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MAJOR TAX REFORM OPTIONS

TUESDAY, SEPTEMBER 11, 1984

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

The committee met, pursuant to notice, at 10:04 a.m. in room
SD-216, Dirksen Senate Office Building, Hon. John Danforth pre-

siding.
Present: Senators Dole, Danforth, Packwood, Heinz, Roth, Long,

and Boren.
[The press release announcing the hearing follows:]

(Press Release No. 84-165, Aug. 18, 1984)

FinaNcE CoMMITTERE ANNOUNCES NEW RoUND oF Tax REFORM HEARINGS FOR
SEPTEMBER

Senator Bob Dole (R. Kansas), Chairman of the Committee on Finance, announced
this afternoon that the Committee would schedule another round of tax reform
hearings when Confrea returns from recess in September.

The hearings will be held on Tuesday, September 11, 1984, and Thursday, Septem-
ber 20, 1984, beginning each day at 10:00 a.m. in Room SD-215 of the Dirksen
Senate Office Building.

Senator Dole made the announcement upon the conclusion of 2 days and some 7
hours of hearings on tax reform options here last week. Four United States Sena-
tors—William V., Roth, Jr. (R., Delaware), Bob Kasten (R., Wisconsin), Mark O. Hat-
field (R., Oregon) and Dan Quayle (R., Indiana)—and 29 witnesses from the private
sector submitted testimony during the hearings last Tuesday and Thursday.

The hearinfs held last week, as well as those scheduled for September, focused on
proposals which 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 alterna-
tive suggestions such as a value-added tax, a national sales tax, a tax based on con-
sumption rather than income, or a gross income tax.

Senator Dole noted that over 30 other witnesses from the private sector already
had relt_llueated to testify at the September hearings, along. with numerous members
of the House of Representatives.

“In September of 1982, the Committee on Finance began an examination of flat-
rate and other major tax reform proposals,” Senator Dole said. “This is an issue
that has attracted considerable 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
cou})led 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.”

Senator Dole indicated that the Committee on Finance would examine the details
of substantive proposals that have been made, and in September will receive addi-
tional testimony on alternative tax proposals to achieve the goals of greater equity,
simplicity, balance and economic efficiency in the tax system.

Senator DANFORTH. Senator Dole is at the White House right
now, and has asked me to sit in for him, which I am pleased to do.

1)
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The first panel: David A. Berenson, partner of Ernst & Whinney,
. Washington, DC; and Norris Farnell, CPA, Skaggs & Farnell, Tex-
arkana, TX.

Are they here?

STATEMENT OF DAVID A. BERENSON, PARTNER, ERNST &
WHINNEY, WASHINGTON, DC

Mr. BerensoN. Thank you. Good morning, gentlemen. I am
David Berenson. I'm the partner in charge of the Washington Na-
tional Tax Service for Ernst & Whinney. And I thank you for the
opgortunity to present our views here.

here seems to be this growing consensus that lower tax rates,
coupled with a broader tax base, possib(liy including a type of reve-
nue raising consumption flat tax, would be fairer to the taxpayer
and better for the economy. However, to achieve this, I think there
are three misconceptions regarding the concept of complexity-sim-
plicity that are present in our present system that have to be ad-
dressed. Basical f" the first is the belief that the current income
tax system has always been overly complex.

No. 2 is that a revenue neutral flat tax concept would simplify
the tax law. And that third the public perception, whether it’s re-
ality or not, that their total taxes—Federal, State, and local—
under a flat or othere simplified tax reform would be revenue neu-
tral or would actually decrease.

d I ;;gilnk those are the three misconceptions that must be ad-
ressed.

With respect to the first one, namely the belief that the current
income tax has always been overly complex, until the system was
buffeted by the twin devils of inflation and high interest rates,
such was not always the case. There are complex provisions, but
for the vast majority of taxpayers, they were not applicable.

For those taxpayers who typically report wages or minimal pas-
sive income, the system was not too much more complex than was
necessary. Therefore, any change that we are talking about would
have to be two-pronged. The two-pronged is the concept of further
reform and simplification, and the second prong has to be solely
revenue raising, which is the one that is probably directed at the
concept of the consumption or value added taxation. ‘

Complex tax provisions are frequently necessary to assure appro-
priate taxation of complex business transactions and will remain
with us. There is almost a circular irony involved here in that leg-
islative attempts seeking equity create complexity which in turn
leads to negative perceptions of the equity of our system.,

This, in effect, leads to attempts to legislate greater equity that
results in even greater complexity. Even the introduction of certain
simplifying legislation, such as the zero bracket amount, has pro-
duced change over complexity, leading to a staggering volume of
interpretative authority and a lack of interpretative authority. As I
have indicated before—I think there are approximately 400 inter-
Bretative rojects, some going back to 1969 that are still pending.

robably 200 more coming from the 1984 Tax Act. And this further
cclmcept of what | call transition shock will also create greater com-
plexity.
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The concept of neutrality, in effect, has never really been fully
defined, and in many cases will prove illusory. Obviously, we have
focused on situations like the poor little rich boy who receives
$15,000 from the father’s trust fund. Should he be taxed the same
amount as the steel laborer who receives $15,000? Should we, in
effect, eliminate the dependent child care credit? The two wage
earner benefits, and so forth?

Even at this early stage of deliberation, under the simplified pro-
posals, there seems to be a political consensus developing with re-
spect to retention of the deduction for mortgage interest and simi-
larly with respect to charitable contributions. So when we get
through, the concept that just because we have a so-called simpli-
fied or flat tax that it will be less complex is not realistic we have
found that just the mere utilization of the tables—and there will
probably be more tables under. some of these proposals than we
even have now—would also be complex.

As to the concept of neutrality among varring individual and
broad income groups, we find that there will be significant in-
creases and decreases which inevitably will result within these var-
ious groups. And as I mentioned before, once you start using tax
tables, which must come into any of these new proposals, you will
find that the system wil] be complex.

The last area that I think is very important is this public percep-
tion that total taxes in the simplified or reform area, as contrasted
to the revenue raising VAT consumption tax, on a Federal, State
and local level, would be revenue neutral or decrease The itfall
that we face here is a reverse revenue sharing, esiecially in States
where there is high income, high property, and high sales taxes.
That impact is very, significant,

For example, if we assume that the Federal reform measures, in
effect, remain constant in their revenue affect and neutral, and
you would retain the same Federal tax dollars across the board—
and if we assume that the State and local jurisdictions also must
retain their total tax dollars across their board for their revenue
needs, in effect, you can have the situation where the tax burden
will increase. For example, if a specific body of citizens are paying
a tax in state and local jurisdictions of $10 billion and because of a
simplified flat tax—the indirect Federal subsidy is eliminated their
out-of-pocket costs for State taxes actually increases potentially up-
wards to 50 percent. After we get through with reducing or elimi-
nating the deductions for property sales and income taxes, the net
cost to them of such taxes increases substantially, although you
have achieved Federal and State neutrality in the overall revenue

ackage. If State taxes increase because of base broadening under

ederal definitions, the after-tax impact becomes even greater.

You will have increased the tax burdens on the individual State
taxpayers substantially. Now apart from the merits of removing
the Federal subsidy ingrained in our State tax structure, the per-
ception out there is that a flat, simple reform package will not cost
them more. When f’ou combine the foregoing with the impacts on
the State and local jurisdictions of the increase in interest rates
and borrowing costs that they must undertake to have their obliga-
tions yield the same after tax effect at a lower effective tax rate,
you can have some very significant adverse State impacts.
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In closing, I would again urge the same care as for example,
when we carefully reformed the Bankruptcy Tax Act without
undue political haste. I would suggest an economic environmental
impact study on the broad spectrum of some of these proposed
changes, providing enough time to come back and see not only the
potential tax impact, but the possible economic impact as to what
some of these changes will create outside the Federal tax system.
Thank you.

Senator DANFORTH. Thank you.

[The prepared written statement of Mr. Berenson follows:]
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PREPARED STATEMENT OF ERNsT & WHINNEY, PRESENTED BY DAvVID A. BERENSON

SUMMARY OF STATEMENT

I am David A. Berenson, Partner in Charge of Washington Tax Services for
the international accounting firm of Ernst & Whinney. Thank you for the
opportunity to appear at this hearing. 1 have several comments on the
reform of our tax system.

l.

2,

3.

S,

Interaction of Complexity and Equity. Many tax reform measures

ave been proposed because of the perceived complexity and inequity
of our present system. While some of these perceptions obviously
reflect reality, the public nevertheless has many misconceptions of
how the income tax system operates. Complexity arises from
attempts to legislate precise interpretations, legislate in spe-~
cific detail, close "loopholes,” provide necessary transition
rules, and use the tax system to attain socisl and economic objec-
tives., A circular {rony exists in that tax complexity leads to
negative perceptions of the equity of our system, which then leads
to attempts to legislate greater equity that results in even
greater tax complexity. ‘

Reform Proposals Have Problems. The current flat-tax proposals,
although superficially appealing, ultimately will be perceived by
many taxpayers as being less "fair” than the existing system.
Further, the flat tax goal of extreme simplicity is unrealistic in
our complex society, and the circular consequence of promoting
equity applies to the flat-tax proposals as well as to our present
syestem. In a similar manner, consumed-income tax proposals suffer
from problems of design, measurcment, equity, administration and
compliance, and especially of transition.

Economic Impact Statement, Any major restructuring of the tax
system oEoufﬂ be preceded by an "economic impact analysis” of the
potential change, including the probable consequences for financial

markets, business decision making, tax administration and taxpayer -
behavior,

Increased Public Fducation., The Administration and Congress should
make a commitment to & broad-based program for educating the public
about the tax system., Public opinion polls reveal general misper-
ceptions about the tax system, particularly with respect to the tax
burden on high-income individuals. These misperceptions have con-
tributed to the decline in public confidence in and support for the
current income tax. Greater public education about the tax system
by using the media is needed to combat the self-fulfilling percep~
tion of widespread noncomplisnce. In addition, public debate on
fundamental tax reform will be more meaningful if there is greater
avareness of how the current system is functioning.

Target Communications at Typical Taxpayers. The Congress and
Administration should make a coumitment to educating the public on

tax benefits and the reporting requirements that are applicable to
average individual taxpayers. In addition, there is a need to
educate the public on the relative ease with which Form 1040EZ and
Form 1040A can bs prepared.
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10.

1.

12,

%Eh““ of Press Releases. Government press releases to the media
shou ocus more on how well the system works. Much of the per-
ception of noncompliance may arise from misinterpreted government
press releases. By emphasizing breakdowns in the tax system, the
government may be contributing to the decline in public support and
confidance in the present income tax.

_Iﬂrovt the Audit Process. Increased appropriations should be
made to improve the audit process. An attempt should also be made
to provide an examination rste which cost~benefit analysis indi~
cates will optimize taxpayer compliance; the costs considered in
this analysis should include the costs to both taxpayers and the
government. Government information releases concerning tax sudits
should emphasize improvements in selecting returns for audit rather
than the decline in the percentage of returns audiied,

Reinstitute the District Conference. A District Conference would
improve the Service's Elpﬂt. resolution mechanism and improve
taxpayer confidence in the system by providing an earlier, less
formal setting for reviewing disputes. Accordingly, a District
Conference should bs instituted, at least for most small cases.

Creation of a National Tax Reform Commission.,. A national commis~-
sion, composed of representatives of Congress, the Administration,
tax professionals and taxpayers, should be created to review and
offer propossls on federal income tax reform., The commission
should be assigned the task of studying reform proposals and sub-
mitting its own proposals, including sppropriate transition rules,
within three yesrs of its formation, with a view toward
implementstion in five years.

Scope of Commission Inquiry. The commission should take a broad
view of all lugsudonl for reform and simplification, For
example, Ernst & Whinney has proposed a Deemed Capital Transaction
approach to partial integration of corporate-shareholder taxation.
This proposal reduces complexity by reducing the tax differences in
the treatment of dividends, stock redemptions and liquidations, It
is a concept meriting consideration,

Task Force Assistance, The commission should establish task forces
to review and offer targeted proposals on specific areas of
concern. Some topical areas for consideration include: revisions
in information reporting; uniformity of rules in areas of common
application; compliance-oriented measures directed at the cash
economy; monitoring compliance with disallowance provisions; and
increasing the uss of objective rather than subjective standards
for tax determinations,.

Moratorium on Substantial Tax Changes., Until the commission's
refors proposals have been submitted and their implementation
coneidered, the Congress and Adainistration should agree to s
moratorium on substantial structural changes in the income tax

law,



INTRODUCTION

We welcome the opportunity to appear at these hearinga; We are
encouraged by the commitment that this Committee 1s making to consider~
ation of broad-based tax reform legislation, The contemplative process
you are undertaking in this forum has been sorely needed for years,

\

Senator Dole has stated that, “These hearings should serve to open
a highly eignificant debate over the direction of tax policy next year
and in the years ahead, and there are many difficult questions that need
to be answered." We agree, and will focus our testimony on a féew of
these questions. Specifically, we have limited our attention to
taxation measured by income and will not discuss matters relating to
excise taxes or aestate and gift taxes. Further, our discussion of
consumption-oriented taxes will be limited to a consumed-income tax.
Although a national retail sales tax or a8 value-added tax are
consumption taxes and may represent tax reform, they are viewed mainly
as candidates for revenue raising and thus will not be discussed in this

testimony.

The federal income tax has existed for approximately 70 years., For
the better part of this period {t has been a fair, effective and well
accepted means of financing the government, Over the past 10 years,
however, it increasingly has been perceived by taxpayers to have become
less effective and as a result appears to hava declining public

support,



We feel that much can be done with the current income tax system to
restore it to a p;lition of being the paradigm for a fair, well accepted
method of raising federal revenues. \Thuu, this testimony does not dis-
cuss the adoption of radically new systems of taxation, but rather how
the existing system might be significantly changed to better nctiin its

goals,

We are deeply concerned that if taxpsyer confidence in the revenue
system is as low as the media would have us believe, there will probably
be few chances to reform it and any such reform will need to be

caref ull)\ considered.

MISCONCEPTIONS RELATING TO COMPLEXITY/SIMPLICITY
IN THE INCOME TAX SYSTEM

Is The Current Income Tax fSys:em Unnecessarily Complex?

Many taxpayers file simple returns. It is clear that there are
many complex provisions in the Code. However, in 1983 more than 35

million taxpayers (nearly 40 percent of all individuel returns) filed
either a Form 1040EZ or a Form 1040A. In order to qualify to file these

1983 returns a taxpayer must have met the requirements in Table I.

Clearly, the income tax law is not unnecessarily complex for those

more than 33 uillion taxpayers plus those millions who do not have to



Table I

Difference in Piling Requirements

Form 1040E2

Filing status:
S8ingle only

Number of exemptions:
Only one personal exemption

Only taxable income of
less than $50,000

Only income from:

Wages, saleries, tips
Interest of $400 or less

No itemized deductions

May deduct a part of
some amounts given to
charitable organizations

No adjustments to incoma

No other tixc-

No tax credits
\

Form 1040A

Filing status:

Single

Married Filing Jointly
Married Filing Separately
Head of Household

Number of exemptlons:

All exemptions that the
taxpayer is entitled to
claim

Only taxable income of
less than $50,000

Only income from:

Wages, salaries, tips
Interest

Dividends

Unemployment compensation

No itemised deductions

May deduct a part of
some amounts given to
charitable organizations

Adjustments to income for:

A deduction for a married
couple when both work and
a deduction for payments
to an IRA i

Other taxes:
Advance EIC payments

Only tax credits for:

Partial political contribu~
tions credit

Credit for child and
dependent care expenses

Earned income .credit

BN
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file a tax return because their gross income does not exceed the filing
threshold., In addition, many other taxpayers are required to file Form
1040 each year solely because they have relatively simple adjustments,

e.g., moving expenses, alimony payments or itemized deductions. The tax
rules relating to these items have not changed appreciably in many years

and are generally understood by the taxpayers to whom they apply.,

Changing nature of business transactions. Our economy is complex.

There are many nontax-motivated transactions that occur now but which
were either not contemplated or uncommon 30 years ago. For example,
financial instruments containing inflation hedges or production incen~
tives have been created in the last several years. Complex business
transactions often result in new tax provisions to assure appropriate
taxation. Thus, tax ;roviaions may be enacted, for instance, to curtail

the use of certain business transactions or their being used in a manner

solely to obtain tax benefits,

In addition, as previously uncommon transactions become more com-
mon, complex legislative responses frequently arise, Generally, these
legislative responses affect only a few taxpayers, e.g., Section 341,

which pertains to collapsible corporations,

The Problem of Complexity

The role of certainty. Some 200 years ago, Adam Smith proposed

that taxes “ought to be certain not arbitrary.” The federal income tax

should nct be a capricious system. The standard of certainty is neces-
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sary in the operation of the federal tax system for two reasons. First,
certainty enables the tax system to be understood, permitting taxpayers
to plan financial affairs with an awareness of their tax implications.
Second, certainty 1s essential in preserving taxpayer morale and thereby

strengthening voluntary compliance.

The present degree of certainty 1is less than ideal. Conflicts
frequently arise between certainty and other tax system standards or
goals, Thesg conflicts primarily result from the degree of complexity
created in furtherance of equity and fairness coupled with certainty

within the tax system,

The number of rules embodied in the Code and its interpretations
has experienced a many-fold increase during the last 30 years. This
proliferation of complexity has been in pursuit of at least five

objectives:

o Attempting to increase certainty by making tax laws more

exacting so their interpretations are more precise;

o Striving to create a more equitable system by providing
detailed specifications for income, deductions, exemptions and
credits, many of which require new code sections or expanded

versions of old ones;

] Attempting to close actual or perceived “"loopholes” that do

not advance the purpose of the Code provisions with which they
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are associated or that ensble transactional tax benefits

beyond those intended or deemed appropriate;
[ Providing transition rules for new provisions to allow tax-
payers who relied upon prior law ample time to adjust their

affairs; and

o Striving to attain social and economic objectives by creating

incentives or disincentives within the tax system.

The circular consequence of promoting equity. Creating a more

equitable systenm, the second objective resulting in additional complex-
ity, is particularly troublesome. Complexity seems to breed distrust of
the system by individual taxpayers, especially those who cannot afford
expert tax advice. Distrust may well be s consequence of not under-
standing the tax system, Furthermore, lack of understanding also seems
to affect negatively perceptions of the fairness of our tax system, a
conclusion supported by the findings in the.Roper Survey mentioned later

in this testimony.

To summarize, complexity is, in part, a by-product of attempts to

promote equity. But in fact, complexity has led to a misunderstood tax
system that is perceived as inequitable. Successive attempts to further
equity result in the perception by taxpsyers that this goal is not being

realized. As a result, taxpayer morale and compliance have declined.



18

If a complex tax system is not unde;standable. then a simple one
would appear to be the solution. For example, a simple system in the
form of a proportional tax on annual gross receipts would, at first
glance, be readily accepted. Ite simplicity makes it understandable.
Nevertheless, it would probably soon be characterized as unfair because

of the inequities produced.

Tax policymakers are therefore in a quandry: complex systems are
not understandable and are thus perceived as unfair, and yet simple
systems, which are understandable, may also be considered unfair.,
Obviously, there must exist some middle road that actually simplifies
the existing system while optimizing its inherent and.perceived

fairness.

Would A Flat Tax ‘Simplify the Tax Law?

A pure flat tax reaching all income that constitutionally may be
taxed could be quite simple. While simplistic in its approach, however
it might ultimately prove complex in application, especially in attempt~
ing to avoid unacceptable regressivity and loss of equity. 'In formu~
lating a flat tax, therefore, simplicity in broad detail will most
likely yield to increased fairness (generating complexity) when reduced

to the specific detail of actual operation.

In any event, a pure flat tax is probably politically impossible to
enact, For instance, even at this stage of considering flat-tax pro-
posals, there appears to be a political consensus that a deduction for

mortgage interest on a taxpayer's principal residence must be main-

40-774 0 ~ 85 - 2
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tained. Similar deviations from a pure flat tax, such as deductions for
IRAs, certain taxes and charitable contributions, are probably

inevitable.

The major flat-tax proposals currently strive to be revenue neu-~
tral, ‘Even though fundamental tax refo;m on a revenue-neutral basis may
be achieved for broad income groups, sigunificant tax increases and
decreases will inevitably result among taxpayers in such groups., The
difference between marginal and effective rates presently found within
industry groups, and even within the same industry, typifies this

‘result.

A simple rate structure does not guarantee simplification, It is
well known that many taxpayers find the use of tax tables too complex
and frequently make errors in their application, Tax computations --
whether based on a single rate, only a few brackets, or the current
multiple brackets -- will still be "complex" when used by taxpayers in a

tax table format.

Base broadening. We support base broadening coupled with rate
reduction as a tax policy goal. However, base broaaening by redefining
items of income and limiting deductions actually might increase
complexity. This could occur because major changes will need to be
accompanied by transition rules and because, More importantly, the
reduced complexity of eliminating deductions may be counteracted by
untested new rules (lacking authoritativé interpretations) for measuring
the additional inclusions in income., Many have decried (with good

reason) the numerosity and complexity of tax law changes under the
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present system. Incégrating fully a new tax gystem into the economy,
however, certainly would necessitate years, even decades, of clarifying
legislation, judicial and administrative interpretation, and public

reeducation,

Thus the shock of adopting a flat tax would be substantial., Many
personal financial decisions have been entered into with an expectation
thﬁc the income tax system will remain substantially unchanged. These
vested expectations involve decisions such as housing purchases and
retirement. Consequently, a major change in federal income taxation
could produce unanticipated tax consequences and erode confidence in the

tax system individuals have relied on for long-temm planning.

Since a flat tax envisions the abolishment of most income exclu-
sions, certain valuation complexities will manifest themselves., For
instance, many employee fringe benefits (e.g., employer sponsored day
care for the children of employees) are not easily and equitably
measured. And even if the measurement problems are resolved in the
aggregate, complex ailocations must be made to determine each employee's
"income” share., The administrative costs of such computations and
employee reporting would fall on employers, however, who x?uld thus

find a flat-tax system more burdensome in this respect.

Furthermore, most tax benefits are not unintended. They usually
have been conceived, for instance, to promote social or economic
objectives. Careful consideration must be given, on an item-by-item
basis, to decide whether the simplicity criterion should supersede the
social benefit obtained by incorporating the provieion into the tax

system, For example, the includability of such items as employer-pro
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vided fringe benefits, Social Security and Medicare benefits, interest
on state and local bonds, and unemployment benefits certainly is subject

to sharp debate.

Eliminate deductions., Should there be a standard deduction, a real

property tax deduction or a medical expense deduction? Perhaps medical
expenses and casualty losses can be justified on ability-to-pay and
fairness (“the taxpaﬁi has suffered enough”) grounds, Similar
justification for the home mortgage interest deduction and the state and
local real property tax deduction is more tenuous, Charitable
contributions and education expenses may be allowed as deductions on
social grounds. The addition of Social Security benefits to the tax
base may be construed as unfair by our genior citizens, who argue that

they have contributed after~tax dollars to the system.

