roth said the centerpiece of his plan is the creation of
“Super Savings Accounts,' or SUSAs, which will allow taxpayers to
save up to $10,000 a year ($20,000 for couples filing jointly) tax-iree.
Money in the accounts, which could be invested in a variety of ways,
would be taxed only when withdrawn and spent.

Roth said his new plan is a '"logical next step” to follow the
Roth-Kemp tax cut plan adopted by Congress in 1981. The tax cut vas
a central feature of President Reagan's economic recovery plan, which
Roth credited with helping bring about the '"strongest economic recovery
since World War II.

"I believe that tax reform which provides incentives for caving
will enable us to sustain that recovery for many years into the
future,' Roth told the committee. '"Every dollar saved is a dollar
that can go to new investment to build new plants or to modernize old
ones and to create jobs."

Noting that both Republicans and Democrats from all points on
the political spectrum have proposed tax reform plans in recent months,
Roth said next year will provide a "once-in-a-lifetime opportunity"
for Congress to make "genuine, meaningful changes in our tax system --

a system that is outmoded, cumbersome and unfair to large segments

of the American public.
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"The time is ripe to devise a tax system that is simple, f.ir,
and -- most important -- a system that will encourage savings and
investment, to lay the groundwork for sustained economic growth for

our nation and to create jobs and a better life for all of our citizens,’'
Roth said.

Roth said savirgs incentives are¢ needed because the United States
is lagging well behind many of its trading partners -- notably Japan --
in its rate of personal savings. Japan's high savings rate has been a
key factor in that nation's ability to catapult ahead of much of the
rest of the world in modernizing its industry and capturing interrational
trade and ney jobs. While the Japanese saved 19.2 percent of their
disposable income in 1983, the United States had a savings rate of
only 4.7 percent.

"It is no coincidence,™ Roth said, 'that Japan, with its 20 percent
personal savings rate, exempts the first $12,000 of savings from taxation
and treats much interest as non-taxable. 1It is also no coincidence that
our tax code, with its anti-savings bias, discourages saving.

"It is crucially important,'" Roth said, 'that any tax reform plan
adopted by Congress address the need tc sustain long-term, vibrant
economic growth for our nation. Crucial to that end is a healthv rate
If we are to remain competitive,

of personal saving and capital formation.

we simply wmust save more."
# # i #

(A fact sheet outlining Roth's tax reform proposal is attached.)
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Mr. Chaiman, lct me say at the outset that I applaud you for holding
these hearings. 1 think that we arc on the verge of a period of great Jebate
in the arca of tax reform. I am greatly encouraged that Members
on hoth sides of the aisle have come forward with creative plans to overhaul our
cumbersome tax system. Senatnr Bradley snd Congressman Gephardt have introduced
an imaginative plan of tax reform, as have Congressman Kemp and Senitor Kasten
and I wish *to state that these four deserve a great deal of credit, as do the
others who have come forward., The move towards basic reform of the tax system
is truly becoming a bipartisan effort, as it must be if it is to succecd.

fhe varicus proposals that are currently being detated have several things in
common. iirst. they all reduce marginal tax rates. When Jack Nemp and | first
introduced our tax cut measure several years ago, there was little understanding
of the damaging effects of high marginal tax rates. Now, tiiere is almost wniversal
agreement that high marginal tax rates are a deterrent to cconomic growth and 1t
is gratifyving to note that all the tax veform plans now under discussion strive
to lower these rates. Sccond, all the plans greatly broaden the tax base from
that of current law. And, all the plans greatly simplify the tax code.

These are laudable goals, and attainment of these goals should be supported
by all of us. But there is one additional area that nceds to be addressed in any
effort to reform our tax system, and it is for this reason that [ developed nv own

plan.

Mr. Chairmar, it is crucially important that any tax reform pran adopted by
Congress address the need to sustain long-term, vibrant ccononmic growth for our
nation. Crucial to that end is a healthy rate of personal saving and capital
formation. Our major trading partners in the Pacific Basin and Westem Furope all
save substantially more than we do. If we are to remain competitive in the world
economy, we simply must save more.

In 1983, Mr. Chairman, the .Japancse saved 19.2 percent of their disposable
income. The United States, on the other hand, had a savings rate of only 4.7 per-
cent. Over the period from 1970 to present, the U.S. savings rate has averaged
less than 7 percent, while the Japanese had an average savings rate of almost
20 percent.

there are many factors that explain a country's saving rate, including cultural
factors. Rut it is no coincidence that Japan, with its 20 percent savings rate,
has substantial saving incentives in its tax code. It is also no coincidence that
our tax cade, with its anti-savings bias, discourages saving.

Every dollar saved is a dollar that can go to new

Why are savings so important?
Saving

investment to build new plants or to modernize old ones and to create jobs.
is the engine that drives long-term econumic growth.

M tax plan, like the others that hawe been proposed, will broaden the tax
base, reduce marginal rates, and simplify the tax system. But it will go one vital
step further. It will remove the existing bias against saving and investment, in
order to provide our nation with the needed savings for economic growth. This plan.
Mr. Chairman, is the logical next step down the road to long-term economic prosperity
that began when Jack Kemp and [ developed our tax cut plan back in the late 1970s.
Our tax cut, along with the other aspects of President Reagan's economic recovery
program, have helped create the strongest economic recovery since World War 11, |
believe that tax reform which provides incentives for saving will cnable us to
sustain that recovery for many vears into the future.

let me briefly describe my tax plan, which will replace the existing individual
income tax. Most existing credits and deductions will be repealed. We will retain
a mortgage interest deduction, a deduction for charitable contributions, and a
deduction for catastrophic medical expenses. In addition, legitimate business
expenses for a personal busine s will, of course, be deductible.
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In order to insure that no one below the poverty line will have to pay taxes,
generous standard deductions and personal exemptions will be allowed. A family
of four will have the first $10,000 of income exempt from tax.

In order to encourage saving, my plan establishes a Super Savings Account or
"SUSA" for short. This is the cormerstone of the legislation. The SUSA would
function much like current IRA's, except that saving could be for any purpose,
not just retirement, and the funds could be withdrawn at any time without penalty.
Net contributions to the SUSA would be tax deductible and net withdrawals would
be added to taxable income. Within the account, investments could be made in any
financial asset. The limits on the SUSA would be $10,000 for an individual and
$20,000 for a couple filing jointly. Existing IRA's would be rolled into the
SUSA's, but my plan would retain existing KEORIS as a separate entity not covered
by the SUSA limits.

The sccond major feature of my plan is to replace the complicated system
of capital recovery provisions and credits for equipment with immediate expensing.
This is crucial to our goal of creating an environment for investment for economic
growth. Lives for structures will also be shortened.

Of course any proposal as dramatic as this poses a number of transition problems.
I have been told by the Joint Committee on Taxation that phasing in my plan over
five yvears will mitigate many of these problems. 1 have also been told that a per-
manent rate structure of three rates between 15 and 30 percent will be sufficient
to make the system revenue neutral. In addition, the rates will be structured so
that the income distribution of current law can be approximated.

I am now developing a companion piece of legislation to address corporate
taxes., It will be designed to lower rates, eliminate most of the special c¢redits
and deductions, and replace ACKS with expensing. It will be designed to encourige
investment for growth.

Mr. ¢hairman, 1 believe this Committee and the Congress as a whole are
approaching a once-in-a-lifetime opportunity to make genuine, meaningful changes
in our tax system -- a system that is outmoded, cumbersome and unfair to large
segments of the American public. As these hearings show, our colleagues {rom lFoth
parties and all points on the political spectrum are taking up the call for real
tax reform. The time is ripe to devise a tax system that is simple, fair and -
most important -- 2 system that will encourage savings and investment, to lay the
groundworhk for sustained economic growth and job crcation for our nation and a
better life for all of our citizens,
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_FACT SHEET ON THE ROTH ''SUPLR SAVINGS ACOOUNTS' TAX REFORM PLAN

Goal

To insure the nation's long-term economic growth and health by providing
incentives for savings and investment -- the chief source of capital for
industrial growth and modernization.

Guiding Principles

Basic reform of the tax system must address these areas:

Neutrality
Economic decisions should be based on economic criteria, not on tax rules.

Tax reform should remove existing biases in the tax code, the most prominent
of which is an inherent bias against saving and investment.

Equity
The tax system should be as fair as possible.

Simplicity
One of the most important goals should be to relieve the administrative
burden of the rresent system,

Revenue

The new system should be structured, in its initial form, to raise the same
amount of revenue as the existing system.

Ihe Proposal
Senator Koth is proposing that Congress replace the present personal income
tax with a broad-based system that contains generalized savings incentives
to remove existing anti-savings biases and that empleyes low, relatively flat
rarginal rates. in broad outline, the system would look like this:

The Filing Uit

The filing unit is the family. In order to add progressivity to the system
and to insure that no one below the poverty level pays taxes, the system will
include a generous zero bracket amount and personal exemptions. The system
allows a zero bracket amount of $3,000 for taxpayers filing singly and $6,000
for couples filing jointly, plus a $1,000 personal exemption for each fdmll)'
member,  Thus a family of four would have its first $10,000 of income exempt

from taxation.

The Tax Base

The tax base would be substantially broadened by eliminating most credits and
exemptions and only a few deductions would be allowed. These would be the
zero bracket amounts and personal exemptions listed above, a mortgage interest
deduction, a deduction for charitable contributions, business deductions
associated with a personal business, a deduction for medical expenses above
10 percent of adjusted gross income, and most important, a deduction for net
additions to a generalized saving vehicle, known as a Super Savings Account,

Super Savings Accounts

The Super Savings Account (''SUSA'') is similar to existing Individual Retirement
Accounts. The savings in the SUSA, however, can be used for any purpose -- not
just retirement. As such, funds can be withdrawn from SUSA at any time with no

interest penalty,




Super Savings Accounts (Cont.)