In this vein we understand that The Fair Tax Act (the Brhdley-
Gephardt proposal) would retain certain adjustments for mortgage
interest, charitable contributions, state income and property taxes,
payments to Keogh plans and IRAs, and medical expenses in excess of 10
percent of AGI, These Fair Tax Act deductions, however, may only offset
income taxed at the 14 percent level. Irrespective of the taxpayer's
marginal tax bracket (there are three tax brackets in the Bradley-
Gephardt proposal), the tax benefit will be the same, i.e., 14 cents for
each dollar deducted. Thus, ostensible deductions are in reality 14
percent tax credits, and the means by which this is effected in
computing such a flat tax may create an even more complex tax

calculation method than exists presently.
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Congress should co:;sidet carefully whether a 14 percent "credit”
for all the items enumerated above is proper tax policy, apart from its
simplicity. For example, consideration should be given to whether such
a proposed charitable deduction (credit) would produce the desired level
of eupport for these institutions. The current system.of credits and
deductions has statutory and effective rates of tax savings that vary
widely. To the extent policy \goal'a are not achieved by a simple 14
percent “credit,” proper adjustments would have to be made. However,
the price to be paid for these adjustments in tax computation would be

increased complexity,

Finally, while a revised tax system could eliminate the use of
deductions and credite as indirect subsidies, it must be noted that many
state and local income tax, property tax, and sales tax etructu\rea have
become dependent upon the federal structure. On the one hand, a flat
tax eliminating these deductions could have profound implications for
many state governments because all states would not be equally affected
by such a change. On the other hand, a flat -tax that would retain
features such as deductions or credits would not necessarily be simple.
As tax professionals, therefore, we recognize that a flat tax guarantees

neither equity nor simplification,

Would a Consumed-Income Tax Be Any Better?

Another of the many tax reform proposals that have been suggested
is the consumed-income tax. Under this method a taxpayer is taxed on
all receipts, less net savings., Loan proceeds are included in the tax

base, whereas loan repayments (principal and interest) are deducted from
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the base. Savings typically would iéclude investments in stocks, bonds
and other securities, bank accounts, real estate, oil rigs and so on.
The proceeds received from ssle of a security or withdrawal from a sav~
ings account would be included in the tax base; of course, subsequent
reinvestment would be deductible. The resulting tax base would be taxed
pursuant to a progressive rate structure. Recently, the Brookings

Institution has proposed its version of a consumed-income tax.*

The major theoretical argument in favor of a consumed-income tax is
that it removes the present bilas against savings and thus would favor an
increase in capital formation. Whether this argument 1s in faét valid
is unclear due to the tension between the income ;nd substitution
effects. Acceptable resolution of the issue must first be attained
through modeling, statistical analysis and other forms of empirical
testing. We therefore recommend that such critical testing be per-
formed, to the greatest extent possible, as part of the analytical tax

reform daebate.

Of course, good tax policy must encompass much more than just the
notion of high capital formation, In the preceding discussion of the
flat~-tax concept we examined some of the attributes that a tax system
should possess. Our experience as tax professionals cautions us to be
wary of the consumed-~income tax initiative until the issues of design,
complexity, measurement, fairness, administration, compliance, and

transition are adequately resolved.

*Economic Choices 1984, ed. by Alice Rivlin (Washington, D.C.: The
Brookings Institution, 1984), Chapter 5.

.
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Base broadening. The issues and problems inherent in the base
broadening aspects of the consumed-income tax are similar to those
inherent in broadening the present income tax base for a flat-tax base.
Our flat-tax discussion already has covered this aspect of the tax
reform debate and, for the following discussion of the adjustment for

net savings, should suffice here as well.

Savings vs. consumption. A fundamental problem in designing a

consumed-income tax is that of differentiating between savings and con-
sumption. For example, does "savings” include investments in unpro-
ductive assets? How does one define "unproductive”? Should “invest-
ments” in collectibles, art works and antiques be categorized as
savings? Each "investment" contains savings and consumption components
such that distinguishing between the two becomes an exercise in sub-
Jectivity. If it is determined that these items constitute savings (and
are therefore deductible), it still may .be necessary to impute income ”
as, and to the extent that, the items are enjoyed. As CPAs we can
assure this 00mn$ttee of the difficulty of measuring such an abstract
quantity as impuged income. In addition, as explained below, imputing
income may be perceived as unfair and violative of the abflity-to-puy

concept.,

Owner-occupied housing. - The treatment of owner-occupied housing is

of great importance in the design of a consumed-income tax., Concept-
ually, the original investment in one's home can be construed as savings
and thus be deductible, Subsequently, the owner-occupant would have to

recognize imputed income for the use of his or her own home. Although
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homeowners may be delighted with the front-end deduction, they may be
hard pressed to find the cash to pay the consumed-income tax on the .
subsequent imputed income. Surely these taxpayers (and their tax
advisors) will find the imputed income measurement problem overly

complex (if not insoluable) and the tax thereon unfair.

An alternative to the front-end deduction/imputed income design is
to treat the original investment in the house as consumption (thus dis-~
allowing a deduction for the expenditure) and thereby obviating the need
to impute rental income later, This method may be justified under the
theory that the original investment is a proper measure of future tax-~
payer consumption, However, in the real world in which tax rates,
interest rates and property values mai change markedly over the life of
a house, we have serious resérvations about the purchase price being a

proper measure of consumption value to the homeowner,

With respéct to-financing the home purchase under either of the
above methods, additional fairness problems arise if the mortgage loan
is included in the homeowner's ‘income at the front-end (with correspond-
ing deductions of subsequent loan payments). This would have a delete-
rious effect on homebuyers who would have to raise additional cash in
order to pay the incremental consumed-income éax. An averaging device
may be developed to spread the tax, but only with an attendant increase
in the complexity of the tax.

Corporate tax. Another design problem that must be addressed is

the place that a corporate tax has in the consumed-income tax model. On
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the one hand, some argue that a corporation does not consume and thus
should be omitted from any consumed-income tax structure., On the other
hand; others argue that through an integration process corporate income

should be imputed to shareholders.

Outright repeal of the corporate tax would make obsolete the corpo-
rate tax return and remove the need for corporate tax audits. Compli-
ance problems may be increased, however, since employees and stockhold-
ers of the corporation might be more prone to disguise consumption as
business expenditures within the corporate veil, with attendant dis-
respect for the tax system. Furthermore, if the corporate tax is
repealed, a withholding mechanism may have to be established in order to
ensure tﬁat corporate earnings distributed to foreign shareholders do

not escape tax altogether.

Finally, the issue of the lost tax revenue resulting from the
repeal of the corporate tax must be addressed. If the present corporate
tax is really passed on to consumers, an unacceptable shift in tax
burden may result upon its repeal. For example, the "implicit”™ tax on a
luxury automobile, which under the present system may be borne by the
high~bracket purchaser, would (assuming pass-through) no longer burden
the purchaser upon repeal of the corporate tax. This burden probably
would be passed to less well-to-do taxpayers, with attendant perception

of fairness problems.

Trangfer taxes. There are significant iesues to be resolved in the

possible integration of wealth transfer taxes into the consumed-~income
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tax structure. One possibility is to repeal the federal estate and gift
taxes, with gifts and bequests included in the tax base of either the
donor or donee. An alternative would be to include the transfer taxes
within the consumed-income tax structure. Finally, perhaps the transfer
taxes should be repealed with no correlative consumed-income tax on the
transfer under the theory that any tax on wealth transters is anathema
to the capital accumulation motivation for a consumed-income tax.

'

Other fairness problems. In that under a consumed-income tax

savings are excluded from the tax base, we are concerned that the
resulting tax on labor will be perceived as unfair by the vast majority
of wage earners, Further, this would not be improved by perceptions of
the “rich” receiving large tax deductions for their savings, while the
poor generally consume their {income, thus having nothing to save and

deduct.,

As the economy enters a recession, the people hit the hardest, such
as the unemployed, will have to dip into their savings for consumption,
with an attendant increase in their tax liability. These individuals

will then have to deplete their savings even further to pay the tax.

The consumed-income tax also 1s inequitable because 1t 1mpacts>on
the young and the old the hardest -- those who consume a greater per-
centage of their income than do the middle~aged. A couple that is able
to save for their child's college education in their younger, low-
bracket years will receive savings deductions in their younger years
worth less than the correlative dissavings income in the couple's high-

bracket years when they pay for their child's education.

.
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Other administrative and compliance problems. A leading economist

has labeled the consumed~income tax a practical monstrosity.* Adminis-
tration and compliance would be part of the problem. For example, tax-
payers would have to maintain detailed financial schedules in order to

keep track of their various consumption/savings transactions.

Banks_and other lendiyg institutions may be required to determine
whether the proceeds of a loan they extend to a borrower are to be used
for business/investment purposes by the borrower or for consumption. In
the latter situation, the lender may be required to withhold (the loan
proceeds being included in the borrower's income), whereas in the former
the lender may not (the borrower receives an offseéting savings
deduction), The borrower may have to attest to his anticipated use of
the funds in his loan application. Perhaps the lender will have to
verify the borrower's intent. Thus, administrative and compliance

problems have multiplied and tosta have increased.

Even the United States' relations with other countries may be
affected by our adoption of a consumed-income iax. Steps would have to
be taken to assure that individuals Qre not unfairly advantaged or dis-
advantaged by the fact that there is a consumed-income tax in the Unitedl
States and, for example, an iricome tax in another country. For
instance, income earned and taxed in another country should not be sub-
ject to further tax when it is consumed in the United States. On the

other hand, U.S. residents should not be able to avoid tax by saving for

*Jogeph Pechman, "Taming the Deficits,” Tax Notes (April 16, 1984),
P 317.
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retirement here and then moving to a relatively tax-free country to

enjoy (i.e.,, consume) their U.S. savings.

Transition problems; Perhaps the thorniest problems to be resolved

with respect to a consumed-income tax are those of transition--how to

get there from here. To the extent that savings have been taxed under
the present income tax system, they should not be taxed again under a

consumed-income tax. However, this should noi apply, for example, to

IRAs and certain pension funds received during consumed-income tax

years.

Thus, extremely complicated tracing and transition rules would be
necessary in order to effect a change to a consumed-income tax,
Detailed recordkeeping both before and after the changeover would be
required in order for a taxpayer to sustain his burden of proving the
propriety of consumed-income tax adjustments for prior income taxes on

savings.

Finally, preblems of reeducating the public about the consumed-
income tax would be enormous. For the new system to work, the public
must perceive it as both fair and relatively simple, which for the

reasons we have presented will be no small task.
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REFORM OF THE PRESENT TAX SYSTEM:
SOME PROBLEMS IDENTIFIED AND SOLUTIONS PROPOSED

We believe that there are certain systemic problems with the
present income tax system. Obviously, these should also be addressed in
your consideration of any alternative system. We therefore think that
study of the problems and proposed solutions noted below would improve

any tax systom, especially the current one.

Educate the Public About the Tax System

Public misperceptions. Any truths about the tax system are irrele-

vant if the public perceives something entirely different to be true.
Por instance, if taxpayers believe that the tax system is unfair and
that everyone else understates taxes, these perceptions, although
erroneous, may nonetheless serve to rationalize impropriety. Therefore,
as such misperceptions continue to be emphasized, they can distort
reality and mislead taxpayers. Consequently, an important element in
assuring compliance and satisfaction with any tax is how it is perceived

by taxpayers.

Similar misperceptions apply to the sharing of the tax burden auong'
various income categories of taxpayers. A revealing survey in 1977 by
the Roper Organization found that 64 percent of the over 2,000 respon-
dents labeled the U.S. income tax “unfair.” Interestingly, Roper con-

cluded that most Americans have a "gross misunderstanding of and lack of
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information about how the income tax system works.”* Among the survey
findings were geveral incorrect perceptions about the U.S. income tax as

it existgdﬂ12_1977:

[ The average respondent estimated the income tax paid by fam-
ilies earning $100,000 was 13 percent of income instead of the

actual average of 35 percent,

o The public thought at least half of the families earning
$500,000 or more paid no tax, when only about | percent of

such taxpayers did not pay any tax.
[} A majority of the respondents generally believed high-income
people and corporations are undertaxed while middle~ and low=-

-income groups are overtaxed.

Cembating such misperceptions is a difficult task, but nevet:helé‘& it

should be attempted.

Understanding the tax system. A related problem that produces

similar dissatisfaction 1s the general lack of public understanding as
‘ to how the tax system works, On the simplest level, there is a consid-

erable lack of understanding of what is included in income and permitted

* As quoted in "Public Seen Resisting Tax Plan if Carter Reduces, Omits
Widely Used Deductions,"” The Wall Street Journal, 27 July 1977, p. 3.
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as deductions. For example, two small businessmen ~- a dentist and a
hardware store owner ~- trade dental services fur a new lawnmower, The
fact that neither reports the income from this transaction could be due
to the previously noted reasons of thinking that the system is unfair,
and nonreporting unlikely to be detected. But in addition to these
rationalizations, certainly many taxpayers have no idea that the

exchange is a taxable event,

To help overcome this state of erroneous perceptions and lack of
understanding by most taxpayers, we propose that Congress and the
Aduinistration make a comnitment to a broad-based program for educating
the public about the tax system. Such a program could usa different
media -~ including television, radio and newspapers —- to teach the
public the facts (i.e., correct their misperceptions) abou: the tax
system, Further, these same methods could provide knowledga about sig-
nificant national or regional reporting aspects of the system -- using
as a criterion for topic inclusion in any ptogr;m only that it inform a
substantial portion of the taxpaying public. : While we realize that the
Internal Revenue Service has in recent years instituted major public
relations programs to educate taxpayers about the workings of the tax
system, we believe that the content of such programs should te appropri-

ately modified and their scope significantly expanded.

Finally, we would like to observe that some of the public fascina-
tion with the various flat-tax proposals is undoubtedly due to the fact
that most taxpayers do not understand the differences among marginal,

average and effective tax rates, If tﬁey did, they would know that a
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revenue-neutral proposal that aims to avoid shifts in the tax burden

could not possibly change individual tax liabilities substantially.
Instead, higher flat-tax taxable income (resulting from base-broadening
rules) would of course permit lower marginal and average rates in the
course of keeping the tax about the same. In addition, all of the

rates, including the effective rate, would be clustered much more close-. .
ly together., The differences between marginal, average and effective

tax rates and their methods of computation also should be a likely topic

for inclusion in a taxpayer education program.

Direct Communications Concerning Tax Provisions of Interest to Typical

Taxpayers

Communications about the tax system should focus on increasing
taxpayer awareness of how it functions., For example, public service
announcements on television should focus on expanding taxpayer awareness
of the tax benefits and reporting requiremeﬁ 8 that are applicable to
individual taxpayers and the circumstances conditions necessary to
obtain these benefits. In addition, television spots should extend
beyond the current 30-second public eervige announcements shown between
January | and April 15. Longer 1nformativ2\gresentations should be made
when possible., Furthermore, those present?;ions should appear when of
greatest concern to taxﬁayers. For examplg, information on the residen-
tial energy credit should be presented when research indicates individ-
‘uall are typically purchasing insulation and undertaking other qualified

energy conservation measures.
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Increased funding also should be mad% available for communications
to inform taxpayers of the ease with which they might prepare their own
returns, Commercial tax preparation services have portrayed preparation
of even the simplest return as beyond the ability of the average tax-
payer. Advertisements to the effect that "We Prepare Form 1040EZ"
appeared frequently this year. Undoubtedly, some taxpayers need assis-
tance with Form 1040EZ; however, many taxpayers may not be aware of the
minimal work neceqséry to -prepare Form 1040EZ or Form 1040A once the

information needed to complete the return is gathered. Information

gathering generally must be performed by the taxpayer anyway.

Pregs Releases to Improve Confidence in the Syateh

5,

Government press releases to the media should be focusing more on
how well the tax system works, than on emphasizing its breakdowns.
Careful consideration should be given to the effects that government
press releases have on taxpayer perception of the tax system., Press
releases should avoid any suggestion that tax evasion 18 broader than
the facts support, In addition, studies should be commissioned on the
cumulative effect ihac government pregs releases have on perception of
the income tax., It is possible that this cumdiacive effect may be a
general impression that tax abuses are widespread. Creating such an
impression may serve to erode public support and confidence in the self-

assessment system.

A related area that should be given additional study is the effect

that the use of tax evasion prosecutions to secure convictions of indi-

40-774 0 ~ 85 - 3
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viduals primarily for other breaches of public trust has had on public

conf idence in the { tax, When communicating the government's

actions to the public ~~ through press releases, press conferences,

etc, -+ care should be taken to put a proper perspective on the nontax
offenses, By prosecuting individuals solely or principally for tax
crimes, the government inadvertently may be creating an impression that
tax evasion is much more widespread than it is. In other words, govern-
ment press releases may be creating the impression that these are prose-
cutions of otherwise law-abiding citizens (or public figures) who have
evaded tax laws, rather than prosecutions of persons who by concealing

other crimes have violated the income tax laws.

Increased Appropriations to Improve Taxpayer Compliance

In our self-assessment system, many taxpayers turn to tax profes-
sionals for assistance in fulfilling their legal obligations. Many tax-
payers look to governmental employees for this assistance. Others turn

to tax professionals in the private sector.

As a major international accounting firm, Ernst & Whinney is deeply
concerned with improving the relationship between tax professionals in
the public and private sectors. The focus of this section of our
testimony, however, is not on the improvement of these relationships.
Instead, the suggestions we present today primarily will benefit tax~
payers who look directly to the federal government for assistance in
meeting their self-assessment responsibilities. Specifically, we

believe that improvements in taxpayer assistance, the examination func~
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tion, and appellate procedure would be of great benefit to the average
individual taxpayer., If implemented, these changes would improve both
the fairness of the existing system and taxpayer perception of that

fairness.

Institute a separate taxpayer agsistance division. In order to
improve both the fairness of the exiatiné income tax system and the
perception of its fairness, increased appropriations should be made to
enhance taxpayer assistance programs, These programs are frequently the
only voluntary contact individual taxpayers have with the IRS. At least
two benefits might be derived from an increased commitment of resources
to taxpayer assistance: (1) compliance could be improved if taxpayers
had additional resources to turn to for assistance in resolving basic
questions of tax law; and (2) the increased availability of IRS services
could personalize the tax process and improve confidence in a taxpayer's
ability to prepare his or her own retur?. By way of example, consider-
ation might be given to the expansion of the use of toll-free numbers
for specific requests such as the proper form(s) to be used to report a
transaction or the solution to common individual tax problems (e.g.,

the sale of a personal residence).

A comprehensive commitment to improving taxpayer assistance should
not be made without conducting research on what services are desired by
taxpayers., Part of the decline in taxpayer confidence in the federal
income tax system may be due to the cutbacks in appropriations for tax-
payer assistance programs. We believe that this confidence could be

restored by reversing the pattern of budget cuts and, if possible, by
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exceeding historical commitments to taxpayer assistance to provide the

services desired by taxpayers.

Increased commitment to the examination process. As with many of

our proposals, a commitment to improving the examination process should
both simplify the existing system and improve taxpayer perceptions. We
commend the Service ror improvement of the audit process despite
decreased appropriations. The process of improving the selection of tax
returns for audit has not necessarily meant a decline in the quality of
the audits performed., To the contrary, the emphasis on identifying
those returns with the greatest likelihood of adjustments should be

continued.

Nevertheless, attention should be given to the proper level of
audit frequency. If the level of audit frequency that cost~benefit
analysis indicates will produce optimal levels of taxpayer compliance
can be identified, then appropriations should be made to attain that
level, In making this analysis, consideration should be given to both
the costs to taxpayers of complying with examinations and the costs to

the government.

Furthermore, it is important that the Service's succesz in better
targeting returns to be audited be communicated to the public, The
decline in the total number of audits has been much more highly publi-
cized than the improvements in selecting returns for audit. The failure
to convey the effect of both of these changes in the selection process

has meant that taxpayers now perceive that the probability of a ques-
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tionable item being audited is lower than in the past. A perception
that the probability of an audit has shifted in favor of the taxpayer
has eroded public confidence in the tax system because it 1s seen as an
invitation to play the "audit lottery,"” a phrase coined by the govern-
ment and disseminated to the public as a widespread pursuit of many

taxpayers.

\

Reestablish a District Conference. Prior to 1978, the IRS had a

two~stage appellate process. In 1978, the District Conference was
abolished, and all appeals now proceed directly to the Appellate
Division. We believe that the District Conference should be riestab-
ligshed. A District Conference would help improve taxpayer confidence in
the fairness of the tax system by providing an_earlier, legs formal
setting for reviewing disputes. Also, an opportunity for a fresh look
at disputes at the District level might result in a more efficient use
of the Service's appellate~level dispute-resolution mechanisms. Con-
sistent with the ends sought to be achieved in reestablishing the
District Conference, such a conference might be limited to “small" dis-
putes in a manner analogous to the "small case” in Tax Court., Further-
more, if necessary to avoid an undue burden on the Service, certain
issues such as those involving tax shelters and/or tax protests might be

precluded from consideration at the District Conference level.
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Legislative Enactment and Review Process

Impact statement, Consideration of proposed tax legislation should
require a full analysis of its impact on, for example. the economy,
forms preparation and taxpayer behavior. It seems as though tax legie-
lation is too frequently enacted with numerous technical efroru, unin~
tended loopholes and severe consequences for certain sectors of the
economy. Moreover, a year-end enactment often leads to delays in avail-
ability of forms and authoritative explanations for timely filed

- returns, and t@e proliferation of forms that are often difficult to com~
plete has frustrated wmany taxpayers. This suggests that if environ-
mental impact statements are required to assess proposed changes to the
environment, then shouldn't a similar assessment be made of the impact
of proposed tax law changes on the tax environment, i.e., the tax system
and the effected taxpayers? In our view, the potential impact of a .
significant proposed change in the tax law should be analyzed critically
before enactment in order to reduce the number and severity of unin-
tended side effects that subsequently must be dealt with. The exten-
sions of the original issue discount rules by the Deficit Reduction Act
of 1984 i8 a prime example of ghe kind of complex legislation that could

have benefited from this type of analysis,

Feedback of revenue effects, In a tax legislative system that

curreantly is primarily estimated-revenue driven, it is curious that
there are no mechanisms in the federal budgetary and reporting process
to evaluate on an ex-post basis the actual revenue gain or loss from tax

legislative changes. While this has been done on an ad hoc basis for a
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few very significant tax changes, €8,y the 1978 increase in the long-
term capitél gain deduction, there is no formal requirement or method
for evaluation. This is hard to imagine, since sound management pro-
cedures specify that when changes are made with a budgetary effect, they:
should be evaluated subsequently by comparing the budgeted amounts with
the actual results.. Although the estimates of revenue effects accom-
panying a congressional committee report are not technically budgetary
items, the principle of subsequent review to assess thc fiscal conse- -
quences should still be followed., Admittedly, there are some factors
that limit the current use of this feedback approach., For instance, a ‘M
change may not be a line item in a later report, or there m;y be no way
to measure in the aggregate the consequence of affecting ‘one of many
stochastic variables. Nonetheless, there are ways to take actual data

and attempt to isolate the effects of a change, notwithstanding that

numeroug other economic variables have changed as well.

The presence of such a “feedback loop” would both enhance the state
of the art of estimating revenue effects and provide necessary informa-
tion for Congress and the Administration to evaluate the appropriateness
of prior decisions concerning tax .changes. Since the tax expenditure
budget 18 prepared each year and experience has been gained over the
years in generating it, such a feedback loop should be feasible. The
current lack of feedback in the government is like a business which buys
a machine an& then never receives any operating cost or productivity
data, Simply stated, this 1s not the optimal way to account for reve-
nues and expenditures of an operating organization, be it a business or

a government.
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Proposal for a National Commigsion

A national commission should be created to review and suggest
reform proposals for the present federal income tax system. In order
properly to evaluate alternatives, this commission would need the sup-
port of both Congress and the Administration. It should consist of
representatives of Congress, the Administration, tax professionals and

taxpayers so that a broad view is encompassed,

This commission should be assigned the task of submitting its
reform proposal, including appropriate transition rules, within three
years of its formation with a view to implementation in five years. In
addition, Congress and the Administration should agree not to make any
substantial structural changes in the income tax laws until the commis-
sion's reform proposals have been submitted and their implementation

considered.

There are many reasons for establishing the commission and imposing
a moratorium on substantial structural tax law changes. First, there
has been an accelerating tendency to enact legislation without full
consideration of its economic effects or its administration. For
example, legislation involving carryover basis at death, the generation-
vskipping transfer tax, and the Foreign Investment in Real Property Tax
Act of 1980 (FIRPTA) have each created complex problems of administra-
tion, These problems resulted in outright repeal of carryover basis and
filing date postponeme;ta under the generation-skipping transfer tax and

FIRPTA.
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Further, in the last 15 years there have been approximately 20
major tax acts. Since the Tax Reform Act of 1976 nearly eight years
ago, there have beeﬁ at least 10 of these tax acts, While several of
these acts were carefully crafted after intensive study of fthe area to
be legislated -~ as for example the Bankruptcy Tax Act of 1980, the
Ingtallment Sales Revision Act of !980, and the Subchapter S Revisgion
Act of 1982 ~— many others contained provisions whose effect was not as
carefully studied before enactment., In contrast, a national commission
would be able to carefully consider proposals without being burdened by
other legislative pressures. A moratorium on tax legislation affecting
significant structural changes in the income tax would give the commis-~
sion this opportunity.

Second, the increasing pace of tax legislation has had an enormous-
ly disruptive effect on the country's business and political environ-
ment. In our experience as accountants, we have noticed that business
planning that involves the commitment of substantial human and capital
resources over time is hampered by constant. .tax law changes., For
example, planning for the construction or acquisition of depreciable

" property is affected severely by a constantly changing pattern of cost
recovery, investment credit and leasing rules, Similarly, we have
obgerved that research activities involving significant time between
project commencement snd completion may not be given the opportunity to‘
bear fruit if the tax treatment of amounts spent for such'activitieé
undergoes constant change, Whole industries, for example insurance and
housing construction, must survive in the uncertainty of the tax treat-

ment of their ordinary day-to-day transactions. In short, there must be
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gome stable tax framework in which business may plan its transactions in
order to promote a long-run efficlent allocation of resources. A con~
stantly changing tax law can create a constant stream of unrecovered

transaction costs for cancelled plans.

Moreover, the increasing pace of tax legislation has also disrupted
our political environment. Congress has been spending a considerable
amount of time on tax bills to the detriment of other legislative mat-
ters. The rising volume of tax legislation has increased the activity
of special interest groups and lobbyists pursuing their own requests for
dispencations. These phenomena further erode public confidence in the
fairness of our income tax and create unwarranted complexity in the

Code.

Third, the massive scope and sheer volume of recent tax law changes
defies the comprehension of many tax professionals and even more so for
nontax professionals involved in corporate operations., We have noticed
recently that many sophisticated nontax professionals have become bewil-

dered by the increasing velocity of tax law changes.

Fourth, the increasing pace of tax legislation has made it extreme-
ly difficult to interpret current tax law. Until regulations are pub-
lished, little authoritative guidance is available. The rapid change of
tax laws also reduces the reliability of authoritative interpretations,

vhether in the same or a related area.
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Fifth, the constant flow of tax legislation has made it difficult
for Treasury to issue regulations on many Code sections for which guid-
ance is sorely needed., Nearly 400 regulation projects are currently
outstanding, some going as far back as 1969. We understand that between
125 and 200 more regulation projects will be necessary just to interg;et
the 1984 act. Planning and compliance are difficult when many details
of a new law are not interpreted for a considerable length of time after
enactment, For example, many questions under Section 338 are still
unanswered, even though this section affects multimillion dollar corpo-

rate acquisitions and has been in effect for nearly two years.

The reasons for a moratorium on substantial structural tax changes
were noted at least seven years ago. Immediately after the Tax Reform
Act of 1976, Professor James Eustice suggested that the pace of legisla-
tion be slowed down a bit, stretching out both its frequency and speed
of enactment.* The AICPA's Federal Tax Division has for some years
expressed similar toncern about the “accelerating pace of tax law
changes,” 1In 1978 testimony before the House Ways and Means Committee,
it warned Congress that constant changes "make it very difficult to plan
ahead and may very well be impeding business expansions and develop-
ment ,"** Without a moratorium while the commission delibe ates, we will
be maiiﬁé the problems worge while the commission is trying to plan

their solutions.

* J, S. Eustice, "Tax Complexity and the Tax Practitioner,” The Tax
Adviser (January 1977), p. 35.

**Reported in “Taxation: AICPA Tax Division Warns Code Changes Hurt
Economy," The Journal of Accountancy (June 1978), p. 24.
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Items to be Considere& by the Commission

The Deemed Capital Transaction approach. The_broad issue of full

integration of the corporate-shareholder system of taxation, which was
discussed in the late 1970s, has declined in relevance in view of ACRS
having decreased the burden on corporate savings and investments. How~
ever; care must be taken to assure that any fundamental restructuring of
the tax system does not swing the pendulum back in the direction of
overtaxing capital. Accordingiy, a partial integration approach is
still pertinent and viable if it enhances simplicity and reduces the
negative effects of our tax system cn capital formation. An example of
this method of simplification, which should be considered by the‘commis-
sion, is the Deemed Capital Transaction approach to partial integration

of corporate~ghareholder taxation.

The Deemed Capital Transaction approach, which was previously set
forth by Ernst & Whinney before this Committee on October 24, 1983,
would result in the repeal or aimplific;tion of much of Subchapter C, as
well as of the accumulated earnings tax and the personal holding company
tax. The proposal envisions that all distributions from domestic C
corporat;;;;kbe treated as "Deemed Capital Transactions.” The amounts
distributed would be subject to long-term capital gain and alternative
oinimum tax treatment, with the elimination of earnings and profits as
a measuring concept, However, capital losses would not offset such

distributions, and corporate recipients would still qualify for the

dividends-received deduction.
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full consideration for several reasons. Its
adoption would provide a significant reduction and eliiinatton of cer-
tain issues that have given rise to a disproportionate amount of tax
litigation. For instance, corporations would no longer be used to accu-
mulate earnings, since the tax cost of distributing parninga currently
or in an eventual redemption or liquidation would be equalized. Divi-
dend equivalence and thin capitalization would cease to be major tax
questions. The bias in favor of debt financing over equity invest:i.ent
algso would be reduced, thereby re&ucing both the demand for credit and
interest rates. While the maximum combined corporate-creditor federal
tax rate for debt-financed earnings would remain at 50 percent, the
maximum combined corporate-shareholder tax rate on esrnings generating
digtributions would be reduced from 73 percent to 56.8 percent. Hence,

debt/equity issues would be minimized and Section 385 could be repealed.

s
4

Since the distinction between redemptions and dividends would be
eliminated, the current tax bias in favor of corporate retention of
earnings would be eased, Ultimately, more equity investors rather than
corporations would decide where to reinvest earnings. This would tend
to stimulate capital mobility and utilization and reduce the centraliza-

tion of capital,

Commigsion task forces. We also recommend that the Commission

establish specific task forces to review and offer targeted proposals
in certain areas. The following are representative examples of sug-

gested task force subjects:
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ing problems arise, for instance, for fiscal year taxpayers

who receive calendar year information returns.

Uniformity of Rules in Areas of Common Application: The

requirements for the timing and calculation of contributions
with respect to Individual Retirement Accounts, Keogh plans,
SEPs and other pension plans should be examined to determine

whether they could be made more consistent.

\,

Compliance~Oriented Measures Directed at the Cash Economy:

00 Whether deductions should be allowed for cash payments
for which no audit trails exist in the form of receipts
or checks.

.

00 Whether a deduction ceiling for aggregate undocumented

cash~paid deductions (e.g., charitable contributions)

might be appropriate.
00 Whether disallowing deductions for payments to indepen-~
dent contractors unless there was information reporting

of such payments would encourage compliance.

Monitoring Compliance with Disallowance Provisions: It should

be determined what information is necessary to enforce provi~-

sions such as Section 265, Expenses and Interest Relating to
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Tax-Exempt Income., Also, information reporting of tax-exempt

interest should be evaluated for its administrative feasibil-

ity.

[ Objective Rather Than Subjective Standards for Code Provi-

sions: Taxpayer certainty might be increased by replacing
subjective standards with objective standards in the Code.

This would result in a reduction of litigation over conten-

-

tious issues, For example, in the estate tax area the contem-
plation-of ~death standard was changed to a githin-three~years-
of ~-death test in furtherance of this purpose. Numerous other
items and areas potentially are capable of such resolution,

with a resultant simplicity in the law,

STATEMENT OF NORRIS FARNELL III, CPA, SKAGGS & FARNELL,
TEXARKANA, TX

Senator DANFORTH. Mr. Farnell.

Mr. FARNELL. Senators, my name is Norris Farnell; from Texar-
kana, TX. And I certainly appreciate the opportunity to be here
and to present my views.

1 feel along the same lines. There is a general misconception in
the Internal Revenue Code. There is a perception that we have pro-
%ressive income tax rates. The rates, of course, lower for the poor;

igher for the rich.

I consider this a fiction, a fallacy. I practice public accounting.
My average client is $30,000 a year plus. The people making be-
tween $30,000 and $40,000 a year, there is absolutely nothing we
can do to reduce their income tax burden. Once that income climbs
to $50,000, $60,000 a year, depending upon the aggressiveness of
the individual, you can reduce that tax rate to zero.

I had one individual who made $100,000 a year. Ended up falling
under the earned income credit tables and received a $500 refund
from the Treasury. He had only $5,000 in taxable income. Every-
thing was perfectly legal; everything perfectly proper.

The reforms every year—we have new tax laws. Every year they
become more complex. They become more confusing. As you try to
legislate for individual situations, individual business transactions,
we have an unending spiral of point and counterpoint. You try to
close a perceived loophole. There are legions of CPA’s and tax at-
torneys that find ways around these, find new ways, new methods,
new techniques.

It is my belief that the only fair and equitable tax on a national
level is some type of consumption tax. Consumption tax has been
said to be regressive. It penalizes the pe.y:. In actuality, a consump-
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tion tax taxes spending, not savings. Under our present tax laws,
you encourage people to go out to borrow money, to buy duplexes,
to buy office buildings.

Right now, Houston has a 25-percent occupancy rate in its office
buildings that the Treasury is financing. A consumption tax will
encourage savings. The people in the lower brackets who currently
are not now paying any taxes, you could simply increase the Feder-
al transfer payments by 14 percent, which is what it would take to
equal the revenues the Treasury collected. Increase these transfer
payments by 14 percent. You are going to collect it back in sales
tax in the future anyway.

I feel there is no way to reform the current tax laws. As long as
you are charging people 50 percent of their income, they are going
to find ways, they are going to work, they are going to spend the
money. It's just as important to spend as much time and effort
learning how and trying to keep your moneys as it is to earn them
in the first place.

Thank you very much, Senator.

Senator DaANForTH. Thank you.

[The prepared written statement of Mr. Farnell follows:]
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PREPARED STATEMENT OF NORRIS FARNELL III, CPA

Mr. Chairman, Honorable Senators:

As a Certified Public Accountant and Practicing Accountant for over
thirteen years, I have had numerous opportunities to observe the inherent abuse
in our current income tax system. The perception of the general taxpayer that I
see ($30,000 per year and over) is that the current income tax system is too
onerous to bear and that taxes are to be avoided at any cost. I see physicians
making $200,000 a year spending $100,000 to $150,000 in tax‘shelters so that
they will not have to pay any income tax. In thirteen years, I have never seen
a tax shelter realize any profit for anyone except the promoter, but still,
people had rather gamble on some long term scheme than to pay the Treasury
income taxes., The American taxpayer would save his money 1f Congress would let
him rather than throw it away on so called 'tax shelters'. Look how rapidly
IRA's have grown! Wouldn't it be better for our economy to have these wasted
funds deposited into savings accounts and available for loans to finance true
economically sound ventures?

I have spent my career helping people avoid taxes that really have no
objection to paying their fair share of the cost of a free society. Nearly
every year Congress passes a new tax law trying to plug one "loop~hole" or
another and every year legions of tax attorneys and accountants find novel ways
to find new ones. The tax law has become so complex with this plug and unplug
syndrome that the Internal Revenue Code of 1954 has become a work of fictfon.
There is no way the government can match the manpower or monetary resources of
the private sector when it comes to saving a tax dollar,

There has been much talk of a new flat rate or adjusting the current tax
rates, As seen in Exhibit #1 any change in rates whether up or down really only
affect those people earning between $20,000 and $80,000. Tax rates have very

little real effect with itemized deductions, only slightly more. The real

40-774 0 - 85 - 4
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problem is not whether to increase the tax rate or allow interest deductions;
but rather how you define income. Every time Congress tries to change the
definition, we are able to redefine it again.

As Exhibit #1 illustrates, there is not much a taxpayer can do to reduce
his taxes until he reaches about the $50,000 income level. At this point, an
effective tax advisor can begin reducing a taxpayer's tax rate until it becomes
zero. I have one client who earned over $100,000 in 1983, yet by utilizing only
the standard deduction, had taxable income of only $5,000. Not only did this
taxpayer have a zero effective tax rate, he qualified for the earned income
credit and received a $500 refund from the Treasury. This 18 not an uncommon
case and 1s perfectly legal and proper. Take the case of the individual who
bought a duplex for $150,000, collected rents equal to:his mortage payment and
sold the duplex for exactly what he paid for it. In this situation, there is
absolﬁtely no economic gain to anyone, yet this 50% taxpayer saved $75,000 in
taxes and only paid $30,000 when he sold the unit. He made $45,000 from this
transaction merely by playing the game In this very unsophisticated and
unimaginative tax shelter. Congress may try to stop these techniques, but as
long as a taxpayer is paying half of his earnings in taxes, he will pay his
accountant or attorney to create new techniques.

I am sure you have heard much testimony from many special interest groups
as to why this deduction or that is fair or unfair or why rates should be higher
of lower or flat. Regardless as to how the public perceives them, these items
only effect the middle income taxpayers. Your real challenge is how you define
income, and you cannot succeed, because I, and millions like me, will invent a
new '"income" that you have not thought of.

There 1is only one way to establish a fair and equitable tax system. A

national sales or value added tax of 14% would result in the same revenues that
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the Treasury Department collected in 1982, Actually, with all the fiction
contained in the nation's tax returns, I am not so sure that GNP isn't much
higher than the vreported 3 trillion dollars which would allow us to have a rate
much lower than 14%,

Even though a value added tax would be more favorably r‘:ceived by the
public, it 1s still a tax on GNP and much more difficult to administer than a
sales tax. In a value added tax, we once again get into definitions. With a
sales tax, we have minimal definitional problems and; the states already have a
collection system in place and years of experience that could be called upon in
drafting federal statues. The federal government could, in fact, pay the states
gome percentage for collecting the tax and eliminate the need for maintaining
the massive IRS bureaucracy. What kind of burden would be lifted from our
federal courts if all tax cases suddenly stopped? What would it do to our
interest rates if monies started flowing into Certificate of Deposits instead of
tax shelters? How responsive would fiscal policy be 1if all Congress had to do
was raise or lower the tax rate? How many more business decisions would be
based on economic reality rather than tax advantages?

Many economists will say that a sales tax is regressive and hurts the poor
while our income tax is progressive and takes a larger share from the rich. I
hope that I have shown, through the fiction of the Internal Code, our income tax
is only progressive through the middle incomcs and then becomes extremely
regressive.

It is true, however, that a sales tax would be extracted from those
taxpayers earning below $10,000 per year which they do not pay taxes on
currently. It would be unfair to collect taxes from these people under the
proposed system without some assistance. By and large, the very poor are

already on some type of assistance and it would be very simple to issue them a
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check which the Treasury will simply collect later in sales tax. What about the
elderly and those receiving social security and other federal transfer payments?
Once again, simply increase these checks by 14X and collect back through sales
tax.

It 18 a basic truism of our tax laws that you can accumulate wealth through
assets but not through cash. Congress, by taxing income, encourages borrowing
and spending (negative income). Why should the person who wishes to save be
taxed and the person who spends be untaxed?

Under the national sales tax system, all would be taxed equally. The poor
would not be hurt and the burden would be lifted from the backs of the middle
income earner.

The man who saves his money would not be taxed. The man who entertains
customers on a $40,000,000 yacht would pay almos: $6,000,000 in taxes. Under
this proposed system, it would have to be a mighty valuable customer to warrant
this kind of expenditure,

Are we to have business decisions based on the economic reality of a

national sales tax or are we going to perpetuate the fiction of the Internal

%ZW@ |

Norris Farnell

Certified Public Accountant
Skaggs and Farnell

4330 McKnight Road
Texarkana, Texas 75503

Revenue Code?
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Senator DANFORTH. Gentlemen, you are both practitioners. I
guess this is asking you really a rhetorical question. How impor-
tant is it for people of high income to have a tax lawyer or a tax
consultant who really knows his business?

Mr. FARNELL. Sir, I would say it was absolutely imperative.

Mr. BErRensoN. Well, it becomes an ecomomic necessity. And I
don’t think it’s the concept of higher taxation that mandates that. _
I think it’s the fact that in our never ending quest for equity, and
the use of the tax laws for social and economic purposes, as well as
revenue, we have engaged. upon staggering volumes of change after
change, complexity after complexity in the search for equity; that
makes the tax law a veritable mine field, pitfall and trap for the
unwary. When you are in a high income bracket, it's an economic
necessity that you do not unintentionally fall afoul of many of the
penalty provisions that now permeate the code.

Senator DANFORTH. Do you think that tax practitioners find it
relatively easy to stay on top of what is happening to the tax laws,
or do you think that it is getting more and more difficult and more :
and more perilous to be in this practice?

Mr. BERENSON. I think they have the same ease as the Members
of Congress and this learned body has.

Senator DANFORTH. That does not give me great confidence.

Mr. FARNELL. Senator, I would like to say that it’s impossible. I
would like to relay the situation that happened to me when I was
out in west Texas in the seventies when they passed the reform act
on oil and gas.

This law was.passed in September; retroactive back to January 1.
I called—I had an interpretation of a particular section. One inter-
pretation, my client would have to pay $400,000 in taxes. Another
interpretation of the law, my client would receive a $400,000
refund. Another interpretation, he would pay $20,000 in taxes.

I called the national office of the Internal Revenue Service.
Talked to the chief of the oil and gas branch. His name was Mr.
Reagan. I cannot go much higher than this.

Mr. Reagan said, “Norris, I can see where you got all three inter-
pretations. All three are excellent.”

I said, “Well, yes, sir, I understand. I'm not saying I'ma going to
follow it, but I would like to know what the Treasury’s position
would be.”

He said, “Well, Norris, we are going to wait 3 or 4 years and see
what you fellows in the field do and then we are going to make our
decision.”

Senator, it's impossible to operate under that situation.

Mr. BERENSON. Senator, I would add a cautionary note of con-
cern. You have been focusing on valid problems of complexity in
our tax laws. As practitioners we are hampered by knowledge of
some of the adverse impacts that continued change bring no matter
how well-intentioned. You have to be careful a%out throwing the
baby out with the bathwater because this is probably the most
highly industrialized, complex society yet created. And for many
years, probably right up through the late sixties, the tax system,
with many of its faults, did function fairly well. Then when it ran
into inflation and interest, it started to get very, very complex at
the upper levels in the quest for fairness and equity.
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However, you are still talking about elements.of extreme com-
plexity that in most cases do not affect the vastmajority of individ-
ual taxpayers. But with all the media coverage, there has become
that clear perception that it is impossibly complex for everyone -
and that some taxpayer is benefiting by such complexity. Whether
that perception is reality, the public believes it to be so. And I
don’t think we should always just focus on those very, very intri-
cate corporate reorganization problems and high-bracket individual
complexities as being representative of the tax returns that are
prepared for the vast body of American taxpayers. .

Senator DANFORTH. Senator Long. : :

Senator Long. Mr. Berenson, your testimony Iprompl;s this ques-
tion. When Larry Woodworth was with us—I guess you knew
Larry. He headed our Joint Tax Committee staff. ' :

Mr. BERENSON. Yes.

Senator LoNG. At one time I discussed with him the possibility of
giving a taxpayer some additional optiuns. For example, some tax-'

ayers are required to itemize in order to get the benefit of claim-
ing the interest expense on a home mortgage. It occurred to me
that if we would simply provide an additional form tailored to the
situation of one who has a high interest expense, that those people
could itemize for onlall one item. They would get a lower zero brack-
et amount, because the zero bracket amount is a part of the advan-
tage of filing a simplified form. They would have to give some of
that up in order to get additional the benefit of a home mortgage
interest deduction.

You could design a form that relates just to taxpayers in that sit-
uation. Let’s call that a form 1040-M because it would fit people
with a mortgage on a home.

Then a lot of people itemize because they have high State and
local taxes to contend with. You could have a special form for them
so that that group would find it to their advantage. Let’s call that
a form 1040-T. That would be for people who have a lot of taxes to
pa'%hto the State and local government.

en you could have a third one where it would fit the largest
number of situations, which might be in the area of casualty losses,
or health expenses, or maybe a combination of the two. But one
would only need to itemize in the particular area that makes it
necessary for him to itemize.

Larry Woodworth contended that if you did that, you wouldn’t
have but about 5 or 10 percerit at most of taxpayers who would be
itemizing all the items that we itemize today. You would have the
form as simplified as you could make it for those other categories.
But by doing so, you would have very few people that itemize
except in the one area that fits their circumstances.

There might be one more thing. Take the people who are your
clients and give them an option. Say that they could pag at a lower
rate if they don’t claim an entertainment expense and they don’t
claim accelerated depreciation, they don’t claim all the different
. things that you accountants are very good at showing us how to
handle—we can’t do without you—but just go ahead and pay taxes
under the way it was before we started reforming.

This would be a very simplified way; they would pay taxes on a
higher taxable income, but they would pay taxes at a lesser rate.
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You could offer a businessman that kind of an option. If you did
that, you would have made the code more complex.

But as far as this fellow with a mortgage is concerred, he only
has to find out one time that he wants the a form 1040-M. That’s
his form, and it’s very simple for him from that time on. A fellow
with high State and local taxes would want a form 1040-T. That’s
the one he is looking for. He only has to find it out one time. A
lawyer or a tax accountant or tax adviser could explain it to him
one time, that he has got that option available to him.

That leaves about 5 percent or less of people who would still
need your services. But those are people who have large amounts
of money to invest. And, frankly, some fellow who is making $1
million a year—and it’s my good fortune to know a few who are,
thank God, it helps finance campaigns from those few who are
making that much money—for a fellow like that, if he is making
$1 million, he can afford to pay $25,000 a year for a lawyer or anp
accountant to help him with his taxes.

Do you find any appeal to that approach to resolve this thing?

Mr. BEreNsSON. Well, yes. I know about your discussions with
Larry in this vein. I think the percentage itemizing fully might be
somewhat higher. However, I think it is feasible. There is no ques-
tion that with respect to a certain element of taxpayers, this could
increase complexity. But you would be doing it in your search for
greater equity and you could probably wind up with less complex- .
ity for the vast majority of taxpayers. Nevertheless you will have a -
more complex Internal Revenue Code in totality as a result of such
options although individual return preparation would be simplified.