The taxpayer will receive a deduction for any net deposits to the SUSA. Net
withdrawals will be added into the tax base. There will be limits on the
Account: A taxpayer filing singly will be allowed to contribute up to $10,000,
tax free, to a Super Savings Account each yecar. For those filing jointly, the
limit will be $20,000.

These limits imply that for the average middle-class taxpayer, all saving will
be tax deferred. The very rich, however, will not he able to escape the tax
completely while accumulating large amounts of capital,

Saving in 2 SUSA can take any financial form: stocks, bonds, passbook savings,
money market certificates, etc. As with Individual Revirement Accounts, a
taxpayer will have the option of directing his or her investments or having
the financial intermediary direct them,

Private Fringe Benefits

Private consumption fringes provided by employers would be part of the tax
base.

Indexing

The system will be indexed against inflation.

The Rate Structure

A system of three rates in the 15-to-30 percent range, would make the system
revenue neutral relative to present law and would lead to an approximation
of the income distribution under present law.

The_Corporate Side

A companion proposal concerning corporate taxes will be developed.
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The CHAIRMAN. Senator Long, do you have any questions?

Senator LoNG. I came in the middle of your statement, Senator.-I .
wouldn'’t do justice to it if I asked questions at this point. Thank
you very much for your statement. I will read it all.

Senator RotH. Thank you, Senator Long.

Senator Packwoob. Bill, I have just one question. You cite the
figure on the savings rate in Japan and here. All during the 1950’s
and the 1960’s, our average savings was around 7 or 7.5 percent. It.
reached a high of 8.2 percent in 1972, then went down a little. But
how did we sustain those tremendous rates of growth in the 1950’s
and 1960’s with still a relatively low savings rate in comparison to
other countries? -

Senator RotH. I would say to you, Bob, that this is a very differ-
ent world from that of the 1950’s. No. 1, we were the industrial
leader—the industrial giant. The other countries were just begin-
ning to develop their industrial systems, so there was not the com-

etition that there is today. These other countries were just movin
into the industrial age because of the problems of World War II.

So, that is point No. 1. We were the giant in those days, so we
did not have the competition. But point No. 2 is that we are in a
new world economy. What we produce will only sell if it is competi-
tive with what is produced abroad, and the fact is that in many
areas, the Japanese as well as other countries around the rim of
Asia have outpaced us, have outlead us. Let me point out to you in
two regards. First of all, our so-called smokestack industries have
fallen behind, because we haven't had the savings to modernize
them. But in many ways as important if not more important is
that in this new technological revolution, change is the constant.
And the country that has the capital savings to incorporate the
latest technologies are the ones that are going to lead in the new
industrial world. So, I don’t think the 1950’s are relevant to the
world of today any more than the 1930’s.

And as I say, the key component in keeping on the cutting edge
of this world competition is these savings and capital formation to
ensure that our plants incorporate the latest technology.

Senator Packwoop. Thank you.

The CHAIRMAN. Senator Baucus?

Senator Baucus. Mr. Chairman, I have a statement. I have no

questions.
The CHAIRMAN. OK. Let’s come back to that then. Senator Dan-

forth?

Senator DANFORTH. I have a statement also, Mr. Chairman.

Senator BRADLEY. Mr. Chairman, I have a statement also, but no
questions for Senator Roth.

- The CHAIRMAN. Thank you very much, Senator Roth. We appre-
ciate very much your being here, and I hope you can join us now.

Let us hear from Senator Kasten, and then we will come back to
members’ statements, and then we will go into the public wit-
nesses.

We are pleased to have Senator Kasten who also has been in the
forefront of the movement toward tax simplification, lowering the
marginal rates, tax reduction generally, and he is now cosponsor-
ing a bill with Congressman Kemp. As I have indicated earlier,
Bob, we are going to have 2 more days of hearings in September
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because so many House Members wanted to testify, and 30 or 40
other private sector witnesses so we couldn’t do it all in 2 days.
So, we will be glad to hear you today. Maybe we can hear Jack in

September.

STATEMENT OF HON. BOB KASTEN, U.S. SENATOR FROM THE
STATE OF WISCONSIN

Senator KasTeN. Mr. Chairman, thank you. I welcome the oppor-
tunity to testify here today so that I might outline a modified flat
tax plan and show you that the benefits of the flat tax are many
and show you specifically what those benefits are. Mr. Chairman, I
ask unanimous consent that my entire statement appear in the
record as if read, and I am going to make an effort to summarize it.

As the hearing this morning indicates, tax reform is the major
issue in Washington, and it is a major issue all across the country.
Every day we in the Senate and the House of Representatives re-
ceive letters and postcards from constituents who are irritated, who
are fed up, who are dissatisfied and just plain mad at our present
tax system.

The bottom line is always the same. The American taxpayers de-
serve a tax system that is fair, simple, and yet provides incentives
for savings, for investment, for risk taking, and for economic
growth. It is time for an overhaul of our current system and the
fair and simple tax plan will do it. The fair and simple tax plan
offers the best features of a flat tax—a single tax rate applied to an
expanded tax base, along with special provisions for the working
poor, for families with children, homeowners, savers, and small
businesses.

The CuairMAN. Could I just ask a question? I guess the name for
yours is FAST, is that correct?

Senator KAsTeN. Fair and simple tax—that is FAST.

The CHAIRMAN. So, we have FAST and FAIR, FLAT, and——

Senator KAsTEN. The FAST tax is the best of the modified flat
taxes that are available, Mr. Chairman.

The CHAIRMAN. We are please to know that. That will make our
work easier. [Laughter.]

Senator KASTEN. I might say, just parenthetically, that the work
that Senator Bradley and Congressman Gephardt are doing in my
view is positive, and I hope that they view the work that Jack and
I are doing as being positive. We are all trying to go in the same
direction. The fact is we have got some differences, but I would
rather—and we will explore those differences—but I would rather
look at the positive aspects of both of us at least trying to go in the
same direction, which is I think where the American people want
to go. 4

The CHAIRMAN. I might just say they were doing a little work in
Minnesota yesterday. I am not certain how that worked out. At
least they got back.

Senator BRADLEY. Very interesting, Mr. Chairman. Very interest-
ing, and very positive.

The CHAIRMAN. Very positive. [Laughter.]

Senator KASTEN. Mr. Chairman, it is important to recognize that
ours is not a tax increase.
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The CHAIRMAN. Right. We are opposed to those, aren't we?
[Laughter.]

Senator BRADLEY. Is that for the record, Mr. Chairman?

The CHAIRMAN. Whatever record there is of it.

Senator KASTEN. In brief, the plan caps the tax rate at 25 per-
cent, doubles the personal exemptions, ?rovides an employment
income tax credit, and maintains many of the essential deductions
in current law. Many people are concerned that a pure flat tax
would eliminate some deductions that most middle income Ameri-
cans consider absolutely essential. In our proposal, we maintain the
current tax law treatment of mortgage and other interest payment
deductions, of charitable contributions, of property taxes, ordinary
business expenses, pensions, IRA’s and social security. Many critics
have voiced concern that a flat tax would raise taxes on lower
income earners. I am also quite concerned about this aspect of a
pure flat tax. So, FAST is designed to keep the tax burden facing
the low and middle income payer the same, if not lower, than in
current law.

Now, this is done first of all by doubling the personal exemptions

from $1,000 to $2,000, raising the standard deduction or zero brack-
et amount, and offering the employment income credit. As a result,
the FAST tax ends up by taking 1.4 million taxpayers off the tax
rolls, and that 1.4 million are people from the bottom, not the top.
While Americans in the upper income brackets will have their
income tax reduced from 50 to 25 percent, many of the tax loop-
hg%es that they now use to shelter income will no longer be avail-
able.
The American taxpayers are tired of a tax system that robs
Peter to pay Paul, that grants loopholes for some but not for every-
‘one. With our current tax system, and depending on the source of
income and opportunity to take advantage of tax preferences, tax-
payers with the same amount of income can pay very different
rates in amounts of tax. This I believe is the key complaint coming
from our constituents.

Our plan—this J)lan—-will be a welcome alternative to the cur-
rent confusion and to the widespread inequality of the current Tax
Code. The FAST plan provides a single, low rate on income and it
is simple enough to figure without even using a tax table. It broad-
ens the tax base by eliminating most loopholes, and a preliminar
estimate from the Joint Committee on Taxation shows that FAS
will raise about the same amount of revenue as current law. One of
the things that we were attempting to do, Mr. Chairman, is not in-
crease or lower taxes in the process of coming up with this sytem.
Essentialli', this is revenue-neutral totally and revenue-neutral by
most brackets in terms of income.

Importantly, FAST is not biased against the family. In fact, it is
very profamily. It doubles the personal exemption from $1,000 to
$2,000, as I mentioned. It increases the standard deduction to
$2,700 for a single person or head of household. And $3,500 for a-
couple filing a joint return. Both are indexed to inflation. The
result of these deductions and exemptions is that a working family
of four would pay no tax on the first $14,375 of income. FAST is
fair. Under this plan, no one below the poverty level will pay taxes.
This isn’t so with the current tax law. In fact, right now a family of
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four pays taxes on income over $8,936, while the official poverty
level for them is $11,100. The FAST plan raises the threshold above
the poverty level so that a family of four will not pay tax until it is
well over the poverty level. Essentially, what we are doing here is
trying to get at the problem of marginal initial-entry jobs. FAST
helps millions of Americans get out of the poverty track. Because
of the high marginal tax rates, Americans receiving welfare bene-
fits now sometimes hesitate to take that initial-entry job for rough-
ly the same amount of money that they are getting in Government
benefits.