Senator LonG. Well, as far as concerns the fellow with the mort-
' gage on the home as an example, though, you have made it much
" simpler for him. He doesn’t have to itemize all the other things he
is now itemizing. He hasn’t got to keep records on his entertain-
ment expense and all that. He is only itemizing one thing.

Mr. BERENSON. Yes.

Senator LoNG. It seems to me that by taking that approach, we
would make the law simpler for each group. If we were to enact
this so-called flat tax, there are all kinds of people out there who
would to be upset when they see what happens. I think you can see
that, can’t you?

Mr."BERENSOHN. Yes. Right.

Senator LoNG. You have seen enough of their complaints al-
ready. They are going to come in and ask us to keep the complexity
so that they won’t be given the worst of it, and have their taxes
raised by being denied the various incentives in the law that help
them to do the various things they are doing.

I'm seeking answers, but it seems to me that it will be enough if
we can make it simpler for the average taxpayer—the fact that it
is more complicated for you accountants and lawyers, should not be
too much of a bother to people. It makes me think of what Clint
Murchison said when he went to build the stadium down there in
Dallas. In that stadium there is a cover over all the gpectators, and
a great big open area in the middle, where the Sun comes through
and where the rain falls, where the ballplayers are going to be. He
said, “Those fellows are paid to get out in that mud and rain and
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fight one another.” He said, “The spectators are entitled t6 sit in
the shelter.” ,

I don’t know why we didn’t make it all that simple for you
highly paid accountants. It seems to me that this little fellow ought
to be able to make out his own tax return.

Mr. BEreNsON. I think there is a great deal of merit and I think
it’s worthy of a pilot test program.

I think it’s an erroneous perception that the accountants and
lawyers have a vested interest in chaos and confusion. Any type of
changeover to the most simple or basic will have such transitional
rules in it that I think it would probably keep the accountants and
lawyers so busy that it would be an unwarranted financial benefit.

I think what you are suggesting is something that should be
studied. I think there may be substantial merit in it. The concern
would obviously be on the deduction side if you are going to have
different types of returns and the price of such simplicity is re-
duced benefits from itemization—in other words there are people
who have entered into long-range commitments and mortgages and
so forth on the assumption that they were going to have a certain
after-tax €ost. The classic American dream of home ownership also
entailed having a mortgage that many people really had a difficul-
ty maintaining, and when tax rates come down while the total tax
paid does not due to neutrality, the reduction in the indirect Feder-
al benefit is going to cause some economic difficulty.

So when you are talking about the revenue-deduction side, the
cost of carrying existing obligations is something, I think, that has
to be considered separately from a return-simplifying idea of a sep-
arate itemized deduction for those areas. But that could be
achieved. And I think it’s worthy of merit.

Senator LonGg. Well, Bernard Shapiro is sitting over there behind
you and he is scheduled to be the last witness. He has worked with
us for many years and he will tell you that when we go to simplify
or streamline the code, everybody who is going to pay more taxes,
even a small increase in taxes, because of the simplification, is
going to be against it. All of a sudden you will find that they don’t
want the simplification after all. Not when they find out they are
going to pay more taxes.

The people who are getting a tax cut under simplication are all
for it. Obviously they like it because it’s simpler; but the main
thing is that they are getting a tax cut.

Now if you are going to make any major tax overhaul as some
advocate that we do, you had better plan on a major revenue loss
in doing it. And you are going to have to get those revenues some-
where. You are going to have to find some other revenue sources to
tap. That’s just what we had better all expect when we do that.

hank you very much. :

Senator DANFORTH. Senator Packwood.

Senator PAckwoobp. Mr. Farnell, you indicated a 14-percent sales
tax. I assume you mean a retail sales tax.

Mr. FARNELL. Yes, sir. Some type of consumption tax.

Senator Packwoop. Yes. It would result in the same revenues
that the Treasury Department collected in 1982. Do you mean
income tax revenues or do you mean all revenues?

Mr. FARNELL. I mean income tax revenues.
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Senator PAckwoob. So we would substitute that for the personal
income tax?

Mr. FARNELL. Yes, sir.

Senator Packwoob. Corporate tax is another matter?

Mr. FARNELL. Yes, sir.

Senator Packwoob. Now you are assuming with that that all of
the things that we now encourage with income tax incentives—
home ownership, charitable contributions—because there would be
no income tax—would continue on a pace as they do now?

Mr. FARNELL. Sir, this is one of the problems with the Internal
Revenue Code. Using the Internal Revenue Code not as a revenue
mechanism, but as a social mechanism; whatever social or gains
that the Congress desires. So if it's to be a revenue-raising item,
such as what I am proposing, would be strictly a revenue item and
. that is all. Other matters, other social reforms should be carried
out in another vehicle.

Senator Packwoob. Well, the other vehicle, if we don’t use the
Tax Code, is the Government programs. We collect the taxes, and
the example I have used often is home ownership.

Mr. FARNELL. Yes, sir.

Senator PAckwoob. At the moment you want to buy or build a
house, you take the deduction. If you don’t have that deduction,
and we still want to encourage it beyond the marketplace, then I
guess the equivalent is we tax you; we collect the money; we bring
it here; we give it to the Department of Housing and Urban Devel-
opment; and you go down to the local HUD office, if you want to
buﬁla house, and apply for a housing grant.

r. FARNELL. Or you could exempt housing from the sales tax or
the consumption tax. _

Senator Packwoob. Then you are talking about, in essence, ex-
emptions from the sales tax anyway.

Arg you suggesting that we go to a sales tax system with deduc-
tions?

Mr. FARNELL. No, sir. I'm saying if you want to encourage home
ownership and you wish to do it through the sales tax system, you
- completely exempt houses and homes from the sales tax. I, person-
ally, don’t advocate that.

genator Packwoob. The way we could exempt food.

Mr. FARNELL. Yes, sir.

Senator Packwoob. All right, I understand. Food or drugs, I un-
derstand that. But assuming that doesn’t give you the stimulus
that you want—because normally you are then talking about exclu-
sions and therefore you are going to have to raise your percentage.
And everybody is going to want an exclusion for cars, the backbone
of American industry. I mean you could start going down the line
of the exclusions that people will then want.

What I fear is that we are going to want to do lots of things, and
if we don’t do them with tax incentives, we are going to do them
with Government-run programs, badly managed and overly expen-
sive and not as efficient in achieving what we want to achieve as
theuse of the Tax Code for incentives. .

Mr. FARNELL. That certainly is a possibility, Senator. The prob-
lem with the Tax Code is consistency. If we quit changing it, if we
quit making modifications every year, if we were consistent and
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left it alone, I believe it could function properly regardless of the
complexity that it has.

Senator PAckwoob. I might say, Mr. Berenson, I agree with one
point very much that you made in your summary. I didn’t get to
read your whole statement. But how many people use the 1040-EZ
and the 1040-A and how relatively easy it is. And you could also
add to that the 1040 for the nonitemizers who take three or four
credits and that is about it. ,

About two-thirds of the people in this country file one of those
three forms, and they are not undulg complex. And I think Senator
Long’s idea has some great merit. But whether you increased the
zero bracket amount—there is something that most people simply
chose to file a relatively simple form that they could make out not
just without your help but probably without H&R Block’s help.
They chose to do it. And that removes, at least, the issue of com-
plexity for the few that complain about it.

But, indeed, for most tax filers today, complexity is not a major
issue. Mr. Block had testified some years ago. It was good testimo-
ny. He obviously does lots and lots of polling about what people -
think of the Tax Code. And he said, “complexity is very low on
their list of complaints.” Fairness is very high on their list of com-
plaints. As you correctly surmise, \if they confuse complexity and
fﬁirneﬁs, they may talk about one when they mean to talk about
the other.

But just the sheer complexity of the Tax Code for the average
wage earner is not an issue of great importance to them. And,
therefore, if you reform it or make the Tax Code simpler, you may
not have solved the complaint that many people have about the
Tax Code, which in their mind is fairness; not complexity.

Mr. BERENSON. Senator, that is a very valid point—and I would
agree wholeheartedly with what you have just said. I think one of
the things we have to focus on is that change equals complexity.
We saw this when we just put in something good and proper like
the zero bracket amount. And if you start taking that vast bulk of
taxpayers who are working with the 1040-EZ and so forth, and just
make changes, you are introducing a type of complexity that I just
think would be uncalled for. So I think that dealing with the per-
ception that what is complex must be unfair is very, very impor-
tant. '

Also, I think there is another thing about perceptions that is mis-
understood. Basically, one of the perceptions by taxpayers is that
the tax rates are too flat right now; that there is not enough
spread. The erroneous conception is that the very wealthy are not
paying enough in the higher income brackets. Yet we are talking
about even making that differential flatter.’

Senator Packwoop. You can get that question. Any one of us
gets it in the factories we go through. And we get questions about
the flat tax from the average Jane or Joe working in the textile
factory or working in the lumber mill.

They think that the rich escz}pe s6 much taxation that if we had
a flat tax, the average Jane or Joe’s taxes could be lowered because
we would collect all this money we are now not collecting from the
rich. ] mean their perception is fairness; noi complexity.
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If we had a genuine flat tax, I mean a real flat tax, they would
be in for a rude shock because on the average everybody’s income
of $30,000 or less, they would pay more taxes, and everybody over,
on the average, would pay less taxes. And I don’t think that is
what the average wage earner in this country is contemplating
when they say, “I support a flat tax.”

Mr. BErensoN. Well, I think we all have the figures of some of
the polls, and they have shown the public perception of how much
people pay as a percentage of their income when they have income
over $500,000. And it's completely misleading. One of the problems
I think we all have—sometimes we get too close to the equity prob-
lems in our Tax Code. We always emphasize the negatives in our
system. We always emphasize the noncompliance. Everything that
comes out to the media is generally emphasizing the breakdowns in
the system. And I think we have all helped foster this perception
that there is a gross unfairness which exists more in the minds of
many people than in reality as far as the broad majority of taxpay-
ers are concerned.

Senator Packwoob. Thank you.

Senator DANFORTH. Senator Boren.

Senator BoreN. Thank you, Mr. Chairman. .

Mr. Farnell, if we change to strictly a consumption oriented a
proach in terms of raising revenue, one of the questions I have is
what would we do in terms of encouraging risk taking? We have
seen some very positive results in regard to the startup industries
when the capital gains were reduced and the EOO] of risk capital
grew in the country. What impact do you think it would have on
that kind of investment and whether or not it would still be made?

Mr. FARNELL. Senator, your earnings on your new ventures
would not be.taxable. The income would not be taxable to the
people. It would be a tremendous economic incentive. Hopefully,
the funds that I am seeing now in my small practice in a town in
northeast Texas—I'm seeing millions of dollars a year going out in
tax shelters that have no more hope of surviving or making any-
thing than I do of walking these walls.

These millions of dollars would go not to these unecoromical
ventures but into savings. You would encourage, you would pro-
mote savings. You would have funds available in financial institu-
tions, I believe, at a much lower rate than you have now. You
would make more borrowed and equity capital more readily avail-
able to the entrepreneur.

Senator BoreN. So you think the increaséd pool of savings that
would result from a consumption approach on taxation, and the
lowered interest rate, would more than offset. I guess I'm worried
about the competing investment. Let’s say the sure kind of invest-
ment versus those that involve substantial risk. And the Tax Code
now, certainly, gives some incentjve for risk taking that helps
strike the balance a little bit more on what you might call the cut-
ting innovative edge of our economy. While there may be opportu-
nities for very high returns, but the percentage of your chance of
getting any return at all might be much smaller.

But %"ou would just rely on the lower interest rates?

Mr. FARNELL. Yes, sir.

Senator BoreN. That would be essentially what you would do?
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Mr. FARNELL. Yes, sir, '

Senator BoreN. Would there be any period of phasing in this
change?

Mr. FARNELL. Senator, there are two approaches that could be
taken. The Treasury, I believe, collects somewhere in the neighbor-
hood of $40 billion a year in delinquent taxes. If you had an imme-
diate phase in of this consumption tax at your 14-percent level or
whatever level is desired, this would equal your income taxes. The
Treasury, for the next 3 to 4 years, would be collecting this $40 bil-
lion a year of revenues from prior year delinquent taxes and it
would be a windfall to the Treasury. I think that would be rather
drastic. I think you have already had a lot of business plans that
have been made that should be seen through.

And I would think it would be more practical to have some
smaller rates, some lowér rates, for a period of time; gradually in-
creasing the consumption rate, lowering the income tax rate.

Senator Boren. I see. Keep the present Income Tax Code in

lace, so to speak, with the current exemptions so that if people
Ead made an investment decision based upon that in place and
phased in your rates over a certain period of years as you phased
up the sales tax.

Mr. FARNELL. Yes, sir.

Mr. BERENSON. Senator, I think that the risk taking aspect is
very significant. Any steps that are taken that can decrease the
capital formation in this country, I think, should be considered
very carefully. And I don’t think the studies that have come out
support the conclusion that just by flattening tax rates while main-
taining the same revenues by base broadening you are assured of
increased capital formation. We have to take into account that
there have been some learned congressional bodies that before felt
that it was in the Nation’s best interest to have certain tax incen-
tives. Be it for extractive industries or independence in the oil and
gas area or for low-income housing. And I think that before some
of these changes are made, I think a significant economical envi-
ronmental impact study has to be done because I think the possibil-
ity of the Government directly entering these areas for example as
the private sector recedes due to rate decreases reducing tax bene-
fits of risk taking will not occur. Unless there is some aspect of the
Internal Revenue Code assisting from the risk factor, I don’t think
you would have gotten the private sector into these areas to the
degree we find at present from a national perspective.

ere are a lot of problems with these programs from a tax shel-
gerlaspect, but there also has been a lot of low-income housing
uilt.

Senator BoreN. Well, we saw a dramatic example, for example,
in the formation of venture capital after the capital gains were dra-
matically reduced. There are all sorts of evidence, I think, of

impact.

. I[.):t me ask this question, Mr. Berenson. One of the things that
has concerned me has been recent studies, and they are not really
fully complete—at least I have not seen any completed study—in
terms of the impact of the current Tax Code on the cost of relative
cost of capital, comparative cost of capital in this country and
Japan, for example.
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The cost of capital appears to be very significantly lower in
Japan than it is—and in some areas of Western Europe—than it is
in the United States. Now part of that is our high real interest
rates. Obviously, that’s a very big part of it.

But there has also been indication that additional cost may be
tied into the Tax Code. The fact that our tax structure—we strug-
gle with DISC, and FSC, and ISC, and other things on this commit-
tee—and they don't really lend themselves as readily to a rebate,
for example, in terms of exported products, as other Tax Codes.

And that really concerns me. If we are going to be competitive in
the world, obviously, management and labor have a dual interest
here in getting the cost of capital down to the lowest possible level.
If you can’t compete on the capital ingredient, the only way you
can compete then is to lower your real wage. And that would cer-
tainly be devastating for the country.

So do you have any thoughts about what we could do in terms of
changing the Tax Code to make us—to impact us in a favorable
way in terms of cost of capital? Either one of you.

Mr. BerensoN. Definitely. There is a significant body of thought
that the corporate income tax is the ultimate consumption tax be-
cause it’s passed on to consumers. And if you are going to increase
consumption taxes, you could wind up with the corporate tax—
which is a two-tier concept—being a higher tav rather than a lower
tax.

One of the basic things when you talk about the tax systems of
our major trading partners and business competitors—be they Ger-
many, Japan, France, or the United Kingdom—is that they either
have various types of full integration or modified integration. Now
we all know the corporate revenue loss problems with full integra-
tion or universal subchapter S application. However, I think that
before we would embark on substantial tax reforms, more study
has to be given to the potential of modified integration. There are
proposals that could be worked on right now with respect to modi-
fied forms of integration that could achieve greater capital forma-
tion, free up capital and make us more competitive with our major
trading partners who either have modified or full integration at
present.

One of the basic complexities that we have in our entire corpo-
rate structure is the concept that the same basic transaction to our
double tax system can have differing tax results at the shareholder
level. You can have money coming out of a corporation from a ba-
sically similar transaction and it will either be ordinary income as
a dividend taxable at 50 percent; it could be capital gains taxable
at 20 percent; or it could be a nontaxable return of capital. And so
much work goes in by tax lawyers and tax accountants unnecessar-
ily in structuring transactions just to achieve one type of taxation
over another. Similarly, numerous complex code sections and regu-
lations have been enacted by the Government seeking to thwart
such structuring, and so it goes. If a modified form of integration
was put in so that the tax rate applied to all distributions coming
out of corporations was uniform, you probably could eliminate
about 16 sections of Internal Revenue Code, vastly simplify your
corporate tax structure and probably free up much capital, which
is now being locked away in corporations because they will get cap-
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ital gains if they hold on until sale of liquidation rather than
paying ordinary income taxes if they freed their capital now by dis-
tributing dividends. That money would be freed up and would in-
crease capital formation and mobility and enhance our competitive
abilities vis-a-vis our foreign trading partners.

Senator BorenN. Would you also think that we might even even-
tually arrive at some sort of—and I agree with what you said in
that area. That is something we ought to look at. That’s in terms of
the way we treat corporate earnings. And it would appear to make
more capital immediately available.

Do you think we may be moving toward a combination of
changes in the income Tax Code along with less total reliance on
income tax as a vehicle? Perhaps a combination of more consump-
tion taxes with a lower income tax rate that still allows us to main-
tain some incentives and would also be rebatable in exports. Is that
reasonable to look at?

Mr. BErensoN. Yes. I think it has already started to happen. If
you look at the present tax revenue mix. The Government is a
business. It's revenue stream is from corporate, individual, payroll
and miscellaneous taxes. If you look at the way the mix has
changed since 1960, and you see the payroll tax explosion, you see
a distinct decrease on income tax reliance for transfer purposes.

The problem I'see with it, though, is the same thing that we
have had with depreciation, ACRS, and the investment tax credit
when there are companies in a loss situation. For example, escalat-
ing payroll taxes are penalizing companies who hire people rather
than mechanize further. More and more we have shifted our tax
base into regressive or fixed-type taxation and less on the ability-
to-pay approach. We are heading further that way, too. And I think -
the more we get away from the ability to pay and the more we put

_it into fixed costs, the less flexible we make our economic system.

Senator BoreN. For individuals as well as the corporations.

Mr. BEreNnsoN. I agree with you.

Senator BoreN. Thank you, Mr. Chairman.

Senator DANFoRrTH. Thank you both very much.

Our next panel is: Robert McGarrah, director of public policy
American Federation of State, County & Municipal Employees;
Dallas Salisbury, president, Employee Benefit Research Institute,
Washington, DC; F. Stuart Templeton, past chairman, American
Supply Association, Washington, DC.

Mr. McGarrah.

STATEMENT OF ROBERT E. McGARRAH, JR., DIRECTOR OF
PUBLIC POLICY, ACCOMPANIED BY IRIS LAV, ASSISTANT DI-
RECTOR FOR ECONOMIC POLICY, AMERICAN FEDERATION OF
STATE, COUNTY & MUNICIPAL EMPLOYEES, WASHINGTON, DC

Mr. McGARrrAH. Thank you, Mr. Chairman. I am, as you say, Di-
rector of public policy for the American Federation of State,
County & Municipal Employees. And I'm accompanied by Iris Lav,
our assistant director for economic policy.

I would like the full text of my statement to be made a part of
the record, if that is appropriate. And I would like to start by tell-
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ing you that AFSCME is now the largest union in the AFL-CIO. It
has over 1 million members in almost every State in the country.

And like most Americans, AFSCME members are increasingly
hostile to the Federal income tax. An average AFSCME member
makes about $15,000 a year right now. And all they have seen over
the past 10 years or so have been tax increases and big tax breaks
for wealthy. Americans and big business.

The idea that people making over $200,000 a year have got an
average tax cut of about $20,000 now, while people making less
than $20,000 have really no break at all is just not fair. And the
same goes for big business.

AFSCME members have another major concern about taxes.
Their jobs, and support for Government services, depend upon fair
taxes. And we have all seen the effects of the national taxpayer
revolt throughout the country and also here in Washington. ‘

Now as Vice President Mondale said yesterday in Philadelphia,
it's clear that taxes are going to have to go up regardless of who
wins the election. The deficits are just too dangerous, and the ques-
tion is whose taxes are going to go up and which is the fairest plan.

Flat taxes, value-added taxes, and the so-called progressive con-
sumption tax simply do not meet the test of fairness. And worse, a
national sales tax or a value-added tax would likely hurt the abili-
ty of State and local governments to raise the kind of tax revenue
they need to meet the ever growing responsibilities that they have
assumed from the Federal Government over the past 4 years.

It is very clear that the State and local tax base is very, very tied
- to sales taxes, as you know. A
-We think that the Bradley-Gephardt fair tax approach of broad-
ening the tax base by eliminating unproductive tax preferences,
lowering and compressing the rate structure, is the best direction
for real tax reform. We think it needs more study that it meets the
test of fairness.

We look forward to working closely with you and the staff of the
Finance Committee to seize this historic opportunity for a tax
reform.

Thank you, sir.

[The prepared written statement of Mr. McGarrah follows:]
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PrEPARED STATEMENT OF ROBERT E. MCGARRAH, JR., DIRECTOR FOR PuBLIC PoLicy,
THE AMERICAN FEDERATION OF STATE, COUNTY, & MUNICIPAL EMPLOYEES

. Summary

A tax increase is inevitable next year regardless of the
alection results. The consequences of continuing deficits in the
$200 billion range are too serious to ignore, and major
reductions cannot be achieved by spending cuts alone. The
critical issue is how taxes are to be raised.

Wo:kiﬁg Americans are bearing a greater share of the tax
burden than ever before, while wealthy individuals have enjoyed a
huge tax cut under this Administration. In just the past few
years, the share of federal taxes paid by corporations has fallen
by half, with many profitable companies using loopholes to avoid
paying taxes entirely. Fairness alone derands that the tax
. system be restructured to ensure that the wealthy and the

corporate sector bear a greater share of the tax burden, but the
need for additional revenues makes comprehensive reform even moxe
essential, Por if taxes are raised simply by increasing rates on
the current loophole-ridden tax base, the distribution ci the tax
burden will be made even more inequitable, and the serious

economic distortions the system provokes will be further
worsened. i

Many of the major tax reform plans being put forward would,
however, make the tax system even more unfair and complex than it
is now. Some would maintain its most economically~-damaging
aspects, and several would introduce new distortions as they
eliminate old ones. Flat taxes, value added taxes and so-called
"progressive consumption taxes" would all move the tax system
further away from the ability-to-pay principle on which any fair
tax system must rest. Value added taxes or a national sales tax
could devastate the ability of state and local governments to
_ raise sufficient revenues to support the new responsibilities

they have taken over from the federal government in recent years.
And progressive consumption taxes would introduce enormous new
complexities into the tax system and could create significant
disincentives for work effort.

The approach taken by the Bradley-Gephardt Fair Tax --
broadening the existing income tax base by eliminating
unproductive tax preferences and then lowering and compressing
the rate structure -~ is the only one that would satisfy all the
criteria for a good tax structure: equity, simplicity, and
economic neutrality. (Although the Kemp-Kasten plan takes a
similar approach, its retention of ACRS and its elimination of a
progressive rate structure are serious drawbacks from an
efficiency and equity standpoint, respectively.)

40-774 0 - 85 - 5
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Making the change to a new tax structure will inevitably
impose some transitional hardships on taxpayers who have enjoyed
certain preferences under the current system. These hardships
will be far less severe under the Bradley-Gephardt approach since
it retains the basic framework of this system. But components of
the current structure that have distorted economic-decision
making and capital flows (e.g. percentage depletion and ACRS)
should be eliminated regardless of any losses they may impose;
taxpayers have already reaped unjustified windfall gains, and
efficiency gains throughout the economy will more than compensate
for hardships suffered by any one group. It may be desirable to
subsidize certain economic activities, but we should recognize
once and for all that the tax system is an inefficient and often
completely ineffective mechanism for doing so.