The tax on the earned income leaves them with less money—Iless
disposable income—than they got through welfare or other kinds of
Government assistance programs. Since FAST raises the income
tax threshold above the poverty level, the choice between working
and receiving welfare or Government assistance is avoided. We are
going to get people on to the ladder toward opportunity. Two years
ago, it cost Americans over $60 billion just to have their tax forms
filled out. And those were the people who could afford to hire
others to do the work. It takes 650 million man-hours to work on
tax forms required by the Federal Government. Our present Tax
Code has more than 5,100 pages, and in addition, there are about
10,000 pages of IRS interpretations of those 5,100 pages, and Con-
gress is about to pass a new tax bill that once more runs over 1,000
pages. Finally, taxes in this country has become a nightmare for
most Americans. FAST is designed to bring efficiency and fairness
into the Tax Code, and I thank you for the opportunity to discuss
this program with you today.

[Senator Kasten'’s prepared written statement follows:]
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STATEMENT OF SENATOR BOB KASTEN ON THE FAIR AND SIMPLE TAX.
S. 2600/H.R. 5533

" SENATE FINANCE COMMITTEE

AUGUST 7., 1984

MR. CHAIRMAN. I AM PLEASED TO APPEAR HERE THIS
MORNING TO DISCUSS TAX REFORM. MY GOOD FRIEND CONGRESSMAN
JACK KEMP AND I HAVE SPONSORED THE FAIR AND SIMPLE TAX
PLAN (FAST), WHICH WE BELIEVE WILL PROVIDE THE AMERICAN
TAXPAYERS WITH MUCH NEEDED RELIEF FROM THE CURRENT TAX

SYSTEM.

MR. CHAIRMAN, YOU ARE TO BE COMMENDED FOR HOLDING
THIS HEARING, AND FOR GIVING EVERYONE A CHANCE TO DISCUSS
TAX REFORM. AS YOU KNOW, THIS HEARING IS ESPECIALLY
IMPORTANT SINCE SECRETARY REGAN IS WORKING ON A PLAN TO
MAKE OUR TAX SYSTEM FAIRER, SIMPLER, AND LESS OF A BURDEN
ON OUR NATION’'S ECONOMY AND TAXPAYERS. I WELCOME THE
CHANCE TO TESTIFY HERE TODAY, SO THAT I MAY OUTLINE A
MODIFIED FLAT TAX PLAN, AND SHOW YOU THAT THE BENEFITS
OF A FLAT TAX ARE MANY, AND THE PROBLEMS ARE SURMOUNTABLE.

AS THIS HEARING THIS MORNING INDICATES., TAX REFORM
IS A MAJOR ISSUE IN WASHINGTON -- AND ALL ACROSS THE
COUNTRY. EVERYDAY, WE IN THE SENATE AND THE HOUSE OF
REPRESENTATIVES RECEIVE LETTERS AND POSTCARDS FROM
CONSTITUENTS WHO ARE IRRITATED., FED-UP, DISSATISFIED,
AND JUST PLAIN MAD AT OUR TAX SYSTEM. THE BOTTOM LINE
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IS ALWAYS THE SAME -- THE AMERICAN TAXPAYERS DESERVE A
TAX SYSTEM THAT IS FAIR, SIMPLE. AND YET PROVIDES
INCENTIVES FOR SAVINGS, INVESTMENT, RISK-TAKING., AND
ECONOMIC GROWTH. IT’S TIME FOR AN OVERHAUL OF OUR CURRENT
TAX SYSTEM, AND THE FAIR AND SIMPLE TAX PLAN WILL DO IT.

THE FAIR AND SIMPLE TAX PLAN OFFERS THE BEST FEATURES
OF A FLAT TAX -- A SINGLE TAX RATE APPLIED TO AN EXPANDED
TAX BASE -- WITH SPECIAL PROVISIONS FOR THE WORKING
POOR, FAMILIES WITH CHILDREN, HOMEOWNERS, SAVERS, AND
SMALL BUSINESSES. IN BRIEF, THE PLAN CAPS THE TAX RATE
AT 25 PERCENT. DOUBLES THE PERSONAL EXEMPTIONS, PROVIDES
AN EMPLOYMENT INCOME CREDIT. AND MAINTAINS MANY ESSENTIAL
DEDUCTIONS IN CURRENT TAX LAW,

MR. CHAIRMAN, I KNOW THAT MANY PEOPLE ARE CONCERNED
THAT A PURE FLAT TAX PLAN WOULD ELIMINATE SOME DEDUCTIONS
THAT MOST MIDDLE INCOME AMERICANS CONSIDER ABSOLUTELY
ESSENTIAL. AND SO, IN OUR PROPOSAL WE MAINTAIN THE
CURRENT TAX LAW TREATMENT OF MORTGAGE AND OTHER INTEREST
PAYMENT DEDUCTIONS, CHARITABLE CONTRIBUTIONS, PROPERTY
TAXES., ORDINARY BUSINESS EXPENSES, PENSIONS, IRAS AND
SOCIAL SECURITY,

IN KEEPING THE CURRENT LAW TREATMENT OF SOCIAL
SECURITY -- BOTH THE TAX AND BENEFIT STRUCTURE -- WE
WERE CONCERNED ABOUT THE REGRESSIVE NATURE OF THE SOCIAL
SECURITY TAX. IN FACT, MANY LOWER INCOME TAXPAYERS PAY

39-551 O—84~—5
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MORE IN SOCIAL SECURITY (FICA)’TAXES, THAN THEY DO IN
FEDERAL INCOME TAXES. TO MAKE SURE THAT LOW AND MIDDLE
INCOME TAXPAYERS DO NOT FACE A TAX INCREASE AS A RESULT
OF THE INTERACTION BETWEEN THE 25 PERCENT TAX RATE AND
THE SOCIAL SECURITY MARGINAL TAX RATES. WE PROVIDE AN
EMPLOYMENT INCOME CREDIT. TAXPAYERS EARNING LESS THAN
$40,000 MAY EXEMPT 20 PERCENT OF THEIR EARNED INCOME
FROM TAXATION. THIS EMPLOYMENT INCOME CREDIT -- MUCH
LIKE AN EXPANDED EARNED INCOME CREDIT -- COUPLED WITH
THE HIGHER PERSONAL EXEMPTIONS, WORK TO ACTUALLY LOWER
TAXES IN MANY CASES. THE CREDIT IS PHASED OUT SO THAT
THOSE EARNING MORE THAN $100,000 WILL NOT RECEIVE IT.
MANY CRITICS HAVE VOICED CONCERN THAT A FLAT TAX
WOULD RAISE TAXES ON THE LOWER INCOME EARNERS. I AM
ALSO QUITE CONCERNED ABOUT THIS ASPECT OF A FLAT TAX.
SO F.A.S.T. IS DESIGNED TO KEEP THE TAX BURDEN FACING
THE LOW AND MIDDLE INCOME TAXPAYER THE SAME, IF NOT
LOWER, THAN IN CURRENT LAW., THIS IS DONE BY DOUBLING
THE PERSONAL EXEMPTIONS, RAISING THE STANDARD DEDUCTION
OR ZERO BRACKET AMOUNT., AND OFFERING THE EMPLOYMENT
INCOME CREDIT. AS A RESULT OF THIS, F.A.S.T. ENDS
UP TAKING 1.4 MILLION TAXPAYERS OFF THE TAX ROLLS --

FROM THE BOTTOM.
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AND WHILE AMERICANS IN THE UPPER INCOME BRACKETS WILL
HAVE THEIR INCOME TAX RATE REDUCED FROM 50 TO 25 PERCENT,
MANY OF THE TAX LOOPHOLES THEY NOW USE TO SHELTER INCOME
WILL NO LONGER BE AVAILABLE. PAYING A LOWER TAX RATE OF
25 PERCENT WILL BE MORE AGREEABLE TO UPPER INCOME AMERICANS,
AND | BELIEVE THAT OVER TIME THE FEDERAL GOVERNMENT WILL
GET MORE TAX REVENUE WITH THIS PLAN.

THIS WOULD BE VERY MUCH LIKE THE REVENUE EFFECT WE
ARE NOW SEEING AS A RESULT OF THE REDUCTION IN THE TOP TAX
RATE FROM 70 TO 50 PERCENT. PRELIMINARY TREASURY DATA
SHOWS THAT TAXPAYERS IN THE UPPER INCOME BRACKETS ARE
ACTUALLY PROVIDING MORE REVENUE TO THE TREASURY.

THE FAIR AND SIMPLE TAX WOULD PROVIDE A DRAMATIC
CHANGE FROM THE CURRENT TAX SYSTEM. OVER THE YEARS,
INFLATION AND THE PROGRESSIVE TAX CODE HAVE PRODUCED A
CLIMATE IN THIS COUNTRY THAT ENCOURAGES AMERICANS TO
CONSUME RATHER THAN SAVE AND INVEST. THIS CONSUMPTION

COMES AT THE EXPENSE OF ECONOMIC GROWTH AND PRODUCTIVITY.
THEORETICALLY, OUR PROGRESSIVE TAX SYSTEM RAISES GOVERNMENT
REVENUE FAIRLY. IN REALITY, THE STEEP AND GRADUATED TAX
SCHEDULE PROVIDES AN INCENTIVE TO AVOID ACTIVITIES THAT
ARE SUBJECT TO HIGH TAXES -- ACTIVITIES SUCH AS WORK,

SAVING, INVESTMENT. AND RISK-TAKING.
AS THE ECONOMIC CLIMATE SUFFERS FROM RISING MARGINAL

TAX RATES -- THE RESULT OF INFLATION AND THE PROGRESSIVE
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TAX CODE -- MORE AND MORE TAXPAYERS AVOID TAXES THROUGH
LEGAL LOOPHOLES AND EVADE TAXES BY PARTICIPATING IN THE
UNDERGROUND ECONOMY. AS CONGRESS PASSES LAWS WHICH. IN
ONE WAY OR ANOTHER, EXCLUDE LARGE AMOUNTS OF INCOME FROM
THE TAX BASE, HIGHER TAX RATES MUST BE APPLIED TO THE
REMAINING INCOME JUST TO BREAK EVEN. AND. AS THE TAX
RATES RISE, SO DOES THE INCENTIVE TO AVOID PAYING TAXES --
BOTH LEGALLY AND ILLEGALLY. IN FACT. SOME ECONOMISTS AND
TAX EXPERTS BELIEVE THAT THIS AVOIDANCE HAS ACTUALLY LED
TO A SYSTEM THAT IS LESS PROGRESSIVE IN REALITY THAN ON
PAPER.