Comprehensive reform along the lines of the Bradley-Gephardt
Pair Tax is critically needed to achieve a tax structure that is
fair, simple, and economically neutral., As we move toward
reform, it is equally essential that we do nothing to add more
unproductive tax loopholes to the system. The recent shortening
of the capital gains holding period represents a decided step in
the wrong direction in this regard. The enterprise zone
legislation now under consideration by the Senate Finance
Committee would add a whole new layer of tax preferences that run
at cross purposes to many of those already in place. APSCME
urges the rejection of this legislation as inconsistent with all
the principles underlying the growing consensus in favor of
fundamental tax reform.
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The American Federation of State, County and Municipal
Employees submit for the record this statement on comprehensive
tax reform. AFSCME is an APL-CIO-affiliated union that
represents more than one-million puklic employees at all levels
of government,

A tax increase is inevitable next year regardless of the
election results. The consequences of continuing deficits in the
$200 billion range are too serious to ignore, and serious
students of the federal budget understand that major reductions
cannot be achieved by spending cuts alone. The critical issue is
how taxes are to be raised.

Working Americans are bearing a greater share of the tax
burden than ever before, while wealthy individuals have enjoyed a
substantial tax cut under this Administration. When higher
social security taxes and uncorrected bracket creep are taken
into acount, people making less than $20,000 have enjoyed no tax
cut during the last four years, while those making more than
* $200,000 have received an average tax cut of $20,000. At the
same time that this massive tax shift within the household sector
has occurred, an equally unfair one has occﬁrred between the
corporate and household sectors: the share of federal revenues
provided by corporate income taxes has fallen by half since just
FY 1980. Many profitable corporations pay no income taxes, and
the 1982 effective tax rate of 213 large corporations étudied by

the Congressional Joint Committee on Taxation averaged just 16

percent.
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These unfair redistributions of the tax burden are
intimately related to the deficit crisis. 1Indeed, they are its
chief cause. According to the Congressional Budget office; tax
changes enacted under this Administration account for nearly half
of the deficit in the current fiscal year. Rather than imposing
surtaxes on working Amercans or targeting only the tax
preferences they enjoy, a fair solution to the deficit problem
demands that the entire tax structure be revamped, with a special
emphasis placed on closing the massive loopholes opened up in
just the past few years. )

Most economists, organizations, and individual American
citizens agree that the time has come for an overhaul of the tax
structure. At least a dozen major overhaul plans have been put
forward to simplify the tax structure or make it conform to this
or that economist's definition of efficiency. Many would do so,
however, at thé cost of making it even more inequitable than it
is now. This is an unacceptable trade-off, and AFSCME will
.continue to oppose vignrously any tax overhaul plans that move
the system away from an ability-to-pay basis. It should also be
obvious that much of the dissatisfaction with the current tax
system is due to a lack of public understanding of how the system
works, Overhaul plans requiring complex transition rules or a
radical reconceptualization of tax principles in order to £find
theoretically-perfect solutions to efficiency problems are

therefore equally unacceptable.
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The making of tax policy neceisitates the balancing of
objectives that are, to a certain extent, in conflict.
Fortunately, there is an approach to comprehensive tax reform
that promises a more equitable, simpler, and more economically
neutral tax system all at the same time, while sacrificing none
of these objectives entirely. That approach is the one taken by
the Bradley-Gephardt Fair Tax bill--broadening the existing
income tax base by eliminating unproductive tax preferences and
then lowering and compressing the rate structure. Before
examining the benéfits of this approach, the deficiencies of the

leading alternatives should also be considered.

Flat-rate Consumption Taxes: Regressive

Thfee of the leading p:oposeé substitutes for the current
federal tax system are value-added taxes, a federal sales tax,
and the Hall-Rabushka "flat tax"™ plan, While the collection
mechanisms of the three proposals are very different, their

_essence is the same: they are flat rate taxes on consumption.
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As is well known, the proportion of income consumed is
inversely related to the level of income. Substituting* any of
these taxes for the current personal income tax would therefore
result in an enormous shift of the tax burden onto low and middle
income households, since with all its flaws the income tax
remains mildly progressive.** In short, each of these proposals
would move the tax system 180 degrees away from the ability=-to-
pay principle, sacrificing equity entirely to simplicity. This
is an unacceptable outcome to AFSCME, and we are heartened to see
indications that it is equally unacceptable to members of the

Reagan Administration.**»

.-

*Because of their equity effects alone, flat rate consumption
taxes are unacceptable té most people as a substitute for the
current system., Substantial interest remains, however, -in using
a low value-added or national sales tax as a gupplement to the
current system in order to raise additional revenue. This is an
even worse idea. 1It not.only continues to move the overall
federal tax structure in a regressive direction, but it also
heaps onto the IRS the burden of administering an additional form
of taxation. 1In the case of the VAT, this burden would be
considerable. Most important, instituting a supplemental

. consumption tax would, by itself, do nothing to eliminate the
economic distortions contained in the current personal and
corporate income taxes. In sum, a supplemental VAT would lead us
to a tax structure that taken as a whole would be less equitable,
more complex, and no less distorting of economic decision-making
than the one we have now.

**Tax credits for low income people against value-added taxes
paid and the personal exemption contained in the Hall-Rabushka
plan do not alter this basic regressivity. They only fund a
lighter tax burden for the very poor by placing an even higher
burden on the middle class. ’

***Por example, former Treasury Assistant Secretary Chapoton's
remarks on flat taxes were reported in the February 6, 1984

Congressional Record and Treasury Secretary Regan's in the June
’ ssue of Tax Notes.
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Flat-Rate Consumption Taxes: An Interference with State Taxing

Authority

An additional drawback of ad-valorem consumption taxes -~ in

either a value-added or national sales tax form -- is that they
could interfere with the ability of lower levels of government to
raise needed revenues. Sales taxes have traditionally bgen a key
revenue source for state governments, and a growing num@ér of
local governments have been granted authority to levy yﬁem as
well, Sales taxes accounted for 13.3 percent of bota¥
state/local revenues in 1982, exceeded only by property taxes and
federal aid in importance.

Taxpayers support a balanced tax structure, one that does
not rely excessivly on any one tax source. Suddenly making the
sales tax a major federal revenue source could generate massive
taxpayer sentiment for offsetting reductions in state and local
sales taxes and would certainly generate resistance to increases
that might be needed in the future. Cuts in federal aid
motivated by a desire to shift more program responsibilities to
state and local governments have alregdy~placed a great financial
burden on these jurisdictions. Congress should not further crimp
their ability to shoulder these new responsibili;ies by

preempting a major revenue source they need to finance them.

"Progressive" Consumption Taxes: Progressive in Theory,

Unworkable and Unfair in Practice

Another leading alternative to the flat rate consumption tax

as a substitute for the current tax system is one that has been
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variously called a "progressive" consumption, expenditure, or
cash-flow tax.* A progressive tax rate applied to consumption is
advocated as a means of dealing with the most serious shortcoming
of its flat-rate cousins--their regressivity. 1Its proponents
assert that any desired degree of progressivity of the tax
structure can be reproduced simply by manipulating tax rates.
Although this is true in theory, consider what could be needed to
achieve it.

To illustrate the problem, take a person who earns $400,000
a year, has an average tax rate of 25 percent,** and consumes
only half his income. Under the current system he pays $100,000
in tax. Under a consumption tax it would take an average tax
rate o£‘50 percent to raise $100,000 of tax on a consumption base
of $200,000. Yet 50 percent is the highest marginal tax rate in
existence now. Who can realistically expect Congress to approve
the even higher marginal tax rates that would be needed to
produce a 50 percent average rate? In short, any progressive
consumption tax that is likely to see the light of day will be
. highly unlikely to contain the same degree of vertical equity as

exists under the curreant tax structure.

*The Hall-Rabushka plan is actually in the form of a cash-flow
tax, although it is not progressive. .

**Income in the form of tax-exempt interest or capital gains
could lead to this result.
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As for horizontal equity -~ the principle that people of
equal incomes should pay essentially eqhal taxes -- the
consumption tax requires that this equality be defined on a
lifetime basis. A great deal of the dissatisfaction with the
current tax system is due to each taxpayer's fear that her equal-
income next-door neighbor could be taking advantage of tax
loopholes of which she is unaware. A tax system that assuages
this important source of discontent (and tax evasion) by telling
this taxpayer that it all works out in the end will not sell with
the American people. Nor should it. A childless married couple
earning $30,000 and saving $5000 annually does indeed have a
greater ability to pay taxes than a couple with the same income
"forced to spend every penny for school tuition, clothes and food
for two children. Forcing éhe gsecond couple to pay higher taxes.
doas not accord with most Americans' concept of tax equity, and
no assertions that the first couple's savings will be taxed at’
death is likely to change this. It should be pointed out that
e?gn this somewhat obtuse lifetime income notion of equi;y

' depends crucially on the full taxation of gifts and bequests as
if they were consumption. Yet given the recent history of the
current gift and estate taxes, it is highly unrealistic to expect
this outcome from the legislative ﬁrocess.

8o much for equity. As for the second principal goal of
fundamental tax restructuring--simplification--the consumption
tax leaves a very great deal to be desired. The transition
ptoblems would be enormous, and the rules needed to prevent huge
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transitional inequities would be accordingly complex. For
example, detailed reporting requirements on a massive scale would
be required to prevent everyone from closing their savings
‘accounts the day before the consumption tax went into effect so
tbﬁt they could reopen them and qualify for the savings deduction
the next day. The American banking community, which recently put
massive efforts and resources into preventing the far-simpler
interest withholding requirement would undoubtedly rerel. To
take another example, requiring the average homeowner to compute
the "imputed net rental value"™ of her home would force even more
people to obtain professional help in preparing their tax
returns. In sho:t,.assa:tions that a consumption tax would be
simpler to administer than the current system could only come
from people who have not had to manage anything more coﬁplicated
than a uni%ersity economics depa:gment.

The final claim to fame of the consumption tax is it->
Purported economic neutrality. Yet upon close¢r examination this
turns out to mean neutrality vis-a~vis no taxation.* Given the
i obvious need for at ‘least some level of governmental expenditure
and a means of financing it, this is not a very useful

definition,

*Por example: "When a person earns a dollar, he must decide
whether to consume it now or to save it for later consumption or
bequest. If there were no taxes, this decision would be based on
each person's present wants and best guess about future wants and
the rate of return on savings. The personal income tax distorts
this decison, because the return to saving is taxed. As a
result, the income tax increases the cost of future consumption,
or in other words, reduces the reward to saving." Henry Aaron and
Harvey Galper, "Reforming the Tax system” in Economic Choices:
1984, The Brookings Institution, p.105. Emphasis added.
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Most economists agree that the most economically-damaging
facet of the current tax system is that the tax base has been so
eroded by loopholes that marginal tax rates have to be
excessively high. A comprehensive consumption tax base would

allow for lower marginal rates, but so would a comprehensive

income tax base. The fact of the matter is that a comprehensive

consumption tax base is inherently smaller than a comprehensive
income tax base, because savings are excluded. As a result,
marginal tax rates have to be higher under a consumption tax to
raise the ste amount of revenue. As the previous example
showed, the rate structure also has to be steeper to preserve tae
2xisting distribution of the tax burden. The point is this:
while the tax deferral on savings inherent to the gonsumption tax
may proviée a savings incentive, the higher marginal tax rates on
people working so that they can consume could prove an equally
powerful disincentive to work.* In other words, the consumption
tax is anything but neutral vis-a-vis labor income.

Progressive consumption taxes, in short, incorporate a
concept of equity that is not going to be understood or accepted
by the American people, cannot contribute to the simplified tax

structure Americans want, and may well trade-off one set of

*This would be an even more serious problem if the rates on the
consumption tax had to be high enough to raise the revenue now
raised by both the personal and the corporate income tax. Many
consumption tax proponents advocate the abolition of the
corporate income tax.
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economic disincentives for another. Fortunately, neither they
nor their even more inequitable flat-rate counterparts are

needed.

The Benefits of the Bradley-Gephardt Approach

An approach to fundamental tax reform that consists of:
a) eliminating tax preferences and b) taxing this broadened base
at fewer and lower progressive rates can satisfy all the criteria
for a good tax system. Such a change preserves vertical equity,
because rates would remain progressive and the ability of high-
income people to shelter income would be substantially curtailed.
Closing loopholes would also enhance horizontal equity--fewer
loopholes mean far fewer tricks your equal-income but smarter
neighboy can take advantage of to limit his tax bill, Reducing
the number of preference items also means a far simpler tax code
and easier administration -- fewer people would need to itemize
deductions, and the thousand pages of code that define what kinds
of investments qualify for special capital gains treatment could
- be eliminated. FPinally, this approach to tax reform promises to
reduce substantially the economic distortions imposed by the
current system. Restoring a realistic linkage between economic
and tax depreciation, for eiample, would go a long way toward
eliﬁinatinq the disparities between effective corporate tax rates
that have so distorted capital flows in onr economy recently.
And while the problem of 1nflation-induce¢ capital gains and
devaluation of depreciation allowances would remain, it would be
a much less serious problem under a system in which marginal

rates had been substantially cut.
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Transition Issues

Of course, any major overhaul of the tax structure will
impose hardships on taxpayers who made investment and other
economic decisions on the assumption that favorable tax treatment
would continue. These transition problems will, however, be far
less difficult to resolve under an approach to reform that
retains the basic outlines of thé current system than under one
based on entirely new principles. For example, the Bradley-
Gephardt plan would preserve most of the benefits of the mortgage
interest deduction for most taxpayers, and those for whom the
deduction would be worth leas would enjoy an at least partially-
offsetting decrease in their tax rates., Some of the proposals
for a consumption tax, in contrast, would result in a vary large
income tax liability at the time a home was purchased, and most
of them would create huge difficulties in the.transition years as
taxpayers learned how to comply with "imputed rental value"
concepts. In short, potential transition problems of the various
overhaul plans differ considerably, and should be a factor in
‘ asgsessing their relative merits.

No steps taken to ease the transition to a new tax structure
(e.g. phased-out deductions, prospective effective dates,
etc.) can, however, alter the fact that some taxpayers will be
paying higher taxes. This is as it should be. The oil industry,
for example, has reaped the benefits of its tax preferences for
decades in the form of both higher after-tax profitability and

preferential access to capital. The fact that the value of
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existing oil industry assets will fall and its cost of capital
rise as a result of eliminating them should not deter us from the
necessary changes. These prererences have distorted capital
flows in the economy, as have many of the other industry-specific
tax expenditures (e.g. capital gains treatment for timber) and
the Accelerated Cost Recovery System as a whole. They should be
aiiminated. The costs imppsed on previously-favored industries
will be more than offset by the improved access to capital of
industries put at an artifical competitive disadvantage by the

existing tax system.

Direct Subsidies, Not Tax Loopholes

This is not to say that all the preference items contained
in the tax code are necessarily inappropriate. wWhat is
inappropriate, as more and more policy makers are coming to
recognize, is for these activities to be subsidized through the
tax code. For example, there are good reasons to provide federal
assistance to state and local governments to help them raise
. funds for infrastructure projects. Rebuilding these public
facilities is recognized as essential to the economic
revitalization of private industry in many parts of the country,
yet the ability of the state and local government sector to
compete for capital at market.rates is constrained by taxpayer
resistance. But exempting from taxation the interest on state
and local debt has pioven to be an extremely costly‘'and
inefficient mechanism for prsviding this subsidy. Studies have

shown that for every dollar state and local governments gain in
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the form of lower interest costs, the federal government loses
two dollars of tax revenues, It would be far more efficient to
provide state and local governments with the option to issue
taxable debt and have the federal government reimburse a portion
of the interest costs directly. While AFSCME is interested in
working with other interest groups to develop such a program, we
would insist that elimination of the tax exemption be irrevocably
linked to this necessary subsidy. We would take a similar
position vis-a-vis the elimination of the tax exempt status of
unemployment benefits: Congress intended beneficiaties to enjoy
a certain level of spendable income,'a;d benefit levels must be

raised if their tax-exempt status is altered.

Conclusion

In summary, AFSCME urges the members of the Senaté Finance
Committee to reject value-added, flat-rate, ahd progressive
consumption taxes as inconsistent with the fair and simple tax
structure that all Americans want. Base broadening plans like
- the Bradley~Gephardt Fair Tax p:oposal promise both-a simpler tax
system and one that remains firmly rooted in the principle of
ability-to-pay. At the same time, a proposal that eliminates
preference items and lowers marginal rates will reduce the
distortion of economic decision-making inflicted by the loophole-
ridden existing system. AFSCME urges this Committee to seriously
consider this approach %o compt;hensive tax reform,

Comprehensive tax reform will take time. AFSCME urges this

Committee to make no legislative changes in the interiwn that move
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us away from this goal. 1In this regard, the recent shortening of
the capital gains holding period to six months represents a
dacided step in the wrong direction. It would be tragically
inconsistent with the objectives of these hearings to add an
additional layer of cross-cutting loopholes to the tax code like
those contained in the enterprise zone concept. Passage of these
proposals would make a mockery of the desire of a growing number
of Americans for a tax system aimed exclusively at raising
revenues for the necessary activities of government in the
fairest, simplest, and most efficient manner possible. We
desperately need an overhaul of our tax structure, but in the
meantime a great deal can be done to ensure that no new problems

are created.

STATEMENT OF DALLAS SALISBURY, PRESIDENT, EMPLOYEE
BENEFIT RESEARCH INSTITUTE, WASHINGTON, DC

Senator DANFORTH. Mr. Salisbury.

Mr. SauisBury. Thank you, Senator.

Tax reform, Senator, is a very appealing subject and tax reform
may well be necessary. The context of the types of reforms outlined
in the press release for this hearing makes it very clear that base
broadening is the only real way to achieve major tax reform.

CBO, Treasury and others have clearly identified the taxation of
employee benefits, pension, health, and others as the only way to
sufficiently broaden the tax base to allow major tax reform. Yet I
would suggest that few workers realize that benefits are at the
center of major tax reform proposals. Workers do not view benefits
as tax abuse. They do not know benefits are at the end of the line
when one talks about flat taxes, fast taxes, or others. That lack of
knowledge could be crucial to public support.

Benefits, in fact, meet the desirable criteria set forth in the com-
mittee press release in all regards praticularly the broadest based
benefits. Benefits are provided at all income levels. Over 75 percent
go to those earning less than $25,000. A large number of those
people, obviously, belonging to AFSCME and other such organiza-
tions.

Benefits in the pension area, $80 billion paid out in benefits last
year for a $50 billion tax expenditure. That relationship will
become more favorable as the system matures.

Health plans paid $80 billion in benefits last year for a $17 bil-
'lion tax expenditure. These are not fringes and should be clearly
separated from debates over fringe benefits.
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Both are largely provided because of tax incentives. In the ab-
sence of tax incentives that many of the basic tax reform proposals
would eliminate, we could see tremendous damage to this economic
security structuré. :

Tax reform is a legitimate -policy objective. With very careful
steps and extensive public education, there may or may not be
public support for it. It must not come at the expense of economic
security, and I fear that in the midst of the debate over tax reform
there will be few who will be speaking for the workers of America
in the benefits area since there will be a tendency by American
businesses and others to look after first those tax deductions that
are more crucial to their ability to function economically.

In that regard, I would suggest to the committee that the broad-
est and deepest consideration of these issues, as evidenced by these
committees, be carried as far as possible.

Thank you, Senator.

[The prepared written statement of Mr. Salisbury follows:]

40-774 0 - 85 - 6
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Summary of Statement of Dallas L. Salisbury
President, Employee Benefi} Research Institute

Tax reform is an appealing concept that attractse broad based support
when discussed in the context of eliminating abuse. My full statement,

and a book now being published by EBRI titled gg;_;gmgng_gggg;igx_g__
Tax Policy, discuss the various tax reform alternatives. .

Proposals set forth are characterized by single words: Flat, FAST,
consumption, etc. Yet, few on the street fully understand what is
involved in obtaining "reform” and "simplification.” I hypothesize
that few workers who favor "tax reform" understand that many proposals
would treat non-cash compensation as taxable income. Would they be
less interested in "tax reform™ if they did? Action may be
appropriate, but an effort should be made to assure clear public
understanding if there is to be confidence in the new system.

Revisions in the tax treatment of employee benefits considered in the
context of major tax reform should include several considerations:
First - distributional impact - the middle-income worker will be the
major victim of any such changes. Second - progressivity desired -
some treatmentd would be more regressive than others. Third -
trangsition ~ reform would create significant reduct'ons in public
welfare and would exacerbate intergenerational) tensions. Fourth -
simplification ~ taxing benefits would actually be more complex than
the current system. Fifth - the potential revenue gains from taxing
benefits should %e compared with additional demands that could result
on the expenditure side of the budget.

Federal, state, local ond private employer-sponsored rstirement plans
aceount for 5.3 percent of total compensation. Three and one-half
percent of total compensation finances employer-sponsored group health
insurance. Of all full-time employees in medium and large
establishments, 82 percent are covered by a pension plan. 96 percent
of this group of employees are covered by health and by life insurance
plans. Retirement benefit payments exceed $80 billion for a $50
billion tax expenditure, with benefits growing rapidly to complement
Social Security. Benefit payments approach $80 billion for a $17
billion tax expenditure.

The average taxpayer demanding tax reform does not see employee
benefits as tax abuse. Rather, both employers and employees see thess
benefits as part of the soclal contract that defines how, with the
assistance of employers, individuals provide for themselves, their
familiea, and their future. This social contract and related tax
benefits affect over 150 million Americans. In 1981, employees earning
between $15,000 and $50,000 received 71.8 percent of all health-related
tax preferences, 64.5 percent of all pension-related tax preferences,
and 67.5 percent of all insurance-related preferences.

Tax reform is a legitimato policy objective. We must be certain,
however, that the "reform" ultimately enjoys greater public suupport
than the present system. Inability to achieve this goal with major tax
reform may tell us why all industrialized nations have complex tax
codes.
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Mr. Chairman, I am pleased to appear before this Committee today to
discuss major tax reform options and consequences for employee benefits.
Employee benefits are a key element of the nation's economic security
structure, and have been at the canter of tax reform discussions. In a recent
interview on tax reform, John Chapoton, then Assistant Secretary of the
Treasury for Tax Policy was asked to define broadening the tax base. He
rﬁsp&ndod:

"A lot of income that taxpayers receive today goes untaxed--employer

contributions to pension plans, health insurance, free parking, government

payments, those benefits....To produce enough revenue, the flat tax would
have to npp&{ lower tax rates to more types of income with fewer
deductions.
To aid the Congress in considering tax reform proposals, I would like to
provide some background on employee benefits, the tax benefits they receive,
and the social benefits they provide (see Appendix I). In my testimony today
I will discuss:

o The goals of employee benefits;

0 Who receives employee benefits;

0 Who receives the tax incentives for these programs; and

o The consequences of alternative major tax reform proposals for employee

benefits and, therefore, economic security.

The Employee Benefit Research Institute (EBRI) was formed in 1978 as a
non-profit, non-partisan, public policy research organization to conduct
research and educational programs. EBRI is committed by charter to the
?remise that the nation is served positively in both social and economic terms
by the existence of employee benefit programs; they can be clearly shown to

improve economic security. We are aware, however, that there may be limits to
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what can and should be provided for both social and economic ressons. EBRI
undertakes to provide the studies and the statistics that will allow informed
priority decigsions to be made based upon assesgment of documented costs and
benefits.

The press release on this hearing stated:

"Our interest as a Committee is in bullding a tax system that will bde

supported by a broad consensus gso that the goals of equity and efficient

revenue-raising will not be undermincd in the years shead.”

our research indicates that the pregsent tax treatment of retirement,
health, and other risk related benefits meets this criterion. The current tax
rules meet the Cor ittee criteria of equity, simplicity, balance and economic
efficiency. They have broad public support: Social Security, Medicare,
Medicald, employeé pensions, employer health, life and disability protection
work together to meet a major component of the nation's economic security
needs.

These basic benefits are not "tax-vipoffs,” sre not viewed by the publie
as. "abusive tax-shelters,” asnd are far too significant to be termed
"fringes." Further, consideration of the appropriate tax treatment of. these
benefits should be clearly separated from debates over "consumption fringes."
IHE GOALS OF EMPLOYEE BENWEFITS

Employer contributions for all public employer, private employer, and
social employee benefits in 1982 constituted 15.8- parcent of employee
compensation according to Department of Commerce estimates (excludes
vac:al:l.tm).2 These payments constitute most workers®' main source of
protection &gainst the hazards that may keep them from prov}.dins for

themselves, their families, and their futures. Together, employer
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contributions for retirement and health programs, including Social Security
and Medicare, account f°,’§5 percent of employer payments for benefits.

Retirement Plang. Employer contributions for retirement plans total 9.0
percent of compensation. Federal, state and local and private
employer-sponsored retirement plans account for 5.3 percent of total
cumpensation. Contributions for Social Security retirement and disability
benefits account for the remaining 3.7 percent.

Health Insurance. Employer contributions for heaith insurance account for
4.4 percent of total compensation. Of this total, 3.5 percent of total
compensation finances federal, state, local 'and private employer-sponsored
group health. insurance. The remaining 0.9 percent is accountcd for by
employer contributions for the Medicare component of the Social Security
program. .

Other Risks. Employer contrlbhtions also finance unemployment insurance,
worker's compensation, and life insurance. These programs protect workers and
their dependents against economic uncertainty, and death. Payments for these
benefits total 2.4 percent of total compensation.

Fringe Benefits. Recent debates over tax legislation have focused on
other benefits in addition to the major or traditional categories. The Tax
Reform Act of 1984 codified the treatment of benefits like employee discounts
and subsidized cafeterias. These benefits are too small as a share of
compensation for the Deparimant of Commerce to estimate their value.
According to Chamber of Commerce data, these benefits account for 0.6 percent
of total compensation.

While traditional benefits make up, the largest part of employee benefits,

employee benefits have also begun to evolve to meet the neceds of the changing



83

work force. Census data show that over ;ho last decade, the proportion of
single-~adult hounhold—s ﬂth chll«iron increased by one-third. Over half of
- married w?pn -are now in the iabor force. Single-adult and two-esarner
households have different benefit needs from those of the traditional
:ingh-«rqor. two-parent family. Many employers now provide child-care
benefits, u well as flrexlblc benefit plans that allow single-parent and
two-earner families to ktal.lm.- their benefits packages to meet their specific

" needs. Cost dats on these benefits is not currently available.

These benefits are now provided across the income distribution. 1In medium
snd large establishments, coverage for major employee benefits is nearly
universal. Employee benefits are now a mainstay of the middle-income worker's
economic socurity} building savings as well as providing hazard protection.
Ezplover Pensions

Of all full-time employees in medium and large establishments, 82 percent
are cc;vorod by a pension plan (table 1). Small firms, for numerous economic
reasons, do not sponsor plans as uniformly. In 1981 the President's
Commigsion on Pension Policy concluded that this could only be chenged by
mandating plans or by offering tax credits. As firms grow, however, they do
add retirement programs. Among employees in all establishments who were
covered by pensions in 1983, nearly 28 million (or 59.0 percent) earned less
than $20,000 (table 2).

Pensiors redistribute wealth to favor those st the lower end of the income
scale who do not tend to save much out of current income. According to the
BBRI/U.S. Department of Health and Humsn Services (HHS) May 1983 Current

Population Survey (CPS) Pension Supplement, accumulated pension benefits
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TABLE 1

Percent of Full-Time Employees Participating
in Selected Employee Benefit Programs,
Medium and Large Establishments, 19838

loye nefit Progr Percent of L
Private pension plan 82
Health insurance

employee 96
. dependents 93
Life insurance 96
Long-term disability insurance 45
Sickness and accident insurance 49

SOURCE: U.S. Department of Labor, Buresu of Labor Statistics,
"Employee Benefits in Medium and Large Firms, 1983," May 1, 1984,

TABLE 2
Distribution of Employees with Pension and Health Coverage
by Earnings
Employees with Employees with
Barnings Pension Coverage, 198 Health Covera
Total Percent Total Percent
lions ons
Less than $20,000 27.9 59.0 83.7 74.3
$20,000 to $49,999 18.1 38.0 26.2 23.2
$50,000 and over 1.4 2.9 2.7 2.4
Total a/ A7.4 100.0 112.6 100.0

SOURCE: BEBRI tabulations cof U.S. Census Bureau Cutrrent Populgtion Survey,
1983 and EBRI-HHS Current Population Survey Pension Supplement.

8/ Detall may not add to totals due to rounding. Totals include only those
eivilian health and pension plan participants who reported their earnings in
the Survey. When those not reporting thelr earnings are added, coverage
totals are higher.

Y.
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constitute the major form of savings for more than half of all persons with
pension coverage. More than 40 percent of the labor force reportaed no savings
'1nc'omo in 1983 (table 3). This group's average income was $9,651, just under
half the average income of those reporting some asset income. Almost half of
the group reporting little or no savings income were covered by employer
pensions, however. Pensions thus constituted a net increase in savings for
these workers. As the Committee press release noted, assessments of
penslon-related tax policies should consider the ne; increase and redistribution
of wealth that results from expanded pension coverage.

Not all retirement benefits exhibit the same income distribution patterns,
however. In particular, statutory provisions aimed at encouraging individual
provision for retirement differ considerably. While 59 percent of pension
participants earn less then $20,000, 46.5 percent of individual retirement
aceount (IRA) holders and 34.8 percent of those participating in Section 401(k)
plang fell intc this income group (table 4). Section 401(k) plans in particular
follow a different income distribution from both IRAs and employer-sponsored
plans. More than half of Section 401(k) plan participants earn between $20,000
and $50,000, compared with under 50 percent for both IRAs and employar-sponsored
plans.

Health Ingucance

Of all full-time employees in medium and large establishments, 96 percent
are covered by health and by life insurance plans (table 1). Among all
employees with employer-provided health covarage, 83.7 million (or 74.3 percent)
earned less than $20,000, and 23.2 percent earned between $20,000 and $5v,000.

About 35 percent of all spending on health care that does not pass through
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TABLE 3

Savings, Pengion Coverage, and Income, 1983

. Employees Employees Average Annual
Savings Covered? Not Covered Income
Status® (Millions) (Percent) (Millions)(Percent) (Dcllars) (Percent)
No savings 18.2 19.0 20.6 21.5 $ 9,661 40.5
Some savings® 36.9 38.4 20.3 21.1 19,209 59.5

Total 55.1 57.4 40.9 42.6 15,338 100.0
SOURCR: Sophie M. Koreczyk, ent Secu! and Tax P (Washington,

D.C.: Rmployee Benefit Research Institute, forthcoming.

'8Individuals are classified as having some savings or no savings based on
whether or not they reported any asset income in response to the survey
questions. Asset income includes interest, dividends, rc-%s, and royalties.
Coverage refers to public- and private-sector pension plans and includes
holders of IBA or Keogh accounts.

CIncludes individuals reporting negative asset income (i.e., decreases in
asset values).

. Table 4

Percent Distribution of Participation in
Retirement Programs, by Earnings, 1983

Pension
Barnings Plan 401(k) IRA
$ 1 to $19,999 59.0 34.8 46.5
$20,000 to $49,999 38.0 55.7 A5.4
$50,000 and over 2.9 9.5 8.0
Humber of workers

(in millions) A7.4 1.9 16.7

SOURCE: EBRI  tabulations of U.S. <Census Bureau Current

Population Survey, 1983 and EBRI-HHS Curgent Population
Survey Pension Supplement.
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government programs is now made through employer-sponsored plans.3 Fewer
than 3 percent c¢f pension and health insurance participants eamrmre than
$50,000.

EMPLOYEE BENEFITS AND THE TAX CODE

The tax code is a major influence in the growth of employee benefits. One
effect results from provisions that allow some employer contributions and some
employee contributions to finance benefits on a tax-preferred basis. Another
major impact stems from the inflation-driven increases in real tax rates of
the last 20 yesrs. While statutory tax rates have been falling at most income
levels, real tax rates have vrisen. Inflation has overwhelmed the tax rate
cuts enacted over this period. To stem the erosion of real income brought
about by this “bracket creep," employees have negotiated compensation packages
in which benefits have played an increasingly important role. It is
interesting to note, howev}er, that this trend has abated with increasing
emphasis on 401(K) salary reduction programs that are subject to FICA tax and
employer attention to health care cost-containment.

Employee benofits are also now playing a major role in tax policy. As
directed in the Congressional Budget Act of 1974, the President's annual
budget submission to Congress lists each year's tax expenditures. These are
bonefitg perceived to flow to certain taxpayers as a result of the statutory
) treamf'\t of certain sources or uses of income.

Of the 51 tax expenditure provisions that benefit individuals, 20, or
nearly 40 percent, affect the tax treatment of privately- “and ~
publicly-provided employee benefits. This seems consistent with the nati;)n'a )
commitment to economic security. 1Two provigions--those governing the t;x/

treatment of employer-sponsored retirement plans and health insurance
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plangs--account for nearly two-thirds of total benefit;-relnted tax expenditures
projected in the President's 1985 budget.

Employer pensions account for nearly 50 percent of benefit-related tax
expenditures. There 1s wide disagreement, however, snhout the proper way to
measure these costs. Tax-expenditure measures used in the federal bdudget
process are calculated on a cash-flow or cross-sectional basis, with the taxes
deferred by current pension plan participants offset against the taxes paid by
current beneficiaries. Measured this way, about $0.83 out of every

Ed

tax-deferred dollar appears to be lost to the Treasury.

R t EBRI r ch, however, suggests that such estimates overstate the
amount of revenue lost due to these provisions. Because today's pension-plan
participants will have higher re'tirmnt incomes than today's retireesg, they
will pay more taxes in retlirement. Over their lifetimes, employees now at the
beginning of their pension careers will repay all but $0.25 to $0.40 of every
tax-deferred dollar. As the pension system matures, the numbers and income
levels of pension-plan participants and retirees will differ less than they do
today. As a result, in the future, pension-related tax expenditures measured
using the Treasury's approach will be much clogser to lifetime estlmtec.‘

Prom the standpoint of long term soclal and economic policy, however, the
difference between tax exemption and tax deferral must always be noted: these
programs both reduce demands on SOciai Security and contribute to the public
consensus for Soclal Security (table 5).

WHO BEMEFITS FROM TAX INCENT[VES?

The average taxpayer demanding tax reform does not see employee benefits

as a tax abuse. Rather, both employers and employees see these benefits as

part of the social contract that defines how individuals provide for
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TABLE 5

How Much of Pension-Related Tax Deferrals is
Lost to the Treasury?

' Taxes

Method Used Taxes Lost Deferred
'rtf'ouury i(ethod L33% o%
Lifetime Method:

Nominal dollars® 14 86

Real dollars . 28 72

Discounted for interest:©

at pension rate 40 60

at federal rate 36 64
SOURCE: Sophie M. Korczyk, Retirement Security and Tax Policy (Washington,

D.C.: EBRI, forthcoming).

8pefore adjusting for inflation.

bafter adjusting for inflation.

CInterest rate used to discount taxes pald in retirement to the
year of retirement.

themselves, their families, and their future. This soclal .contract and
related tax benefits includes the majority of gho U.S. labor force.

The distribution of benefit-related tax benefits among income groups
reflects the distribution of coverage and participation. 1In 1981, employeés
earning between $15,000 and $50,000 received 71.8 percent of all
health-related tax preferences, 64.5 percent of all pension-related tax
preferences, and 67.5 percent of all insurance-related preferences
(calculations baged on table 6). This group pays 51 percent of total federal
taxes, By comparison, this income group received 64.2 percent of tax benefits
related to homeownership. It would seem that employee benefits are less of a

luxury than owning your own hom.s
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Revenue Loss for Major Benefits and Taxes Paid by Income Class as

Percent of Total Adjusted Gross Income Class, 1981°

Exclusion of
Employec Con- Exclusion of Net
tributions for Exclusion of Untaxed Unem- Exclusion of Percent
Medical Worker's Com- ploymeat In- Exclusion of Pension Con- Exclusion of of Total
Adjusted Gross Insurance & pensation surance Disability tributions & Insucance Taxes
Income Class ¥edical Care Benefits Benefits Pay umim" Prealuns® Pald
Less than $10,000 6.5% 29.4% 50.6% 83.0% 4.0% 4.5% 2.6%
$ 10,000 to § 15,000 8.7 16.6 26.4 14.4 5.6 6.1 5.7
$ 15,000 to $ 20,000 10.? 11.7 9.7 6.7 7.8 8.8 8.0
$ 20,000 to $ 30,000 28.3 24.8 12.8 2.0 T 22.6 24.0 20.6
$ 30,000 to $ 50,000 32.8 12.9 0.4 - ‘3 34.7 30.4
$ 50,000 to $100,000 10.6 3.5 - - 17.3 15.2 18.1
$100,000 to $200,000 1.9 0.7 - - 6.0 4.8 8.3
$200,000 and over 0.4 0.3 -, - 2.1 1.9 6.3
SOURCE: EBRI calculations based on U.S. Congress, Congressional Budget Office, Revising the Indjvidual
Income Tax, July 1983 (Washington, D.C.: U.S. Government Printing Office, 1983), Table ¢, pp. 62
and 63.

NOZE: Pecrcents say not add to 100.0 percent due to rounding.

4 1981 income levels and 1982 law.

ludas the exclusion of contributions and earnings for employer plans and plans for the self employed
and others.

€lncludes premiums for group-term life insucance and accident and disabllity insurance.
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THE TAX BEFORM MOVEMENT

Tax reform is a perennial topic of dlscunion. At least a dozen mijor tax
reform proposals were introduced in the 97th Congress. More tax reforn
proposals were introduced in the 98th Congress. Some legislative proposals
call on the Treasury to study major tax reform, while others contain deteiled
amendments of the Internal Revenue Code. President Reagar has also asked that
the Treasury department analyze basic tax reform options and prepare a report
by December 1984,

At the heart of the major tax reform movement is the widesprcaq belief
that the tax system is unfair and ineffirient. The middle-income taxpayer
feols that he or she is paying the bill for the loopholes of the wealthy.

+

The tax system is considered by some to be inefficient b invest

and other economic decisions are often driven as much or more by tax needs as

by economic returrs and ‘fii"\‘vducuvlty considerations. High marginal tax rates

encourage taxpayers to seek out tax-favored sources of income--capital gains,
for example--and tax-favored uses of income, such as housing.

Major tax ro‘.’cmn proposals offer ways to restructure--not lower--the
nation's tax bill. Major tax reform proposals such as the {.at tax, the
“fast” tax, the consumption tax, and the gross income tax, would lower

marginal tax rates and expand the income tax base. These proposals would

change the distridbution of tax liability among individuals by eliminating my‘

tax preferences in current law. Another set of propovals would raise
additional revenue through a |‘>road based value added or sales tax.

The arguments for broadening the tax base have attracted a wide range of
political support. Congervatives support broadening the tax base as a way of

eliminating the income-eafning disincentives and market interference of high



92

marginal tax rates. They also prefer individual decision-making to employer
or government decisions made on the worker's behalf. 1In this view, Individual
Retirement Accounts (IRAs) are preferable to either Social Security or
employer pensions as a means of providing for retirement.

Liberals support broadening the tax base as a way of elrimlnatlng tax-code
provisions perceived to beneﬂt_ primarily the rich. They also prefer direct

government expenditures over the tax subsidies that might arise from tax

incentives.

While tax reform has broad support, it would also have widespread costs.
One of the most ~uportant consequences of tax reform proposals that seek to
restructure the tax system for the average t&xpayet would be to change the tax
treatment of employer contributions for employee beneflts.6
Comprehensive Income Tax

A comprehensive tax attempts to tax both actual and imputed income. Many
comprehensive income tax proposals include in taxable income not only cash
wages but also all or most employer contributions for employee benefits on a

current basis. * ¢

Congumption Tex

The consumption tax would tax all income that is spent, oxciudln; saving
from taxable income until the funds were used for consumption. The
" consumption tax would therefore tax all employer contributions for benefits
that do not result in saving. This 1ncludesvthe various employee benefits
that provide insurance protection, 1like health insurance plans, life
insurance, and disability insurance. Since cash compensation would continue to

be a tax-deductible cost of doing business to the employer, the employer would



’ 93

presumably have an incentive to offer more compensation in cash that? in
benefit contributions. !
Value-. )

For any one employer, value added is the difference between receipts from
sales and amounts paid for materials, supplies, and services purchased from
other firms. Total value added for the entire economy is equal to total
wages, salarles, interest, rents, and profits. Like the current income tax,
the value-added tax could includu or exclude employee benefits in the tax base.
Federal Sales Tax

A federal gsales tax would have the “same effect as some forms of the
value-added tax. The difference is that a federal sales tax would be levied
at the point of sale, while & value-added tax 1s imposed at each stage of
production. Since a sales tax imposes tax liability on the tot;l value of the
product, it would implicitly tax employer outlays for employee benefits since
these outlays are a cost of production. It would likely have little effect,

however, on either eamployer or individual behavior regarding the provision of

employee benefits.

This committee expressed an interest in implementation and transition
issues in basic tax reform. These problems could be formidable, and even
predicting them involves some uncertainty about the reactions of employers,
employees, and insurers and other providers of benefits. Tnis uncertainty
arises from the fact that the availabllity of tax incentives for employee
benefits has influenced how plans are provided and deﬂi;nod. For example,
because employee benefits are purchased on a group basig, employers and

employees can benefit from aeconomies of scale. Therefora, a dollar spert on

40-774 0 - 85 ~ 7
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employes benefits by an employer buys more than would the same dollsr spent by
sn individusl. In the absence of tex incentives encoursging employer
provision, the administrative structures that make group purchases
cost-effective may never have been developed.

Altarnative treatments for employee bdenefits that have been proposed
inolude:

[ Includin; benefit contributions in the employee's adjusted gross income;

o BRliminating employer deductions for benefit contributions;

0 Capping the share o!\ total compensation that can be provided in the

form of tax-favored employee benefits;

0 Imposing an excise tax on the employer's denefit sontributions; and

0 Imposing & velus-added or nstional sales tax.
The lssues and economic effects that arise under each epproach differ
considerably.
Insluding Rensfit Conkrcdbutions in Adiusted Gross Ingome

Most plans do not determine the costs of employee benefits on the basis of
the characteristics of the individual for whom protection is being provided.
These pricing structures are reasonable from employer's viewpoint ';Lvon
ocurrent tax treatment, since the total cost of insuring the upioyor'n work
force is not affected by the allocation of these costs among the members of
the covered popuutl.gn. Thoy are irrelevant to the employes who cares only
about the total smount of insurance provided, ond_! not sbout how the cost of
this insurence is billed to the employer.

If employer contributions. for benefits were taxed to the employees, the
ontire pricing and cost llloontlon structure of benefit plans could have to be

rovigsed to allocate contributions appropriastely among individusls. While the
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average price of providing employee benefits to various employees may be
uniform, the underlying gost of benefits differs widely according to the
emplcsee's age under all major benefits. Benefits for younger employees are
less costly because these employees generslly have lower health insurance
claims, disability rates, and morteiity rates. The adjustments that would be
required would vary across benefits.

Ranaions. Actuarial methods used in defined-benefit pension plans do not
gonerully sllocate contridbutions or projected bdenefits to individualse,
deternining them instead for sn employee cohort based on aggregate forecasts
of that cohort's future demogrephic and economic experience. It
defined-benefit pension costs were allocated among individuals, it would
become clear that financing s given "retirement benefit requires s lower
contrlbuﬂon for a younger employee than for one closer to vetirement age.
The contribution for the younger employee can accrue interest over s lonnr’
porllod of time, while the same benefit increment for an older employse has to
be financed primarily out of employer contributions,

Pension costs in & defined-benefit plan may therefore be 14 times as high
for an employes at age 60 as at sge 30 (calculations based on tsble 7).
Attrihuting an average penslon contribution to each employee would create
serious inequities. Older employses would be undercredited, while younger
" smployees would be overcredited. To the extent that older employees earn more
and are taxed at a higher rate than younger employees, this inequity would be
conpoundt'd. v

Health Insucance. Employer contributions to finance hesith insurance are
similarly based on the total cost of irisuring a particular employee group.a

Underlying costs for health insurance can be twice as high at age 60 ss they
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sre at age 30 (calculations based on table 9). S8imilarly, the underlying cost
of providing heslth insurance for women of child-bearing age is higher than
the cost of insuring young, single men. 1In short, the average price of most
ezployes benefits is much higher than the cost of providing benefits to some
individuals and much lower for others.
getions for Altermative Tax Iceatmant

If empldyer contributions for berefits were included in the tax base, they
might be trested in the seme way that the Internsl Revenue Code now treats )
uplo}or-'pntd 1ife insursnce premiums for coversge in excess of $50,000.
These premiume- are ourrently included in the tax base. The cost of life
insurance varies sccording to the individusl's age. Yor .x'mph. at age 30,
the cost of providing life insurance worth an individual's annusl salary is 17
percent as large se it is at sge 43, while at age 60 this cost is nearly 4
times as lsrge (calculations based on tadble 7).“ o .

To avoid the inequities that would srise if uu Lndividuuc were taxed on
an aversge cost of insursnce, Treasury regulations prescribe the amount of
premiums to be recognized as income for individuals on the basis of age (in
five-year brackets) and coversge levels. The Tressury tsbles use blended
actusrial assumptions for men and women based on the proportions of men and
women in the group of employees with coverage over $30,000 in value.

To achiave en equitadble distribution of tax 1lisbility, a schedule 1like
that sq!ogn!.n; the tax trestment of 1ife insurance would probably have to be
dovologcd for all employee benefits. Given the Supreme Court’'s decision in
the Apizons. v, NMorris case, such tables would probably not be differentiated
by sex. Such tables could, however, be differentisted by age, family status,
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TABLE 7

BENEFIT COST FACTORS FOR EMPLOYERS
AT VARIOUS AGES

Medical Cost Defined-Benefit Life Insurance

Pector as % Cost Factor Cost Yactor as
of Cost at a8 % of Cost % of Cost at
Age Group Age A5-49 st Age 45-498 Age A5-49Y
Under 30 80.0 23.0 17.0
30-34 80.0 33,0 17.0
35-39 80.0 48.0 33.0
40-44 80.0 69.0 50.0
45-49 100.0 100.0 100.0
50-54 112.9 146.0 170.0
$5-59 125.0 216.0 250.0
60-64 160.0 323.0 383.0
65-69 228.0 o 383.0

S8OURCR:  Anns M. Rappaport, F.8.A. snd Malcolm H. Morrison, Ph.D., The.Costs

(Washington, D.C.,: U.8. Senate Special

Committee on Aging and the Employee Benefit Resesroh Institute,
fortheoming) .