THE AMERICAN TAXPAYERS ARE TIRED OF A TAX SYSTEM THAT
ROBS PETER TO PAY PAUL -- THAT GRANTS LOOPHOLES FOR SOME,
BUT NOT FOR EVERYONE. WITH OUR CURRENT TAX SYSTEM -- AND
DEPENDING ON THE SOURCE OF INCOME AND OPPORTUNITY TO TAKE
ADVANTAGE OF TAX PREFERENCES -- TAXPAYERS WITH THE SAME
AMOUNT OF INCOME CAN PAY VERY DIFFERENT RATES AND AMOUNTS

OF TAX.

THAT IS WHY CONGRESSMAN KEMP AND I HAVE PUT TOGETHER
THE FAIR AND SIMPLE TAX PLAN. WE BELIEVE THAT OUR PLAN
WILL BE A WELCOME ALTERNATIVE TO THE CURRENT CONFUSION AND
WIDESPREAD INEQUALITY IN THE CURRENT TAX CODE. THE F.A.S.T.
PLAN PROVIDES A SINGLE LOW RATE ON INCOME. AND IS SIMPLE
ENOUGH TO FIGURE WITHOUT A TAX TABLE. IT BROADENS THE TAX
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BASE BY ELIMINATING MOST TAX LOOPHOLES. AND., A PRELIMINARY
ESTIMATE FROM THE JOINT COMMITTEE ON TAXATION SHOWS THAT
F.A.S.T. WILL RAISE ABOUT THE SAME AMOUNT OF REVENUE AS
CURPENT LAW,

AND, AS A MODIFIED FLAT TAX. F.A.S.T. SOLVES MANY OF
THE PROBLEMS OF A PROGRESSIVE TAX SYSTEM, PROBLEMS SUCH
AS: THE MARRIAGE PENALTY FOR A FAMILY WITH TWO INCOME
EARNERS, THE DISINCENTIVES OF INCREASING MARGINAL TAX
RATES AS EARNINGS INCREASE, AND BRACKET CREEP. MANY OTHER
LEADING TAX PROPOSALS DO. NOT.

F.A.S.T. IS NOT BIASED AGAINST THE FAMILY. IT DOUBLES
THE PERSONAL EXEMPTION FROM $1,000 TO $2,000, AND INCREASES
THE STANDARD DEDUCTION TO $2,700 FOR A SINGLE PERSON OR
HEAD OF HOUSEHOLD AND TO $3.500 FOR A COUPLE FILING A
"JOINT RETURN. BOTH ARE INDEXED TO INFLATION. THE RESULT
OF THESE DEDUCTIONS AND EXEMPTIONS IS THAT A WORKING
FAMILY OF 4 WOULD PAY NO TAX ON THE FIRST $14,375 OF
INCOME .

F.A.S.T. IS FAIR. UNDER THIS PLAN. NO ONE BELOW THE
POVERTY LEVEL WILL PAY TAXES. THIS ISN’'T SO WITH THE
CURRENT TAX LAW. IN FACT., A FAMILY OF 4 PAYS TAXES ON
INCOME OVER $8.,936, WHILE THE OFFICIAL POVERTY LEVEL FOR
THEM 1S $11,100. THE F.A.S.T. PLAN RAISES THE TAX
THRESHOLD ABOVE THE POVERTY LEVEL SO THAT A FAMILY OF 4

\dff
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WILL NOT PAY TAX UNTIL IT 1S WELL OVER THE POVERTY LEVEL.
THE THRESHOLD IS ALSO LIFTED FOR SINGLE TAXPAYERS AND
HEADS OF HOUSFHOLDS.

F.A.S.T. HELPS MILLIONS OF AMERICANS GET OUT 9F THE
POVERTY TRAP. BECAUSE OF THE HIGH MARGINAL TAX RATES.
AMERICANS RECEIVING WELFARE PAYMENTS NOW HESITATE TO TAKE
A JOB FOR THE SAME MONEY. THE TAX ON THE EARNED INCOME
LEAVES THEM WITH LESS MONEY THAN THEY GOT THROUGH WELFARE.
SINCE F.A.S.T. RAISES THE INCOME TAX THRESHOLD ABOVE THE
POVERTY LEVEL., THE CHOICE BETWEEN WORKING AND RECEIVING
WELFARE IS AVOIDED.

EXACTLY WHAT DOES THIS MEAN FOR INDIVIDUALS? THE
" FOLLOWING EXAMPLES SHOW TYPICAL AMERICAN TAXPAYERS, THE
TAXES THEY PAY NOW, AND THOSE TO BE PAID UNDER F.A.S.T.

TAX
1984 LAW  FAST REDUCTION
TRADITONAL FAMILY OF 4,
$12,000 INCOME ..... P 110 0 $ 560
TRADITIONAL FAMILY OF 4,
$20:000" TNCOMe - 'AND OWNS '
HOME LI I R N I TN I T I B I N L2 2 I IR I I I I I 2'695 21275 420

FAMILY OF 4, WITH 2 INCOME
EARNERS. $60,000 COMBINED
INCOME, AND OWNS HOME .......... 7,225 6,532 693
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AS THE EXAMPLES SHOW. F.A.S.T. PROVIDES TAX RELIEF TO
MOST FAMILIES. AND, EVEN THOUGH F.A.S.T. DOES NOT RETAIN
THE TWO-INCOME EARNER DEDUCTION AND THE CHILD-CARE CREDIT,
A FAMILY OF FOUR WHERE BOTH PARENTS WORK WILL PAY LESS IN
TAXES THAN THEY DO NOW,

THE TRADITIONAL FAMILY ALSO GETS TAX RELIEF BECAUSE I
DO NOT BELIEVE THE TAX CODE SHOULD DISCRIMINATE AGAINST
THE NON-WORKING SPOUSE WHO STAYS AT HOME. THE EXAMPLES
ALSO SHOW A FAMILY OF 4 THAT IS JUST OVER THE POVERTY
LEVEL OF $11.100 WILL NOT PAY ANY TAX. CURRENTLY THEY DO.

ON THE CORPORATE SIDE, F.A.S.T. ALSO PROVIDES
INCENTIVES FOR WORK., SAVING, INVESTMENT. AND BUSINESS
ENTERPRISE. THE TREATMENT OF CAPITAL GAINS IS GENEROUS.
THE TOP CORPORATE TAX RATE IS CUT FROM 46 TO 30 PERCENT.
AND THE CURRENT ACCELERATED DEPRECIATION SCHEDULES, ENACTED
IN 1981, ARE RETAINED. WITH F.A.S.T., THE EMPHASIS IS ON
REWARDING PROFIT BY TAXING IT AT THE LOWEST POSSIBLE
MARGINAL TAX RATE, THE BASE IS ALSO BROADENED BY ELIMINATING
MANY CORPORATE TAX AVOIDANCE SCHEMES.

F.A.S.T. RECOGNIZES THAT MANY MILLIONS OF JOBS ARE
CREATED IN THE SMALL BUSINESS SECTOR, AND HAS BUILT IN
INCENTIVES FOR THEM. THE CORPORATE TAX RATE IS 15 PERCENT
ON TAXABLE INCOME UP TO $50,000. AND, F.A.S.T. ALLOWS
EXPENSING FOR UP TO $10,000 OF BUSINESS PROPERTY.
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ON THE WHOLE. F.A.S.T. IS DESIGNED TO PROVIDE A MORE
NEUTRAL TAX SYSTEM WHICH DOESN'T TARGET ANY PARTICULAR
INDUSTRY., AND MINIMIZES TAX INTERFERENCE IN THE FREE

MARKET.
F.A.S.T. IS A COMPREHENSIVE TAX REFORM PACKAGE THAT

WILL PROVIDE AMERICAN TAXPAYERS THE MUCH NEEDED TAX RELIEF
THEY DEMAND -- AND DESERVE.

.TWO YEARS AGO IT COST AMERICANS OVER $60 BILLION JUST
TO HAVE THEIR TAX FORMS FILLED OUT. AND THOSE WERE THE
PEOPLE WHO COULD AFFORD TO HIRE OTHERS TO FILL OUT THE
FORMS FOR THEM. IT TAKES 650 MILLION MAN-HOURS TO WORK ON
THE TAX FORMS REQUIRED BY THE FEDERAL GOVERNMENT.

OUR PRESENT TAX CODE HAS MORE THAN 5,100 PAGES:

THERE ARE ABOUT 10.000 PAGES OF I.R.S. INTERPRETATIONS OF
THAT CODE. AND CONGRESS IS ABOUT TO PASS A NEW TAX BILL
THAT RUNS OVER 1,000 PAGES. FILING TAXES IN THIS COUNTRY
HAS BECOME A NIGHTMARE FOR MOST AMERICANS.
F.A.S.T. IS DESIGNED TO BRING EFFICIENCY AND FAIRNESS INTO
THE TAX CODE. I THANK YOU FOR THE OPPORTUNITY TO DISCUSS

IT WITH YOU TODAY.
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The CHAIRMAN. Senator Kasten, we appreciate very much your
testimony, and again, I think it is a valuable contribution. As we
look at all the different options, let me see if anyone has questions.
Senator Packwood?

Sendtor PAckwoob. No questions.

The CHAIRMAN. Senator Roth?