Spafined contribution plen costs do not vary by age.

bsame life insurance cost is assumed for 65 to 69 ss for 60 to 64 becsuse it
is assumed that the benefits will be reduced to equal cost; regulations allow
s 30 percent reduction., If benefits are not reduced, assume costs st 65-69
sre about 30 percent higher. Pigures assume life insurance provided is worth
one times pay.

Spension costs for these employees depend on the plans's design.

or both. Family l@ntu- could be used to predict health insurance claims under
plans that offer maternity 6:' dependents' beneflits.

Effects of Taxins Renefits .

3 The effects of taxing benefits would vary among benefits and would depend
on whether or not individuals chose to continue their coversge. If pension
accruals were tnxoq on s current basis, saving would almost cectsinly decline,
and would decline disproportionately among those at lower income levels who do

not tend to save out of current income.
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To avoid the added tax 1liability, many low- and moderate-income
individuals would choose to do without health and other types of insurance.
Research conducted by the mloyu Benefit Resesrch Institute (EBRI) and
others indicates that income determines whether or not people without
exployer-provided health coversge purchase such coversge themselves., If
esmployers did not provide heslth coverage, most low-income workers would not
purchase private heslth Mmu'mco.9 8ince most people covered by an
employer health plan aere members of low- and ntddh-tncoup femildies,
employer-provided health benefits probably substantislly taise rvates of
private health 1nlﬁ;}lnc0 covarsge throughout the nonelderly population,

Por those who chose to continue their insurance coverage, the impact of a
tax on health insurance premiums would be regressive, While employer
contributions for 1ife end disability insurance are based on the enmployee's
eatnings, contributions for health insurence are not. As a result, the vsiue
of employer-provided coverage is a larger share of total compensation at lower
income lovels and the added tax payment of low-income workers would be &
uu.f share of their incows than at higher income levels, EBRI tabulations
of dats produced by the Congressional Budget Office (CBO) indicate that under
the Administration's propossl to cap the amount of health insurance premiums
that an employes can receive tax-free, those with the lowest incomes would pay
more than six times as much tax as & percent of income as those with incomes
above $50,000, 0 !

The flatter rate structure of some msjor tax reform proposals would
exacerbate ehh' rvegressivity, Und:r current-law rates, the progressivity of
the tax schedule offsets the effect on tax liability of the declining share of

health insurance in compensation at higher income levels.
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In short, whatever the critorlon' used for determining the cost of each
-ompl.oyu'l cost of benefits, if it targeted those individusls likely to have
the highest incidence of cleims, it would alco target those most likely to
need ingurance. 8ince those most likely to become sick, dissbled, or die
would face the highest tax liability, taxing employer contributions for
benefits would impose tax liability in inverse proportion to ability to pay.

Another potentisl effect of taxing employes benefits to the individual
cou_).d be to increase the attrsativeness of flexible compensation or cafeteris
plans. Under flexible compensation plans, employees can elect vur!.ou'l levels
of coverage under the major types of employse benefit plans. An employes
choosing a less-generous health lpnuunu plan, for example, can "spend” the
employer's cost savings on added 1life insurance, vacation days, or other
benefits. All umployess--except for those who chronically guessed wrong about
their neod for heslth insurance or other benefits--would segregste themselves
into plans according to the expected value of their claims, While this is the
fundamental principle behind flexible compensation plans, many employers
sponsoring these plans now price the high-cost insurance options at less than
the value of the claims expected under them to maintain s veasonable risk pool
of participents under each option. If employees were being taxed on the value
of employer contributions, however, such subsidies would probably have to
stop, since they would mean that low-risk employees would be paying the tax
bill for higher-risk persons. If sll persons chose plans priced at the
expected value of their claims, the risk-sharing inherent in group insurance

plans would be eliminated.
\
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Eliminatins Raplover DReductions for Emplovee Benefite

Some of these distributional problems could be avoided in major tax reforwm
propossls that would include nonpension employee benefits in the tax base by
oliminating employer tax deductions for them. The value-added tax could have
this effect, depending on how it was designod, and some versions of the
consumption tax would provide for this.

Paced with such e provision, employers who now offer benefits would
probably cut them back and those who do not would probahly not institute
them. Some employers who offer benefits might eliminate them or continue to
offer them with full employes payment., Others might forego improving their
benefit packages, while still others might institute or increase employsc
contribu¢ions, deductibles, or copayments where appropriste. Employers are
alresdy working to reduce their benefit costs; including benefits in the tax
base would olearly sccelerate this process but at a social con.u

The greatest impact of proposals to eliminate employer doduotl.onuv for
benefits would probably be on those employees who are not now _oovu-od. Host
employces without benefit coverage tend to be in smaller firms and at lower
income levels. As small and new firms grow and become profitable, they are
more 1likely to incur the financial commitment involved in establishing
employee benefit plans. Removing the tax deductions for employee benefits
would probably make this commitment uneconomical.
gapping Eaploves Benefits as s Share of Totel Compensation

Another alternative that has received some attention in tax policy
debates--though not necessarily in the context of major tax reform--is
establishing & 1limit on the share of total compensation that can be provided

in the form of tax-favored u\tployu benefits. Benefits provided in excess of
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this amount would be subject to payroll tax, income tax, or both. Undv
nltosmuvo proposals, the csp could cover contributions for all benefits, or
pensions, welfare benefits, and so-cslled “fringe" benefits could all be
capped separately.

Such sn approach could raise its own set of proﬁm. yor example, an
employer with a mature, long~tenure work force could be put at a competitive
disadvantage compared with an employer with a younger work force, even if the
benefits in the two firme were identical. Furthermors, a cep could act as a
target that firms with less-generous benefit plans would feel compelled to
meet to maintain their competitive positions. \'rho offorts of such employers
to catch up cquld offset the effects on employers whose benefits ékceeded the
aap. Such a system could also be auu&m to implement for non-profit or
public-sector employers , neither of which pay business profit taxes.

Of the four slternatives that tax reformers have proposed, however, only
the national sales tax would offer employers and employees move flexibility
than the tax cap to choose among benefits and to choose the level of coverage
to be provided under major Sonoﬂu. Kstablishing & tax cap, however, would
point up the difference in the tax trestment of insurance provided under the
employer's auspices compared with the treatment of insursnce purchased by the
individual dicrectly. While persons without pension coversge can establish
IRAS on a tlx-pnurnd\buu. those without health or other insurance pay for
such protection with after-tax dollars. A tax cap combined with provisions
sllowing 4individusl purchases of insurance with before-tex dollars acould
mitigate the detrimental effects on oxpnnclon’ 95 coversge that could result

from taxing employer contributions for benefits.
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ai_Exclse Tax on Denefite
Rather than capping bdenefits as a share of co;wmntlon, it would be

possible to impose an excise tex on all tax-favored benefits, whatever their
level. This was proposed by the Tressury to this Committee in Testimony of
June 1983, This would svoid oreating s target benefit level for esployers to
reach. An excise tax, however, would have the same effect on benefits as
oliminating employer deductions for bdenefit contributions, Employers now
offering benefits would cut them back, while those without bdenefits would
probably not 4institute them. The only difference between the two options
would be in the tax-rates they would impose. If an exoise tax carried lower
rates than the corporste or business taxes the firm might be paying, then the
incentives to eliminate benefits would not be as strong.
A Yalue-Added or Naticnsl Sales Tax

Inetituting a nationsl seles tax or & vslue-added tax would not have the
same offeot as a tax levied specifically on benefits. Ani tax levied at the
point of sale or at different stages of production would be neutral between
wages and benefits as s form of compensation and thus would not ochange
nbloycr and esployee preferences.
SONCLUSIONS AND POLICY IMPLICATIONS

Basic tax reform appeals to a broad constituency. Current and projected
deficit levels pose a threat to the economy; it nay be thst only sweeping
changes in the tax structure will allow the federal government to raise
adequate revenues to eliminate this threat.

The basic tex reform movement ie motivated in part by the erosion of the
inooms tax base due to the proliferation of both business ond ugtmm tax

proeferences. As the Congress procesds with these discussions, it will be
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confronted with representatives of slmost every special interest that benefits
from the 106 provisions in the code that lesd to tax expenditures, and whose
eliminstion could hurt the pockethooks of these interest groups. One group
will probably not be represented in thero discussions, however. The sverage
working person, who takes for granted the health, pension, and insursnce
benefits provided in his or her compensation packege, almost surely does not
think of employes benefits as a tax loophols.

The Congress, however, is chasrged with taking a perspective on these
lssues that transcends the concerns of special interest groups. In
particular, it 4is essential that major tax reform debates look beyond
revenue-raising considerations alone and examine the brosder economic
implications of eliminating incentives now built into the tax code.

Many of these incentives were designed to further socisl and ;cononlc
goals that could not be efficiently pursued through the oxpondltu;a side of
the budget. The elimination of these incentives in the name of short-tern
budget goals could lead to much higher &oll:l for the federal government in the
future. When compared with the costs of assuring economic security through
direct federal spending, tax incentives for employee benefits may turn out to
.be & bargain. Por example, according to Department of Commerce data,
uployor-bsud'ponuom now provide over half as much retirement income as the

gocial Security pro;ru.“

If employer pensions were eliminated and Socisl
Security benefits wers to be increased by 350 percent, the deficit projected in
the President's budget proposal would have been aslmost 60 percent higher.
Could the economy sustain such an increase?

Tax incentives for health ' insurance ralse similec issues. Tax

exponditures attridbuted to the tax exemption of mp.loyor' contributions to
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heslth insursnce were estimated at $17.6 bdillion in 1904.13 This may be a
relatively low price for society to pay for a system of heslth insurance that
nay p‘w a8 much as $90 billion in benefits in 1984 and serves more than 60
percent of the populstion. In 1984, by comparison, federsl spending for
Hedicare is expected to totsl $62.2 billion dollsrs; federal-state spending

for Medicaid 1is estimated at $37.8 Mn.lcm.M

Together, these public
programs finance hesith ocare services for only about 1f) pﬁtctnt of the
population. \

In eny revisions of the tax treatment of employee benefits, several
sonsiderations should be proulnoni. Pirst - distributionsl impact - the
middle-income worker will be the major victim of any such changes. 8Second -
progressivity desired - some treatments would be more regressive than others.
In particular, including benefit contributions in tiu individusl's adjusted
gross income is the option that would most disrupt the arrsngements now used
for \proviun; benefits and could also result in the most regressive
redistribution of tax liability snd benefit coversge. Third - trensition -
would create significant reductions in public welfsre and would exscerbate
intergenerational tensions. Fourth ~ simplification -~ taxing benefits would
actually be more complex than the current system. Pinally, the potentisl
rovenue gains from taxing benefits should be compared with additionsl demands
that could rcesult on the expenditure side of the budget. Once such
comparison is made, the tax code could y:\'m to be a very efficient means of

encouraging private provision for individusl economic security.
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1  woyr Complex Tax Laws: Can They Be Reformed?" U,8. News and World
Bapogk, July 30, 1984.

2 This total includes Socisl Security contributions; unemployment
insurance; workmen's compensation; private pensions end profit-sharing plans;
foderal, state and local government employee retirement plsns; group heslth
insurance, group 1ife insurance; and supplezentsl unemployment benefits.

3 Unpublished EBRI estimate.

4 por further detail on these estimstes, see Sophie M. Korozyk,
fSacucity and Tax Policy (Washington, D.C.: BBRI, forthcoming), Chspter IV.

5 BRI ocaloulations based on U.8 Congress, Oongressional Budget Office,
nxtum_ih._mdmm_mnm_xu (Washington, D.C.: U.8.Government Printing
0ffice, 1983), Table 9.

6 Alternative tax systems would require detailed judgments about the
treatment of various sources and uses of income. Both would also create some
formidable implementation and transition probiems. These problems and issues
are treated in detail elsewhers. PYor s discussion of employer pensions in
basic tax reform, see Sophie Korezyk,

(Washington,. D.C.: RBRI, forthocoming) and "Basic Tax Reform: Implicatlions for
Bmployee Benefits,” EBRI Isgue Brief no. 28, March, 1984, Por a wide-ranging
discussion of theoreticsl end practical issues in basic tax reform, see Dallas
L. 8alisbury, ed., Why Zax Emploves Benefitst (Washington, D.C.: EBRI, 1984).

7 This srgument is advanced in Robert E. Hall and Alvin Rabushks, Low TaX.
Simple Tax. Flat Tax (Wew York: McGraw-Hill Company, 1983), p. 90.

8 In smaller plans, the cost of providing health insurance for the marginal
employes is based on the aversge costs of insuring the insured population of
that community. In larger plans, the cost of insuring the marginal employee
is based on the aversge cost of insuring the population represented by that
employer's work force. While these two methods would be likely to yield
different insurance costs for any given employee, under either method the cost
of insuring that employee does not represent the cost of that employee's
oxpected claims.

% Dpeborah J. Chollet, - :
(Washington, D.C.: Employee Benefit Research
Institute, 1984), p. 94, An BBRI simulation of private health insurance
suggests that 36 to 87 percent of all covered workers with 1979 family income
less then $15,000 would not have purchased private health insurance, if an
employer had not offered and contributed to their health insurance plan.



106 '
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"Controlling the Cost of Health Care: Recent Trends in Employee Health Plan
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while private-sector and federal, stste, and local government retirement plan
benefits were $73.2 billlon, '

13 pudset of the V.8, dovernment. Fiscal Xear 1983, Specisl Analysis a,

14 peborsh J. Chollet, "Assuring EKconomic Security for Workers: Health,
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AEPENDIX )

Por legislative policy assessment purposes benefite can be classified into at
least nine categories:

1. legally required benefits (including employer contributions to
Social Security, Medicare, wunemployment insurance and workers'
compensation insurance);

2, discrationary benefits that are fully taxable (primarily, payment
for time not worked);

3. discretionary benefits that lnsure the employee against financial
risks and are tax exempt (including employer contributions to
health, life, and disability insurance plans);

4, discretionary benefits that help the employee meet special needs and
are tax exempt (including employer contributions to child care and
legal plans);

5. discretionary benefits that have traditionally been called fringes
and are intended to meet employer needs and are tax exemp:
(including employer provision of purchase discounts, Jjob site
cafeterias, special bonugses and awards, van pools, clubs, and
parking);

6. discretionary ‘'reimbursement account” benefit programs that have
been legally allowed since 1978 which allow employees to have
reimbursement accounta--funded by the employer or through salary
reduction--to pay expenses that fall into “statutory benefit" areas
and are tax exempt (including health care reimbursement, child care
reimbursement, etc.);

7. discretionary benefits that provide retirement income as a stream of
payments and for which taxes are deferred until benefits are
received (including employer contributions to defined benefit
pension plans and to defined contribution plans which require
payment in the form of an annuity);

8. discretionary benefits that provide for the deferral of salary until
termination of employment, generally pay benefits as a lump sum, and
for which taxes are deferred until benefits are received (including
contributions to some profit sharing plans, to money purchase plans
and ESUP8); and

9. discretionary benefits that provide for the deferral of salary until
special needs arise (loans and hardship), or until termination of
employment, generally pay benefits as a lump sum, and for which
taxes are deferred wuntil ©benefits are received (including
contributions to some profit sharing plans, thrift-savings plans,
and salary reduction plansg).

During & timq when there are no apparent 1limits on direct federal
expenditures, or on "tax incentives," analysis may not need to focus on the
diversity of employee benefits. During a time of apparent Llimitations,
however, when priorities must be decided upon, careful analysis is required of
each employee benefit: why each employee benefit exists.

* Taken from a statement on EMPLOYEE BENEFITS AND ECONOMIC SECURITY by Dallas
L. Salisbury before the United States Senate Finance Committee Subcommittee on
Taxation and Debt Management hearing on Employee Fringe Benefits, July 26, 27,
and 30, 1984.
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STATEMENT OF F. STUART TEMPLETON, PAST CHAIRMAN,
AMERICAN SUPPLY ASSOCIATION, WASHINGTON, DC

Senator DANFORTH. Mr. Templeton.

Mr. TEMPLETON. Mr. Chairman, thank f'ou for this opportunity to
testify on behalf of the American Supply Association. I'm Stuart
Templeton, immediate past chairman of the board of ASA and am
zIa plumbing, heating, cooling, piping wholesaler from Des Moines,

Our complaints on the present system of taxation are centered
-on the following: Complexity, uncertainty, inequality, unworkabil-
itly, and counterproductivity. The Tax Code is extraordinarily com-
plex, esgeeially for medium-sized small businesses like ours. Com-
glexity as in turn, bred uncertainty. Decisions are based on proba-

ility of success in defending our interpretation against IRS.

Inequality between taxpayers and between industries abound.
The premise that the Tax Code is the tool for stimulating selected
segments of the economy has contributed to this phenomenon.
Many sections of the Tax Code are unworkable from a practical
point of view. LIFO, for example, is not practical for small busi-
nesses such as ours for no better reason than it is too complicated.

Finally, there is much about our tax laws that are backwards.
Business decisions are far too often driven by potential constraints
or advantages in the Tax Code rather than by sound economic mar-
ketplace judgments.

ASA is very concerned that your apﬁroach in the future must be
conducted with an eye to preserving the recovering and expanding
economy. We hope that you will not consider chan%‘es that present
risks to the economic growth, such as increasing the net tax paid
by corporations and individuals.

The American Supply Association is glad that you are taking
this look at the direction on tax legislation in the future. We hope
that you will undertake genuine tax reform, not loophole closings,
revenue enhancements or tax increases, so that we can stake out a
more productive role for the Tax Code in our economy.

We admit that we are uneasy about some approaches and some
consequences. We are, indeed. But we are not afraid to embark on
this course and praise, you, Mr. Chairman, and this committee for
your vigion in doing so.

Thank you.

Senator DANFORTH. Thank you, sir.

[The prepared written statement of Mr. Templeton follows:]
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PREPARED STATEMENT OF F. STUART TEMPLETON, AMERICAN SUPPLY ASSOCIATION

Mr. Chairman: Thank you for this opportunity to testify on behalf of
the American Supply Associatfon. I am F. Stuart Templeton, immediate past
Chatrman of the Board of ASA and a plumbing-heating-cooling-piping whole-
saler from Des Moines, lowa. The American Supply Association 1is my
national assocfation, representing almost 4,000 p-h-c-p wholesalers from
almost every State in the Union. ASA has been active in Washington for the
past three years, partly so that we could respond to legislat;ion that
directly affects the conduct of our businesses on a day-to-day basis, and
partly so that we can represent the views of my fellow wholesalers in
shaping the direction of government in its relationship with the private
sactor. That 1s why it is particularly fmportant for us to testify here
today - the direction that you, Mr. Chairman, take our tax laws 1is among
the most crucial decisfons that you ‘will make for the future of my busi-

ness.

Let me tell yo):: more about ASA businesses in such a way that will
outline our concerns about the tax code as it exists today. The American
Supply Association 1s comprised primarily of family-owned, small businesses
that often pass within the family to the succeeding yeneration. As
distributors of plumbing-heating-cooling-piping products, our future rests
with the prosperity of the housing and construction {industries -- an
expanding, recovering market (as now exists) is good for business. Today
we are"‘é?fj?}hg modest pros':per'lty after having suffered greater hardship
than many during the recession that we've recently e);perienced. At the
same time however, our markets have become increasingly competitive: with

new competitors replacing old competitors, with traditional wholesaling

40-774 0 - 85 - 8
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changing to meet the challenges of new retailer and manufacturer practices,
and #1th new entities entering the marketplace. We must adapt quickly,
market more effectively and manage our businesses more efficiently than
ever before. Our businesses are highly labor-intensive, as opposed to
capital-intensive, and of course as wholesaler-distributors, substantial
{nventory is the very essence of our business.

How do we evaluate the present system of taxation? Our complaints
center on the following: complexity, uncertainty, inequality, unworkabi-
" 11ty and counter-productivity.

°The tax code is extraordinarily complex, especially for medium-sized
small businesses 1ike ours. Passing over the fact that competent tax
advice is extremely expensive, even qualified tax advisors cannot in too
many instances, know the code well enough to assist us in making solid
business decisfons. It is an almost hackneyed conclusion that taxes have
become so complicated that only a few understand them,

°Complexity has in turn bred uncertainty. -Decisions are based on pro-
babil1ty of success in defending your interpretation against the IRS. This
has necessarily created an adversarial relationship between taxpayers and
tax enforcers. Not only, then, may a section of the tax code be so complex
that it defies clear-cut resolution and easy decisionmaking, but there is
also the anxiety of deductions honestly taken resulting in costly audits
and penalties.,

°Inequality between taxpayers and between industries abounds. The pre-

mise that the tax code is a tool for stimulating selected segments of the



11

economy has contributed mightily to this phenomenon. While there may have
existed some rational basis for these distinctions at some point in time,
the tax laws are a compilation of these decisions made over many years,
Provisions become dated yet continue to exist, frozen into law by the poli-
tical strength of their recipients. As wholesaler dlistributors. we are
more than acutely aware, for example, of a system skewed towards capital-
{ntensive businesses compared to those that revolve around labor and inven-
tory.

°Many sections of the tax code are unworkable from a practical point of
view. Ffor p-h-cep wholesalers, LIFO s a case in point., LIFO {s not prac-
tical for small businesses such as ours for no better reason than that it
{s too complicated, While LIFQ is the preferred method of accounting for
inventory items, only 2.5% of all wholesalers and 1.5% percent of all
retailers used LIFO in 1978 - a period of lighter inflation than we have
today.

°Finally, there is much about our tax laws that 1s backward: business
decisions are far too often driven by potential constraints or advantages
in the tax code rather than by sound economic, marketplace judgements, Our
tax system is anathema to the free market system, often"preserving outdated
methods of doing business long past their time. It represents the most
significant role tﬁat government takes in our day-to-d;y busfness opera-
tions and it ought to be understood that it is another form of unproductive
government regulation.

Our objectives for change are complicated by the very delicate balance

\

i
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that the tax laws hold over the economy. We know, however, quite clearly
that we want tax ireform efforts targetted towards simplification, cer-
tainty;‘ greater equality, workability and rationality. These should be the
objactives of "tax reform”. In recent years, “reform" has been little more
than a euphemism for a tax increase or loophole closing. Ignoring for a
moment our own opposition to tax 1increases, Congress must realize that
these are short-tem goals. The public has clamored for decades for real
reform and that should be your target.

We would be less than candid if we sat before you today and claimed not
to have our own short-term agenda, American Supply Association members
want the code to assist in the preservation and perpetuation of small,
family owned businesses, both through the income tax law and the gift and
estate tax code. ASA would like to see the elimination of double-taxation,
especially for smaller. companies where the same income generat\ing activi-
ties - the same 14 hour day - results in a tax at the corporate level and
then at the personal level. ASA would 1ike to see a major effort directed
towards simplifying inventory accounting methods so that they can be used
as they were intended. And, the American Supply Association would 1ike to
see you bring the tax treatment of labor-intensive industries more into
1ine with the treatment of capital-intensive industries.

But, we are concerned most about broader issues. ASA is very concerned
that your approach in the futurel‘ must be conducted with an eye to pre-
serving the recovery and expanding the economy. We hope that you will not

consider changes that present risk to economic growth, such as increasing
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the net tax paid by corporations and individuals. The “flat tax", for
example, 1n 11ght of the many things we have said here today, has great
appeal to many ASA members. It removes a great deal of government
influence over private sector spending and tests the free-market approach
that we conservatives have pushed for years. It's simple and fair and it's
enforceable, eliminating the opportunity for tax manipulators to hide amid
a labyrinth of tax deductions, credits and exemptions. VYet, it makes us
uneasy too. The flat tax wipes off the board years of intricate, perhaps
artificial, economic relationships. That destabilization could have drama-
tic effects on our economy. And, we are concerned that such a tax might
become the natural prelude to tax increases. In short, for all that the
flat tax promises, it makes us as businessmen highly vulnerable to forces
not to our 11k1ng.