Senator RoTtH. No.

The CHAIRMAN. Senator Long?

Senator LoNG. No.

The CHAIRMAN. Senator Bradley?

Senator BRADLEY. No.

The CHAIRMAN. Do you have any questions of Senator Kasten?
Senator Grassley?

Senator GrassLEY. Senator Kasten, if your tax system is adopted,
what are we going to do with the 330,000 lawyers and accountants
presently who have to interpret this big Tax Code we have now?
Where are you going to find jobs for them? :

Senator KASTEN. Seriously, I think there will be plenty of work

" for'that group of people, and I see an awful lot of them lined up in

the hall that weren’t able to get in here today. But I think we are
going to be seeing people with an opportunity to get at their tax
forms a little bit themselves to do their own work. But I think
there is going to be plenty of work for the lawyers.

Senator GRASSLEY. Is part of the theory of your legislation that
people will be spending money and making investments based upon
the economic determinations of that, as opposed to the tax determi-
nations?

Senator KASTEN. I think there are a number of underlying as-
sumptions. No. 1 is that with the current Tax Code, we are seeing
people who are either cheating or who are avoiding through tax
avoidance devices that are legal paying the tax that they ought to
be paying. If we lower the rate and have a flat tax, we are going to
see more and more people paying their taxes, and you can argue—
and the Treasury has—that the revenue will go up. In testimony
before the House Ways and Means Committee-the Treasury has

T %aid they estimate there is something close to $100 billion of nonre-

ported or sheltered income, that if we could have a system that was
fair and understandable and people agreed with, that we would be
able to see those dollars—those revenue dollars—coming in. The
argument is not unlike—it is not exactly like—but not unlike the
argument that a number of people made when we reduced the tax
rate from 70 to 50 percent on unearned income. Total tax dollars—
tax revenues to the Treasury—went up. More people were partici-
pating. It is not unlike what Bill Steiger did when we reduced the
tax on capital gains. More people—the revenue on capital gains
went up, but the other element of this is that if we had a tax
system that was simple and easy to understand, we would have
more self-compliance. Someone talked the other day about—you

- -——know, it could be the middle of the night, and we are driving home

at 2 in the morning, and the light changes from green to yellow to
red—you stop. You can be out in the middle of a country road.
There is no car around—there is no one there. You stop for a
minute and a half, you wait, the light goes to green, and you go on.
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Our tax system is based just like that traffic system example on
self-compliance, on belief in the system.

And what is happening today is that people don’t believe that
the system is fair or equitable, and essentially we have people run-
ning the red lights day after day after day with our Tax Code. If
we make it fair and simple, people will have an understanding of
the system. They will know it is fair and simple. Everyone is being
treated the same. And we are going to see people with a greater
degree of self-compliance and agreement. It will leave some of the
tax accountants and lawyers behind, but I think there is plenty of
work for them to be doing.

The CHAIRMAN. Senator Long?

Senator LoNG. Let me just ask one question. Are you proposing
treating capital gains as ordinary income?

Senator KasTteN. The capital gains treatment in our plan is ex-
actly as current law.

_ Senator LoNG. So you would leave capital gains just the way it
is.

Senator KastEN. And IRA’s and investment accounts.

Senator LonG. Now, capital gains is one of the big items in the
complexity of the code now, and a great deal of language that we
have in the code is that which tries to draw the line between cap-
ital gains and ordinary income.

Your plan would still leave capital gains as it is, I take it.

Senator KAsTEN. Let me answer your question specifically, Sena-
tor. The full taxation of gains, full deduction of loss with basis
index from the enactment date. And a tax pair option during the
10-year transition period of 25 percent exclusion without indexing.
It is not—it is generally the same—it is not precisely the same, and
there is a slight change. And frankly, there is still a little bit of a
complication—you could argue that there is a little bit of a compli-
cation in there. We did not change significantly the capital gains
treatment.

Senator LoNG. Under existing law, you pay taxes on only 40 per-
cent of the gain. Would it remain that way in your bill?

Senator KasTteEN. That would remain.

Senator LoNG. All right. Thank you.

The CHAIRMAN. Senator Symms?

Senator Symms. Thank you, Mr. Chairman, and thank you, Sena-
tor Kasten, for your contribution here. My question is—and I
couldn’t disagree with you in any way that our Tax Code is too
complicated and is a mess—but isn’t it a fact that 70 percent of the
people all pay the short form today?

So, there really isn’t much of a change for that 70 percent. Isn't
the 30% the people that file the long form and the corporate and
the individual taxes for investments and so forth?

Senator KASTEN. I am not sure about the 70-percent numbers,
but I know that a significant percentage—it is more than 50—of
the people that now file the short form—either the 1040 or the
1040A or whatever—that a significant amount of the people—over
50 percent—that file the short forms need help to file their taxes.
They are going to an accountant, a lawyer, or H&R Block.

Senator Symms. I guess what I am concerned about is coming
from a resource-producing State, and many of the States in the
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West either produce oil or different forms of minerals and timber—
I am concerned about what the impact will be on resource-produc-
ing areas in the country in the raw material resource producers.
Do you anticipate or have there been any studies that talk about—
that point to—what this impact would be on the production of
timber, on the production of minerals, on the production of oil,
coal, and also on the production of agricultural products? What is
the definition of income tor, say, a farmer or for a miner or for a
timber producer?

Senator KasTeN. We don't change the capital gains status or
definitions or legal definitions of the timber, and so forth, and we
maintain most of the ACRS system as it is. But specifically, I don’t
know of any studies that have been done.

Senator Symms. What happens to percentage depletion for the
mining industry, for example?

The CHAIRMAN. It goes out. I think you eliminate that. Maybe it
is phased over——

Senator KASTEN. We eliminate it, but it is an ACRS in the 3-year
category. So, effectively we are dealing with the question and the
problem.

Senator SymMms. So, in other words, the investment tax credit
would stay the same or does that go out, too?

Senator KAsTeEN. The investment tax credits would be eliminat-
ed. That would go out.

Senator Symms. OK.

The CHAIRMAN. Could I just ask one question? Then, we will
move on to our witnesses. We have talked about a flat tax, FAST
tax, FAIR tax—all these different proposals. And one thing that
concerns many conservatives and others who are looking at all
these is that once you develop this broad comprehensive income
tax base and it has that rate, what is to prevent it from going up
every year? I mean, it is going to be a pretty big temptation for
Congress every year to go up another point or 2 points, and 10
points, depending upon what happens. Is there any way we can
protect from that other than just hoping that we will be alert to
any such change? '

enator KASTEN. Mr. Chairman, I think that if we had one rate
that everyone understood, that there would be much greater pres-
sure—public pressure—avoiding any tax increases, rate increases,
or changes. Right now, we see people monkeying with the different
brackets, the different questions. If everyone understood taxes were
25 percent across the board, that is the way it is going to be. Not
some politician kicking it up to 27—I think they would have a
more difficult time than they do today. So, I think if it is fair and
simple, we would increase the understanding and the public’s sup-
port for the system.

Now, it is so complex and complicated that we can increase dif-
ferent parts of it and call it something other than tax increase, and
basically it will sneak through. If we have a fair and simple tax
with a specific rate, I think it is a whole lot harder for the politi-

~ cians to dicker with it.

Senator Symms. Mr. Chairman, could I ask one more question
very briefly?
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The CHAIRMAN. I just want to follow up. I think it is like the 8-
cent stamp, you know. It did go up even though there was a lot of
pressure. Then, we turned it over to some other group so we
wouldn’t have to put up with it in the Congress, but I think that is
one valid concern. There is no way we are going to be able to guar-
antee that, once we establish a rate, that is the rate forever. And I
think, however, that that is the purpose of these hearings. And we
appreciate very much your comments.

enator SyMms. Mr. Chairman? I will just be very brief and
make a statement. 1 think the chairman makes a very excellent
point. My biggest concern about the whole thing is that I wish that
the momentum in Washington were for spending reform which
means reduction in spending instead of for tax reform because his-
torically every time the politicians start talking about tax reform,
a smart taxpayer grabs his wallet and runs for cover. Because
every time we reform taxes, they go up. And that just historically
has happened time and time again. And I hope that the momen-
tum for this, which has a great deal of aﬁpeal to many of us,
doesn’t dampen the already dampened enthusiasm for spending
reform because that is where Congress should be focusing their at-
tention—is on the spending side. If we could get spending down, we
wouldn’t have to even have a meeting about taxes. But the prob-
lem is that we spend more than the revenues are generated at the
present time.

The CHAIRMAN. I agree with Senator Symms. We shouldn’t lose
sight of the big problem we have, and that is spending.

Senator Symms. Maybe we could just take a different look at that
and say that it is a legitimate concern that tax rates would go back
up. And I think Senator Kasten admits that is a possibility, as any-
body does who deals with legislative processes. It is also at least as
real a possibility that various special interest groups will put their
little thing back in the Code. If you look at where our tax expendi-
tures have gone in the last 20 years, since 1967, it was $37 billion
worth. And this year it is $240 billion worth.

The CHAIRMAN. Like the OlymPic checkoff. [Laughter.]

Senator Symms. Well, we didn’t make that. That was a good at-
tempt, but we didn’t make that. But the point is it is worth $240
billi]on——-by the way, I might put that on this debt note—— [Laugh-
ter.

The CHAIRMAN. Not until the elections are over.

Senator Symms. The point is that the tax expenditures are worth
$240 billion. So, you know, the proposition is do you want to change
the system? If you don’t want to change the system, then you like
high rates and a lot of loopholes. If you want to change the system,
both have to come down. And once you have gotten a change, you
can’t bind another Congress. One other thing can come back. One,
you can raise the rate. The other is you can get another loophole
in. That is the nature of the process. The question is do you want
to change or not?

The CHAIRMAN. Bob, we thank you very much.

Senator BAucus. Mr. Chairman, a question.

The CHAIRMAN. I would like to get to the witnesses if I can. I
think you are all going to leave me here in about 20 minutes, and I

will be all alone.
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Senator Baucus. Mr. CHAIRMAN. I have a question if I might.
Bob, will you retain ACRS and capital gains and some basic tax
preferences? All the various proposals deal with the question of
what preferences to retain and which preferences not to retain. All
the various proposals deal with the question of what preferences to
retain and which preferences not to retain. I am curious as to what
criteria you have developed, what criteria you have followed to de-
termine what tax preferences to keep in the code and which tax
preferences not to keep in the code. What criteria are you using?

Senator KASTEN. In general, we are trying to include tax prefer-
ences which provide incentives for activities that have made this
economy stronger. Tax preferences for savings, Tax preferences for
investment, and tax preferences for job-creating kinds of activities.
You heard earlier in the testimony Senator Roth talking about the
low savings rate. We have left the tax preferences for savings, spe-
cifically the IRA’s, the Keogh's, and so forth. We want to have in-
centives in the system so that Americans will save in order to
create a larger savings pool. We want to have incentives in the
system so that Americans will own a home. We want to have in-
centives in the system for the basic kinds of job-creating activities.
That is why——

Senator Baucus. I understand that and I think it is a noble pur-
pose, but the problem that I have with that is that I think probably
every preference that is now in the code can be justified on the
basis of providing jobs and, you know, something that is good for
America and so forth.

How do you distinguish between those that are better and those
that are not quite so good?

Senator KASTEN. I guess it is your choice or my choice, but I
think that there are an awful lot of loopholes in the code right now
that are not. The other thing I should say is that we wanted to
keep preferences or keep deductions that benefitted a broad group
of people, not a small special group of people. In other words, the
IRA’s benefit all Americans all across the board—not one specific
group of people, not one specific income level. A large number of
the deductions in the Tax Code—a large number of the prefer-
ences—benefit only a very narrow, small specialized group of
people—a particular income group, a particular occupation, or a
particular industry. What we have tried to do is to have broad
kinds of deductions as well as savings and incentive oriented.

Senator Baucus. So, it is your view that keeping the ACRS
system—retaining capital gains—is a broad-based incentive as op-
posed to some of the more narrow investment—not investment tax
credits—but say, the conservation credits and so forth that are
presently in the code.

Senator KASTEN. Or you could go and look at all the individual
kinds of things that have built up over the years. What we are
taking is those exemptions that apply to everyone. I might say,
very candidly, that a number of those exemptions that apply to ev-
eryone also are the most important politically. I don’t think any
flat tax program could pass. I don’t think any flat tax program
should pass that takes away the mortgage deduction and interest. I
think home ownership is something that we want 'to have incen-
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tives in our system for, and I think we wouldn’t be able to get rid
of it even if we wanted to, but we shouldn’t want to.

Sengtor Baucus. Do you provide a full deduction for mortgage in-
terest?

Senator KasTeEN. Mortgage and all interest. Yes.

Senator Baucus. Thank you.

Senator KASTEN. Mr. Chairman, thank you very much.

The CHAIRMAN. Thank you very much, and we appreciate it.
Now, I know that a lot of members wculd like to make statements,
so I wonder if we could agree that we could now call on members
and limit the statements to 5 minutes Senator Packwood suggests a
sort of a morning hour.

Senator Packwood, do you have a statement?

Senator Packwoob. I have a very brief statement, Mr. Chairman.
If we are going to move toward the flat tax or the FAIR tax or the
FAST tax, or whatever it may be, I hope we are considering—as
some of the later witnesses consider—whether or not we are going
to destroy some incentives for very worthwhile purposes in this
country. And I think that we ought to remember that there are
only two ways we encourage things beyond the marketplace if we
want to do it.

One is with tax incentives, and the other is with appropriated
funds. And if any tax system runs the risk of destroying incentives
for things that the bulk of this Congress thinks are worthwhile
purposes, I hope everyone understands the consequences are then
going to be more taxation and Government programs to accomplish
the same thing that the Tax Code now encourages.

THE CHAIRMAN. Thank you. Senator Danforth?

Senator DANFORTH. Mr. Chairman, let me express my apprecia-
tion to you for holding these hearings. I think that it is a very good
sign, and my hope would be that we would be thinking in very
broad terms about a major move to simplify the Internal Revenue
Code. I have to admit that I am a convert in this area. I was not
one of the first people to point the way toward tax simplification.
At one point, I basically shared the position that was just taken b
Senator Packwood that there are things that can be done throug
the Internal Revenue Code which are useful, but I have to say, Mr.
Chairman, that the exercise that we went through in the 1982 tax
reform bill and again in the 1984 tax reform bill is enough to make
a convert of anyone. We ¢nacted a bill this summer that was over
1,000 pages long. And that adds to a code which is now two vol-
umes. This is the code without the new bill in it. Now, 20 years
ago, when I was practicing tax law, the Internal Revenue Code was
about the size of the smaller of these two volume:. and it is getting
bigger and bigger. And I think that all of us on the Finance Com-
mittee have to admit that when we pass a bill as long and as com-
plicated as the last one, there is no way that we can with really
understanding fully what the effect of the legislation is going to be.
And 1 say that with great respect to the Finance Committee. I
think that the membership of the Finance Committee is excellent.
I think that we have smart people on this committee, excellent
staff. We are attentive. We show u% at meetings, and yet I don’t
think that it is possible to pass a bill which is 1,000 pages long
changing the Internal Revenue Code is hundreds of places and
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know what the effect of all those changes is going to be. So, I think
that what we have done now is to create a situation in which Con-
gress is not in a good position to legislate effectively because the
Code is so complicated that we don’t know what we are doing to it.

I also think that we have created a situation throughout the
country where the race is to the swift. Really, the tax laws should
be understandable to people. People should know what they are
doing and know what they are paying, but I can’t imagine that the
Armerican people—much less people who are in Congress—are
going to be able to fathom something that is as coml!‘)licated as the
Internal Revenue Code is. I would also point out that one of the
things that just amazes me when we are, say, marking up a tax bill
or going through a tax conference is to look over the room, to look
at the members of the staff of the Finance Committee and the
Ways and Means Committee and the Joint Committee on Tax-
ation—and many of the lawyers who are present in the room—and
not simply notice the number of people, which is the thing that
stands out readily, but the brilliance of the people. Those who have
appeared before the Finance Committee representing the Treasury
Department, the staff of the Joint Committee on Taxation, and so
on are exceptionally able people. We have, I would submit, diverted
the best and the brightest of our country into the practice of tax
law. It requires not only detail work, but it requires tremendous
imagination to be able to work your way around the Internal Reve-
nue Code. Senator Packwood said—and I have to say that I used to
believe this—that there are a number of socially desirable things
that can be accomplished through the Internal Revnue Code, but it
seems to me that one of the things that is not socially desirable is
that diversion of so much brain power from useful things, such as
teaching or developing computers or whatever into the Internal
Revenue Code and its analysis. So, Mr. Chairman, I would hope
that we in the Finance Committee could start a process where we
would really start from scratch in rewriting the tax laws of this
country. And I would hope that the new tax laws would approxi-
mate the size of thé index of the Internal Revenue Code. I notice
that the index is 60 some-odd pages long. Is it impossible to create
a tax law that is 60 some odd pages long that everybody in the
country can understand?

The CHAIRMAN. Thank you very much, Senator Danforth. In fact,
the bill we passed was 1,309 pages long. I know I went out to make
a speech to one of these accounting groups and I got a standing
ovation before I said anything. [Laughter.]

So, they were very happy with it. Senator Long?

Senator LoNG. No statement, Mr. Chairman.

THE CHAIRMAN. Senator Bradley? Do you want to summarize
your visit to Minnesota? [Laughter]

Senator BRADLEY. Mr. Chairman, I don’t know if you would be
smiling or crying if I summarized the visit. It was very positive. Let
me just follow on if I can Senator Danforth’s comments, because I
think that those comments are ri%vht to the point. The fact is we
work in this committee room in Washington, and we sometimes
forget that there are over 95 million taxpayers in this country who,
every April, receive a thick booklet of instructions and say to them-
selves when they get the booklet: I am not using any of the provi-
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sions described in here but somebody is. I think that that basic un-
fairness and complexity is one of the major problems with the tax
system today. And I know there are those who argue that the tax
system should be complex and reflect the nuances of American life
and so forth, but I frankly think it is that complexity that is, on
the one hand, killing our entre preneurial spirit, and on the other
hand, pushing us to extreme solutions. And I think that this com-
mittee’s deliberation is very important, and as I look out there in
the country today, not only do I see a burgeoning public interest in
and support for change in the tax system, but I also see it coming
from all segments of our society and from both sides of the political
aisle, from liberals and conservatives who recognize that the Amer-
ican people want a system that is fair and simpler with lower
rates. It is not lost on your average citizen who is paying an effec-
tive tax rate of 40 percent that he is paying for somebody else’s
free ride. And, indeed, if you look at the amount of revenue that
the income tax system collects—a little over $300 billion—and you
look at the amount of revenue lost through loopholes—about $240
billion—the numbers are there to support his suspicion that some-
body else is getting a better deal than he is, and he is paying the
freight of the higher tax rate.

So, it seems to me that the time is ripe for this committee to
really exert some leadership to respond to what the people are feel-
ing and to do it in a way that sends them the message not only
that we are listening but that we are leading on this issue. And I
have said for a couple of years now that this isn’t a Democratic or
Republican issue, this is an American problem. And it is crying for
a remedy. As we begin our deliberations on this—and I think that
1985 will clearly be a very important year—I think there are a
couple of things that we have to consider as we move to simplify
the tax system and make it fairer.

One thing is I do not think we want to abandon progressivity. I
think that we want to keep a tax system where those who earn a
little more should pay a somewhat higher rate. I also think that we
don’t want a tax system that will increase the deficit, given the
size: of the deficits we already have. At a minimum it should
remain revenue neutral. And I think that we don’t want a tax
system that preserves the kind of special benefits for one class—in
many cases, the upper class—while leaving the middle class and
the lower class with much higher rates of taxation.

. And I think we also have to recognize that it will not be easy.

There is widespread belief that somehow or other the special inter-
ests have a lock on the legislative process in Washington. I don’t
think that-is necessarily so. And I can’t tell you how many people 1
have talked to in the last couple of years who, when presented with
the option of a low rate or retaining their favorite deduction, have
said they would prefer a low rate. And I think, therefore, Mr.
Chairman, that these cynics are misreading the pulse of the coun-
try. And so, I welcome these hearings and hope that the legislative
proc%ss feventually comes up with something that we can all be
proud of.

The CHAIRMAN. Thank you, Senator Bradley.

Senator Chafee?
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Senator CHAFEE. Thank you, Mr. Chairman. I also want to say I
am glad we are having these hearings. Some here have been con-
verted. Senator Danforth indicated that the light has struck and he
has seen the path. I am looking for the path—which way to go. It
seems to me that we all agree there have to be revisions in the
code. We have got to do something. And it seems to me there are
two approaches. One approach is to take the existing preferences,
expenditures, credits, exemptions, deductions, and go through them
and say all right, we shouldn’t have this. Perhaps we should have
this, but we shouldn’t have the next one. That is one way to go,
and we have found that that is excrutiatingly painful because
when we consider the first one, the proponents of that one don’t
want to throw that one out or get rid of it because why offer theirs
up for sacrifice if the later expenditures or credits might be kept.
So, that is a very, very difficult way to go. The other way is to
throw them all out, and to start with a clean slate. And really re-
write the code as Senator Danforth has suggested. And maybe that
is what we have to do to get somewhere, but that in itself has a lot
of problems. Now, Senator Packwood has suggested that we have
got to be very, very careful. In the code are a whole series of incen-
tives and that if they are not there, certain things won’t happen—
people won’t take certain steps. I am not exactly sure that that is
so. An awful lot of things were happening in this country—good
things—before 1913 when the Internal Revenue Code came along.

And the classic example always given is charitable giving, and
some people wept when we reduced the income tax rates, because if
you took the rates down from 70 to 50 percent, people won'’t give so
much money because the Federal Government is giving 70 cents
rather than 50 cents of the dollar. I don’t know whether that is
true, and I would like to think that a lot of charitable giving took
place in this country before there were any deductions. And what I
think causes things to happen is that people have some money, and
the charitable giving took place because there was money to give,
rather than solely the incentives of the Internal Revenue Code. So,
I just don’t think that doing away with some of these incentives—
these tax expenditures—-every one of which has a proponent—a
reason for existence—is going to wipe out the reason for that exist-
ence if indeed we make some fair revisions in the code and work it
out so that the rates are reduced. So, I think this is an exciting en-
deavor and a lengthy endeavor. I don’t think anybody ought to
think that trying to change this code around is going to be simple.
But I think while working on it, we will probably all get standing
ovations from the accountants because they are interested in what
we are doing.

The CHAIRMAN. I agree. I think it is going to be a long process,
and we have avoided—we are not trying to answer some of the po-
litical questions that are floating around. We didn’t ask the admin-
istration to come up and give their views. We are just trying to
look at a number of options without advocating any. I mean, there
are some advocates here, but there are a number of us who are
trying to look at the whole horizon and see what we might be able
to fashion and hopefully at least start the process early next year.
"Senator Baucus?
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Senator Baucus. Thank you, Mr. Chairman. I am not going to
prolong the discussion here. I think that we all agree on how com-
lgﬂlex the code is. Let me just add a couple of very small points here.

irst, I agree with the statements that have been made that the
rates have to be lowered generally. I also agree that the rates have
to remain progressive. I, however, think that we are going to have
to retain indexing. I personally believe that that is a concept that
must be in any future income tax system because our present
system—up to this year, which we have not had indexing—allows
Uncle Sam to get too much revenue that I think it should not earn.
So, it should keep indexin%.

I would also say that obviously nothing is going to happen this
year, but I am reminded of an earlier situation earlier this year. I
think that this committee frankly led the way to put pressure on
the President, on the House, and other groups around the country
to try to get the deficit a little bit lower than it already is. That is,
we had a very strong bipartisan effort in this committee. Unfortu-
nately, now in the campaign, one Presidential candidate says there
are going to be tax increases this year, and the other—I am not
sure what he says. Sometimes he says there won’t be, but other
times he is not so sure himself. But the point is that the issue is
getting polarized, and I think that next year when we do meet to
take some action, in addition to having hearings, that it is a good
opportunity for this committee to again lead the way on a biparti-
san basis.

Senator Bradley is correct. This is an American problem. It is
not a Republican problem. It is not a Democratic problem. Liberal
or conservative. It is an American problem, and I think we can pro-
vide a good service to our country if when we meet next year we
approach it that way—as an American problem on a bipartisan
basis. It is not going to be easy. It is a very complex problem. I am
reminded of a Baltimore Sun journalist, H.L. Mencken, who said
for every complicated problem, there is an easy solution, and it is
usually wrong. Although I do think this is a case where we can use
more simplicity than we have in the past.

So, I just commend you for holding the hearings, Mr. Chairman.
And I urge us to put partisanship aside this year, but particularly
next year, when we have got ® buckle down and do the work.
Thank you.

The CHAIRMAN. Senator Grassley? :

Senator GRASSLEY. Mr. Chairman, I feel so frustrated about the
Tax Code that I think I would almost consider any alternative to
what we have now as a way of simplification, but I am terribly pes-
simistic about the chances of accomplishing much in the way of tax
simplification. My reason for being pessimistic, I suppose, is some-
what related to how you measure how bad the situation is, and I
think Senator Danforth had a very good measure—the size of the
code. But also, in the 4 years that I have been on this committee, I
have seen the line of lobbyists and interest groups lined up outside
of this room that are trying to get in here, and I have seen that
grow longer during my period of time. It is almost as if you can
measure how serious the problem is, not only by the size of the Tax
Code, but how long the line of special interests who have an inter-
est in whether or not we are going to simplify the system. And it is
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because of that line and each loophole having its advocates here in
Washington and at the grassroots that causes me to be pessimistic
about an opportunity for change because someone sees their inter-
est being hurt as a result of tax simplification. It is a'. oddity that
in the hearings that I have had in my subcommittee on the subject
of how the Tax Code affects productivity. We have everybody testi-
fy that in some way the Tax Code does inhibit productivity, and yet
we can still have people come and say, you know, we think it ought
to be simpgiiﬁed, but our provision ought to be maintained. It is just
a little bit like everybody coming around the office saying that, yes,
I think the budget should be balanced, but I think that we ought to
spend more in this area because it has such a social good. And that
is basically like saying, you know, the job will never be done as
long as people still look at their own little special interests.

So, 1 am pessimistic, and I think that without strong Presidential
leadership, we won’t have it regardless of our constitutional re-
sponsibility of leadership within this committee, that Senator Brad-
ley begs for, and I don't disagree with him. I think it is going to
_ have to come outside of this room as evidenced by the interests

here that want to keep the status quo. I think that not only beyond
Presidential leadership, but I think we are going to have to see a
prairie fire from the grassroots in support of reform even more
than we have seen to this point. And we have seen more now than
ever before that I can imagine. So, it is going to have to be leader-
ship beyond this committee, and most of all it is going to have to be
the—how do you say it?—the withdrawal of our own special inter-
ests if anything is really going to be accomplished.

The CHAIRMAN. Thank you, Senator Grassley. Senator Symms?

Senator Symms. Thank you, Mr. Chairman. Mr. Chairman, I
want to compliment you for having these hearings, and I am not
quite as pessimistic as my good friend from lowa is. I think we can
do somgthini about this, but I think we have to separate the illu-
sion from what the reality is. And there is an illusion somehow
that all we have to do is just simplify the Tax Code and go to a flat
rate tax and then there would be no problems. The complicated
side of the Tax Code is on the business side, and the problems like,
for example, in my State where we are a big mining State, where
50 percent of the cash flow for the mining companies provide jobs
for my -onstituents comes:from investment tax credits right now.
Those kinds of things have to be looked at and answered.

It is also a fact that about 50 percent of the individual income
that is generated by Treasury, I believe, is coming from the top 10
percent of the taxpayers. I don’t have those figures, b}xt it is about
that. So, we have got to be a little bit careful or this could end up
being a.tax increase on middle America. We have to be not a little
bit careful, but I think the Chair ‘talked about we have to be a
lot careful so that doesn’t happen.-And then the third thing that I
would like to comment on is I would like to compliment our col-
league on the committee, Senator Roth, for his point that we have
got to encourage a Tax Code that encourages savings. And I think
that I have been working with some of the things Senator Roth has
been doing, and my staff has, and I want to approach this on the
business side also. You know, coming from a farming State, I
watched. farm cooperatives be able to accumulate capital because of

f .
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the Capper-Volstead Act in competition with people that are not
cooperatives, and anybody that is in a farm co-op understands that
they can accumulate capital because what it really is—it is a corpo-
rate tax that only taxes on the dividends. It doesn’t tax the corpo-
rate side is really what it amounts to, so they can go out and build
a cold storage plant or build a potato warehouse or whatever it is,
or a grain elevator, and take their earnings and put it right into
the building. That is what we need to do with the corporate side of
our tax—is encourage corporations to be able to take some of their
earnings and invest it in plants and equipment without having to
pay 50 percent of it back out in taxes. And once we get to that
point, we will see a booming economy. But I would say, as I said at
the beginning, my advice to my constituents always is when Con-
gress talks of tax reform, grab your wallet and run for cover. And I
just would appeal to my colleagues.

Let’s don’t allow this to get out of hand and just be a giant tax
increase on the hard-working Americans. What we need is a con-
tinuation of the direction we have been going. And maybe what we
need to do is just lower all rates 1 or 2 percent and include the
corporate side and the private side and not change this 1,100-page
document because sooner or later people will learn how to live with
that. If we just stop changing it every 15 or 20 minutes. They don’t
change the rules at the Olympics every day. They play by the same
basketball rules and by the same baseball rules and other sports,
but what we do is, as soon as they learn the rules, then we want to
change them. And it just makes it so complicated. I think we
over—we make it more complicated than necessary. So, I think
these hearings are important. I know this committee will look at it
very carefully, and then I would say, at the end, before any bill is
ever passed around here, we might as well start telling our con-
stituents, and I tell mine this, that the illusion that we talk about
with the flat rate tax, once all the people find out whether they are
going to get an increase or decrease, then you will find out how
many votes there are in Washington to pass the tax. And if it is
going to be a tax increase, it isn’t going to wash.

The CHAIRMAN. Thank you, Senator Symms. I would like put in
the record a statement where I have tried to outline at least some
of the options we have and raise some of the questions that Senator
Bradley has already raised on progressivity. I think we have to ad-
dress that. Are we going to have it or are we not? There is a differ-
ence in views.

We have to determine how much a gain in simplicity and eco-
nomic efficiency can be achieved by streamlining, moving to a low
rate or flat r...e structur¢ or a system of taxes on consumption.
And we have to get into defining income. That is not very easy to
do. And then you look at some of the areas that are not now taxed.
And I would say that there are a number of specific ways in which
a lower rate or consumption-based tax system might be structured.
Either have a single rate to a comprehensive base—that would
mean everybody paying the same proportion of income in tax—or
change the types of things that we tax. I am just suggesting some
of the options. In the alternative, you could have rates reduced and
the base broadened by eliminating a range of tax preferences. We
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have been tryingrto do that. So, I guess we all agree we want great-
er equity in the Tax Code and a simpler system.

So, I have tried to boil it down to about three different things we
will probably have to consider. If we continue te work through the
Tax Code on an item-by-item basis, which would not please Senator
Danforth and many of the rest of us find that pretty difficult to
do—we could continue our base broadening, which we think has
been fairly effective. We have closed a number of gaping loopholes.
It does bring about a certain amount of equity and some simpligity,
but it also adds to the code, which is probably an error that we
ought to take a look at. Some would suggest that we just agree on a
major revision of the system in the direction of lower rates and a
broader base or a consumption base and take the necessary steps to
implement such a system. That would be, I think, rather difficult
to do all at once, but it is an area that I think we ought to take a
hard look at. I share some of the concerns expressed by Senator
Symms. I think in the final analysis whether someone is for or
against the flat, the FAIR, the FAST tax, is going to depend on
how much tax they pay. I think everybedy now has the perception
they are all going to get a tax reduction, and I don’t see how that is
possible. Then, we could always do what I think we might do in
this committee, and that is proceed in a couple of ways—continue a
step-by-step base broadening as we have been doing in the past 3 or
4 years, along with a major simplification where you would have it
phase in over a period of years, but I guess the important thing is
that we need to find some consensus in this committee. No doubt,
this committee and the Ways and Means Committee will provide
the leadership, whether it is Mondale or Reagan in the White
House, they will finally come to this committee and to the Ways
and Means Committee. And who knews—until we look at the elec-
tion returns and the makeup of Congress and the makeup of the
White House—just what tax policy we will be looking at. But I am
convinced, whether it is Republican or Democrat, there is a big
consensus—or fairly large consensus—to do something, and that is
the purpose of this round of hearings. And we are happy to have as
our first panel James B. Lewis, chairman-elect, Section of Taxation,
American Bar Association, Marshall Blume, Howard Butcher pro-
fessor of finance, the Wharton School, and Randall Holcombe,
Ph.D., associate professor of economics at Auburn University.

What I have asked the witnesses to do is to very quickly summa-
rize their statements on the theory that we can all read and be
able to read their statements and give us some time to ask some
questions because there are a number of distinguished witnesses
who would like to be heard while a number of us are here. So, we
hope we can proceed on that basis.

We will start with Mr. Lewis. Thank you very much for coming.

Senator LoNGg. Mr. Chairman, could I make a suggestion? We
have some outstanding people here who have prepared some very
thought-provoking statements that should be considered.

I would hope that all of us on the committee would limit our
questions to the extent that we can in good conscience do so, and
give these distinguished witnesses a chance to appear at a time
when the media is here and when Senators are here. I don’t quite
know how it happens, but everyone is here when we start out, and
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by the time we get about a third of the witnesses heard, the cam-
eras are all gone. I would hope to try to give all the witnesses a
chance to appear while somebody is around here to hear them, and
that we all try to limit ourselves in the questions that we ask these
distinguished witnesses until all have been heard.

The CHAIRMAN. And we are saving a lot of the explosive stuff
until the last today. [Laughter.]

Mr. Lewis.

STATEMENT OF JAMES B. LEWIS, CHAIRMAN-ELECT, SECTION OF
TAXATION, AMERICAN BAR ASSOCIATION, WASHINGTON, DC

Mr. Lewis. Mr. Chairman, and members of the committee, my
narne is James B. Lewis. I am chairman of the Section of Taxation
of the American Bar Association and am pleased to submit the
views of that organization on basic tax reform.

A few days from now, on August 16, the Internal Revenue Code
of 1954 will be 30 years old. The code is not in good health. The
principal ailment from which it suffers is the multitude of tax pref-
erences that have been enacted into the income tax law. Most of
them, when examined individually, serve legitimate social or eco-
nomic purposes. The dead weight of these preferences, however,
has enormously increased the complexity of the income tax law,
has led to a second round of complexity consisting of provisions en-
acted recently to limit some of these preferences, and also has cre-
ated the perception that the income tax is unfair and this has
eroded compliance. So, I think that drastic action is now necessary
to simplify the law, to broaden the tax base, and to lower the rate
structure. The Section of Taxation applauds the action of this com-
mittee in scheduling these hearings on basic tax reform, and we
assure you of our desire to be of constructive service in the pursuit
of that goal. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. We appreciate that, and we hope to
have time for some questions from each one of the members.

Mr. Blume?

[Mr. Lewis’ prepared written statement follows:]
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STATEMENT OF

JAMES B. LEWI1S
CHAIRMAN
SECTION OF TAXATION

AMERICAN BAR ASSOCIATION

Summary of Statement of James B. Lewis

Mr. Chairman and Members of the Committee, my name
is James B. Lewis. I am Chairman of the Section of Taxation
of the America; Bar Association. I am pleased to present
the views of the Section on basic income tax reform.

Cn August 16, just a few days hence, the Internal
Revenue Code of 1954 will attain its 30th birthday. Unfor-
tunately, the Code is not well. Largely as a consequence of
a multitude of tax preferences, the law has become unaccept-
ably complex, and the tax base has become unnecessarily nar-
row, requiring higher tax rates than would otherwise be
necessary. While most of these tax preferences seek to
implement desirable social and economic objectives, it is
doubtful that all of thewrcan*# accommodated within a fair
and efficient revenue raising system.

Drastic action is necessary to simplify the law, to
broaden the tax base, and to adjust the rate structure. The
Tax Section offers to this Committee, to the Congress and to

the Executive its considerable technical skills to assist in

the accomplishment of these important objectives.

P .
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My prepared statement outlines our views on the
nature of the problems embedded in the current system and

our suggestions as to the kinds of corrective action that

may be responsive to those problems.

We applaud the action of this Committee in schedul-
ing hearings on basic tax reform, and we assure you of our

desire to be of constructive service in the pursuit of that

goal.

Statement of James B. Lewis

Mr. Chairman and Members of the Zommittee, my name
is James B. Lewis. I am Chairman of ti.e Section of Taxation
of the American Bar Association. I am pleased to present
the views of the Section on basic income tax reform,

On August 16, just a few days hence, the Internal
Revenue Code of 1954 will attain its 30th birthday. Unfor-~
tunately, the Code is not well. Over the past thirty years,
it has been transformed from a moderately complex collection
of laws designed chiefly to raise revenue¢ into an extraordin-
arily complex collection of laws that not only raise revenue
but serve a number of other social objectives. Even experts
now have difficulty in understanding and applying the extra-
ordinarily complex provisions of the Code.

Contrary to popular notion, tax professionals
neither endorse nor benefit from this state of affairs. The
American Bar Association has adopted a policy position that
advocates simplification of the tax laws. The Tax Section

of the ABA has advocated particular simplification programs
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and has worked closely with the Congress and the Administra-
tion to secure their enactment. We will continue to press
for simplification, and we endorse strongly the efforts of
thi; Committee to move in that direction.

The chief source of tax complexity lies in the
wide range of special tax preferences for both individual
and business taxpayers. While continuing to be called an
"income" tax, the tax is instead imposed on only a limited
portion of "income" by reason of the many exclusions and
deductions that very substantially narrow the base on which
the tax is ultimately imposed. Moreover, the tax imposed
on this narrowed base is eroded by the availability of a
variety of credits against the tax. These exclusions,
deductions and credits both reduce the revenue yield from

the income tax and create major complexity within the

statute.
They also generate a second level of complexity.

Taxpayers naturally strive to take maximum advantage of

tax preferences, to the end that they often claim them in
respect of transactions that were not intended by Céngress
to produce tax advantages. This factor in turn has required
enactment of restrictive legislation designed to “fence off"
these preferences from unwarranted enjoyment by ineligible
taxpayers. Finally, the scramble to take advantage of these

tax benefits induces widespread noncompliance, requiring
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enactment of penalty provisions that seek to buttress a sys-
tem o