The American Supply Association 1s glad that you are taking this look
at the direction of tax legislation in the future. We think that it f{is
time to take this long-range view, if only to give perspective to the tasks
at hand immediately before us. We hope you will undertake genuine tax
reform -- not ldophole closings, revenue enhancements or tax fincreases --
so that we can stake out a more productive role for the tax code in our
economy.

We have said that we were uneasy about some approaches and some con-
sequences. We are. But, we are not afraid to embark on this course and

praise you, Mr, Chairman, for your vision in doing so.
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Senator DANFORTH. Mr. Templeton, you said in your testimony
that you support genuine tax reform and you don’t think that
should be confused with, among other things, loophole closing. Do
you mean by that loophole closing in the sense of weeding out a
yvlggle host of specific loopholes and one at a time doesn’t do the
jo

Mr. TEmMPLETON. Well, there aren’t many loopholes in my par-
ticular industry as far as myself or the fellow wholesalers that I
represent. I know that there may be some perhaps.

nator DANFORTH. One thing that we have tried to do in both
1982 and this year in the Congress is to try to raise revenue by
base broadening. And by that we have made a very specific effort
to try to go through the Internal Revenue Code and find as many
items as we can that would pick up a few hundred million dollars
maybe, and hope that that would add up to real money. And I
think a lot of us feel now that that is pretty tough yardage. That
we end up with a very long bill. This past bill was something like
1,300 pages long. And we end up having a lot of results that we
really don’t understand because it is so complex,

And I was just wondering if that is what you were concerned
about in the standard approach to loophole closing. That is, that
instead of finding a thousand and one loopholes to close, maybe we
should fo back to the beginning and really, in effect, rewrite the
Internal Revenue Code.

Mr. TeMPLETON. Loophole closing isn’t our biggest concern, espe-
cially out in Iowa and being conpected to housing for the last 3
years. We are just trying to survive if we can.

Senator DANFORTH. Yes.

Mr. TEMPLETON. And f‘]ust interpreting the tax laws. It seems to
me that I'm talking with my attorney or my friend the banker or
someone like that more than running my own business. I'm so con-
cerned about a violation of some sort that I'm not getting the mis-
sion done that I should be doing with my business.

Senator DANFORTH. You think it's a diversion of your attention
to try to keep track of everything in the Internal Revenue Code?

Mr. TEMPLETON. I don’t dare not do everything right. I do spend
an awful lot of time, as do my company and my people, making
sure we are interpreting the law correctly. The majority of our sup-

liers have not taken advantage of the LIFO inventory situation.

hey don’t understand it. It's complex. These are very small busi-
nesses that I'm talking about. They average $3 or ?:1 million in
sales. They are mom and pop operations. Maybe 15 employees. So
th_eg' just don’t have a lot of time to take away from surviving, as I
said.

Senator DANFORTH. Senator Long.

Senator LoNG. No questions.

Senator DANFORTH. Senator Packwood.

Senator PAckwoop. No questions.

. Senator DANFORTH. Gentlemen, thank you very much for being

ere. ,

Senator DANFORTH. Finally we have Mr. Shapiro and Mr. Dil-
dine. Mr. Shapiro is the national director for tax policy of Price
Waterhouse.
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Mr. Shapiro, I understand this is your first return to the Finance
Committee since you left the job as the Director of the Joint Com-
mittee on Taxation a few years ago. And you did an excellent job
{;or 1:he Congress in that role, and we are delighted to have you

ack. )

STATEMENT OF BERNARD M. SHAPIRO, NATIONAL DIRECTOR
FOR TAX POLICY, PRICE WATERHOUSE, WASHINGTON, DC, AC-
COMPANIED BY LARRY L. DILDINE

Mr. Suariro. Thank you very much, Senator Danforth. It cer-
tainly is a pleasure to return to the Congress. It reminds me of the
days when I was here. It has been 4 years since I have left, and I
miss it. Considering what you have done in the last several years,
however, I think it was the right decision, but I do miss a lot of the
activity. [Laughter.]

It certainly is a pleasure to be here, and I appreciate the oppor-
tunity to be able to come and present the views of Price Water-
house before you.

As indicated, I am the national director for tax policy for Price
Waterhouse. Accompanying me is Larry Dildine, who is the direc-
tor for tax economics for Price Waterhouse, and who was the
Deputy Director for the Treasury Department, Office of Tax Analy-
sis prior to joining Price Waterhouse.

e feel that our long-term service in Government, with my expe-
rience on a congressional staff and Larry’s experience at the Treas-
ury Department, gives us a feel for some of the concerns that you
are facing in the review of tax reform and simplification.

We are prepared to present you a summary statement, which is
rather brief, and an outline, which takes into account various
issues that you need to explore for simplification. We thought an
outline was an appropriate format for you to focus on.

Several exhibits are attached to the outline, which I will be sum-
marizing. These may help give you a better feel for the structure of
our tax system as you explore the opportunities for tax simplifica-
tion and reform. ‘

Our principal mess%fe is that any proposal adopted by the Con-
gress, whether it is a flat tax, consumption tax, or other simplifica-
tion measures will still leave a substantial volume of the code, and .
much complexity will remain in the system. There is no way to
avoid this problem. And yet, we wholeheartedly endorse simplifica-
tion of our tax system, and we believe that it is time for the com-
mittee to review it, It is just not an easy task. We feel, however,
that the Congress should not be left with the opinion that any tyYe
of a simplified structure, flat tax, consumption tax, et cetera, would
result in a very simple system for all taxpayers. That just would
not occur.

We have put together a booklet, entitled “Alternative Federal
Tax SKstems,” which was submitted to each one of you when we
published it. It was sent to your offices. It is an analysis of the four
alternatives—the flat tax, a consumption tax, a value-added tax,
and a national retail sales tax. It provides a brief description, some
examples, and the pros and cons of each proposal. The booklet was
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grepared by Larry Dildine and his economic staff at Price Water-
ouse,

Senator LoNG. May I ask for a copy of that?

Mr. Suapriro. We have a number of copies.

Senator LoNG. I don’t have a copy, and I have been asking for
one.

Mr. SuAPIro. As I indicated, those were submitted to your offices
a while back.

ff§en"ator LoNnag. You know what happens when it goes to the
office?

Mr. SHAPIRO. I remember.

Senator Long. Sometimes you see it, sometimes you don't.

Mr. SHAPIRO. I would now like to summarize the outline which is
attached to your materials we submitted. It follows the summary
statement. I think that a discussion of the outline may be a helpful
way to approach our presentation and the way we would like to
present it to you.

The first part in Roman numeral one is the tax policy goals.
These are the three objectives we sometimes affectionately refer to
as the “holy trinity.” Equity, simplicity, and economic efficiency.
Everyone seems to focus on those criteria for the tax system.

When we talk about fairness in the tax system, I think it should
be made clearly that fairness means two basic things. On the one
hand, it means that taxpayers feel that the tax system should be
fair to them, which means that they should pay their fair share. At
the same time, fairness means that there should not be the percep-
tion that higher income individuals—for example; are not paying
their fair share. Thus, when the tax system provides benefits to
low- and middle-class taxpai;ers to ensure fairness for them, at the
same time, there must be the perception that the tax is to be fair
to all. Consequently, the Congress makes a number of changes both
for and against taxpayers to provide fairness into the system.

It is important to point out that, a fair tax would not be a simple
tax, and a simple tax would not be a fair tax. One of the reasons
that we have complexity is the effort to provide fairness.

We really end up with tradeoffs. Trading off fairness and simplic-
ity in order to provide the appropriate objectives that Congress
tries to measure for our tax system.

In the case of individuals, as you can see in C-1 in the outline,
the two basic objectives should be equity and simplification. Effi-
ciency is not as important in the taxation of the average wage
earner.

On the other hand, in the case of businesses, the Congress should
look at equity and economic efficiency. Simplicity is not as much of
a major concern for most businesses use of the nature of those
businesses, and the need to keep their records for business pur-
E?:ses. Thus, simplicity is a secondary issue for most businesses.

onomic efficiency and equity are more important. .

Or. the bottom of the outline, we look at the present tax syste
and current tax policy. Tax poficy looks at the purpose of our tax
system, which is to raise the appropriate revenues to finance our

overnment. And yet when we look at the tax system, we look at
the fact that our tax system has been used for a number of objec-
tives. The tax system has focused on economic, energy, health, wel-
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fare, international trade, and social objectives to provide either
fairness or the appropriate incentives. Our tax structure has solved
from a blend of various economic, political, and social objectives. In
a sense, this process narrows the tax base. At the same time, the
tax system is providing the objectives and goals the Congress has
wanted to accomplish.

Next, we focus on point No. 2 on page 2. Recently, current tax
%)licy has been focused more on economic and political pressures.

e Congress had had both time pressures and budgetary re-
straints, And the Congress had to focus on tax law %ﬁ a piecemeal
approach, instead of in a comprehensive fashion. This piecemcal
approach has been a major problem the last several years. The
pressures that have been placed upon you have encouraged you to
make a number of these piecemeal changes in trying to raise reve-
nue, and at the same time trying to provide equity, by dealing with
loopholes, abuses, and other aspects of our tax structure.

Larry Dildine is now going to focus on some of the components of
our current tax system. We are going to switch off to try to make
an appropriate presentation from a policy and economic perspec-
tive for you.

‘ l[;I‘he]prepa;'ed written statements of Mr. Shapiro and Mr. Dildine
ollow:
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OUTLINE OF TESTIMONY PRESENTED BY
BERNARD M. SHAPIRO AND LARRY L. DILDINE
ON BEHALF OF PRICE WATERHOUSE
BEFORE THE SENATE FINANCE COMMITTEE

September 11, 1984

1. WHAT ARE TAX POLICY GOALS?

A,

c‘

Tax policy must be tested against the objectives of
equity, simplicity, and economic efficiency, but cannot
meet all three criteria in each situation

1. A falr tax would not be simple
2. A simple tax would not be fair

Congressional tax-writers cannot ignore the three
objectives, but must make certain trade-offs to further
other social or economic goals

Emphasis on the three criteria depend on which type of
taxpayer is under consideration

1. For individuals, the most important considerations
are equity and simplicity; efficiency is less of
an issue in the taxation of wage-earners

2. For businesses, the most important criteria are
ezuicy and a tax policy that promotes economic
e ftclencg; simplicicy is not as important a
criteria because of the specific activities of
most businesses and the necessary record-keeping
which has required the appropriate internal and
external mechanisms to deal with the complexity of
the tax Code in their particular situations

I1. THE PRESENT TAX SYSTEM

A.

The purpose of the tax system is to distribute the
costs and burdens of funding the Government and servic-
ing the Federal debt

1. The tax system is designed to provide the neces-
sary revenues

a. The broader the tax base, the lower the rates
necessary to provide the revenue needed to
fund the Government
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b. Narrowing of the tax base through exemptions,
exclusions, deductions, and credits has been
done to encourage activities (social, eco-
nouic, goltcica , energy, trade, etc.) en=-
dorsed by Congress ‘

¢. Most past efforts to provide equity in the
system have concentrated on dealing with the
bage of the income tax by reviewin% exemp-
tions, exclusions, and deductions for parti-
cular types of activities or classes of tax-
gayers, and have resulted in a system with an
ncome tax base that ie much less than total
income with correspondingly higher rates

2. Current tax policy increasingly is the result of
economic and political pressures

a. The budset/teconclliaclon process  each year
since 1981 has required the tax-writing
committees to raise additional revenues to
moderate deficits. In contrast to past
experience, the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA) and the
Deficit Reduction Act of 1984 primarily used
expansion of the tax base to increase
revenues

b, These reform efforts have been legislated in
short time periods, and have been forced to
deal n piecemeal, rather than comprehensive,
fagshion with the tax Code

B. Components of the current tax system

1. The two main components of the tax system are the
tax bage and the tax rates

a. Rates -- one rate on all income would provide
simplicity, while graduated rates with cer-
tain credits provide equity

b. Bage -- a broad base provides simplicity,
wWhile certain exclusions, exemptions, and
deductions provide equity ’
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2, The current tax syétem provides three principal
types of taxes

a, The income tax (progressive rates on most
gources of -income

b. The payroll tax (flat rate on income from
wages and salaries

C. Excise taxes (consumption taxes with various
rates on certain Items

There is a widespread perception that the current in-
come tax systew is unfair and unnecessarily complex

1. The grogreaaive income tax system was designed to
require that those with higher incomes pay a
higher percentage of their income in taxes

2, Deductions, credits, exclusiona, and exemptions
were added to encourage certain social and
economic objectives rather than to raise taxes
and, in some cases, to balance the relative tax
burdens among different classes of individual
taxpayers and different types of business tax-
payers

3. Prohibitions and penalties on specific activities
were designed to discourage abusive or excessive
sheltering of income and to enforce compliance

4. Reasons for the perception of inequity and added’
complexity:

a., Offsetting tax incentives have led to a com-
plicated tax system designed to create
balance among businesses and individuals but
which fosters the perception that the tax
system favors certain classes of taxpayers
over others .

b. Tax incentives erode the tax base and thus
require higher tax rates, which lead to addi-
tional efforts to shelter income

C. The definitions of some deductions and
credits are ambiguous to many taxpayers and
thus create uncertainty and are subject to
abuse

i
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d. Rules do not apply uniformly based on the
legal "fiction" of entities

e. Recent reform efforts have added to increased
complexity of the tax code

D. The "flat" tax versus the progressive income tax under
the current systea

'.
2.

The payroll tax is a form of the "flat" tax

Comparison of the current income tax system to the
payroll tax system

a, The income tax applies to income from all
sources but has a number of exceptions, while
the gayroll tax has few adjustments but is
applied only against wages and salaries

b. The income tax is complex, while the payroll
tax ia simple

c. While it would be possible to increase
revenue by simply increasing the payroll tax
and earmarking additional revenue to a
separate account or the general fund to lower
deficits, such an approach may not be
desirable for tax and social policy reasons
because it is regressive and would tend to
increase the perception of unfairness

E. Current proposals for simplification

L

Most of the "flat” tax proposals do not provide a
single tax rate and wourd continue some of the
credits, deductions, exclusions, and exemptions
under current law

There is a general perception that if Congress
explores the "flat" tax proposals it would be
extremely difficult to broaden the base to the
extent proposed in those bills because of equity
considerations, incentives for certain activities,
and the strong political support for certain
credits, deductions, exclusions, and exemptions



122

F. Taxable entities require specific review and analysis

1.

Individuals
a. Wage-~earning individuals
b. Individuals with investment income
i. Investment for profits
ii. Investment for sheltering of income
c. Individuals with business income
d, Items for individuals ~-- deductions, credits,

exclusions, and exemptions
. Itemized vs. nonitémized deductions

i1i. Items which foster social or economic
goals, e.g., the charitable deduction,
the mortgage interest deduction, the
medical expense deduction

iii. Politically motivated, e.g., the deduc-
tion for state and local taxes which
makes it easier for state and local
governments to raise revenue

Business entities

a.
b.
¢,

d.

Sole progrtetorshlps
Partnerships
Subchapter § corporations

Corporations

i. Domestic non-financial corporations

i{, Multinational non-financial corporations

iii. Financial entities (banks, thrift insti-
tutions, insurance companies, regulated
investment companies, and real estate
investment trusts)

Items for businesses

i. Deductions for ordinary and necessary
business expenses

ii. Items which foster social, economic,
etc. goals ~- the deduction tor pension
and profit-sharing plans, intangible
drilling costs, the research and experi-
mentation credit, etc.

Miscellaneous entities

a.
b.

c.
d.

Tax-exempt organization:
Cooperatives

Trusts and estates
Others
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H.,

Tax

2.

3.

4,
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Code considerations

Most current reform and simplification Rroposale
deal only with Subchapters A and B of Chapter 1 of
Subtitle A of the tax Code (Attachment A)

Congress still will be faced with deciding whether
to review Subchapters C through U of Chapter 1 of
Subtitle A, as well as the remaining Subtitles,
which will still leave substantial volume and
complexity in the Code

Provisions that are detailed and ma{ appear com-
plicated could instead provide simplicity by being
80 specific that taxpayers clearly know what is or
is not allowed

Forms (Attachments B and D)

a. 1040E2
b. 10404
c. 1040

d. Special schedules, worksheets, etc.

Statistics (reflects figures for 1983 tax returns filed
through April 1984)

l.
2.
3.

Percentage of filers who use Form 1040EZ -~ 17.1%

Percentage of filers who use Form 1040A -~ 21,1

Percentage of filers who use Form 1040 ~-- 61.8

a., Those who itemize -« 57.4 percent of those
who file Form 1040 (35.5 percent of all tax-
payers)

b. Those who would not itemize except for home
ownership -« 26.2 percent of itemizers

Attachment (C) showing

a. The percentage of all individual taxpayers
who used each line of the Form 1040 in 1981

b. The percentage of Form 1040 filers who used
each form and schedule in 1981
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Desirability of an additional tax mechanism

1. Simplification/reform efforts in general concen-
trate on revenue neutrality

2. Deticit pressures are likely to reguire Congress
cg raise additional revenues in 1985 and there-
after

3, Revenue-neutral tax reform may require that
Congress find additional revenue from an alter-
native source, such as a value-added tax or a
national sales tax

a, A new tax would add complexity (a new Sub-
title) to an already complex tax code

b. A value-added tax or a national sales tax
would add a substantial administrative burden

4. The tax-writing committees and Congress must de-
termine whether the additional complexity and
burdens on business and individuals would be worth
the revenue from a new tax
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A, Undertake
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a systematic review of the income tax without

revenue considerations or a deadline

1. Method of conducting the review

a.

bl

The review would be led by the tax-writing
committees and their staffs

The committees could solicit advice and sup-
port from the Administration, tax practition-
ers, academia, and business and community
leaders

2, Purpose of the review

a.

b.

To develop a balanced legislative package
(not just a study)

To build support among the public and busi-
ness

3. Initial goals of a legislative package

a.

b.

é.
dt

Approximately revenue-neutral

Same relative burdens by income class (i.e.,
continued grogresaivicy of the rate struc-
ture) and between individuals and businesses
Simpler for individuals

Fairer for all groups

Less intrusion in business decisions

4, Develop legislation in a number of stages

40-774 0 -~ 85 - 9

The first stage focuses on a broad group of
taxpayers

There are somewhat different objectives tor
each group

Work primatilx on the tax base first, and
then adjust the rates
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Review of the form and structure of the tax Code

1. Undertake a systematic review of the forms to
tllusc;ace the complexities and concepts of the
tax Code

2, Undertake a systematic review of the structure of
the tax Code, particularly as it relates to the
concepts of )

a. Gross income

b. Above~-the-line deductions
¢, Adjusted gross income

d. Itemized deductions

Q. Taxable income

£, Tax credits

First stage ~-- Wage and salary earning households

1. This would include those individuals whose income
is made up almost entirely of wages, salaries, and
dividend and interest income

2. This is the largest segment of the population

3. Revise portions of Subchapters A and B -~ &
relatively small part of the Code

4, Focus on simplified filing and fairness queations

a, Some complications may be necessary for fair-

ness

i. The two-earner deduction for warried
couples

ii. Income averaging for fluctuating incomes
and the special 10-year averaging pro-
visions

iii. Deductions for extraordinary medical
expenses and casualty losses

b. Some aspects of fairness add complexity
i. Adding fringe benefits and other non-
waie compensation to the tax base
ii. Allowing individuals to compute the
sales deduction based on receipts rather
than using the sales tax tables
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Look for changes that are both simple and fair

a, The elimination of certain deductions and
credits would allow lower rates
b. Areas to consider:
i. Above-the~1line deductions
ii. Iltemized deductions
ii1. Credits

Consider limiting certain deductions that may be
ambiguous or subject to abuse

a, This is the source of much of the perception
of unfairness in the tax Code

b, Drawing "bright line" tests could give the
perception of greater fairness and end ambig-
uity among taxﬁayera

N Examples are charitable contributions of
property and certain employee business
expenses

Second stage -- Households with substantial investment
income

'0

2I

30

These would be individuals who in addition to
wages, salaries, and dividend and interest income
also have substantial additional investment income

This group is more likely to use the deductions,
credits, exclusions, and exemptions for sheltering
of their income through the following three ele-
ments of tax shelters -

a. Leverage 2use of borrowed money)
b, Deferral (accelerated deductions)
c. Conversion (ordinary income to capital gains)

Objectives for this review

a. Economic efficiency issues
i. Incentives for sav1n§ and innovation
fi. Use of scarce capita
iii. Unproductive tax shelters

b. Equity \issues
1. Differential treatment of equally pro-
ductive assets
ii. 'Relative tax burden on investment income
as compared to wages is perceived as
unfair to wage earners
iii. Sheltering of wage and salary income
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¢. Complexity is largely unavoidable
i. Income is not always in cash
i1, Transactions are often complicated

4. Examine the sheltering of income

a. Compare economic effectiveness with equity
objectives

b. Consider the treatment of intereet on both
sides of the transaction

5. Review the treatment of capital gains

a. The separate treatment of capital gains is a
major source of complexity in the tax Code

b. 1t is an important incentive for innovation
and risk-taking

C. The fairness question must take into account
the effects of inflation

d. The separate treatment of capital gains must
be balanced against the goal of lowering all
tax rates

6. Review the purpose and consequences of state and
local tax-exempt obligations

Third stage -- Nonfinancial businesses

1, This basically is the treatment of all business
income, but would not concentrate on Code Subchap~
ters which provide special treatment for certain
types of financial businesses (see below)

2, This review would examine the use by business of
deductions, exclusions, exemptions, and credits

3. Objectives of this review

a. kLeconomic efficiency
i. Reduce intrusion of taxes on business
decisions
ii. Avoid directing scarce capital to less
roductive uses
iii, Provide incentives where market incen=-
tives are insufficient
iv. Incentive provisions for certain indus-
tries or types of investment may cancel
each other out
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b. Fairness issues

i. There may be greatly different tax
burdens among competing businesses under
the current system

i1, There may be some unintended preferences
under the current system

iii{. Unreported income in the "underground
economy"

Possible solutions

a. Offer the business community a trade «- re-
Auctions in corporate tax rates and top indi-
vidual tax rates in return for including a
larger amount of business income in the tax
base and a re-examination of the business
credit structure

b, Reform Subchapter C to neutralize tax consid-
erations in reorganizations

¢, Explore ways to improve compliance for the
Porcion of the self-employment income in the
'underground economy"

d. Investigate further the expansion of eligi-
bility for Subchapter S, in lieu of integra-
tion or the use of a shareholder credit

Fourth stage -- Financial institutions and interna-
tional transactions

v 1 .

2.

3‘

This would include a review of the special rules
for financial institutions (including banks,
thrift institutions, insurance companies, and
regulated investment companies and real estate
inv:scmenc trusts), and for international trans-
actions

Examine the chanﬁing roles of these institutions
in financial markets and the extent that they
provide an intermediary function

The same criteria applied in E. above would be
applied to those institutions
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Fifth stage -- Rates, personal exemptions, and alterna-
tive revenue sources

1. Consider adjusting the personal exemptions

8.

b.
c.

To adjust for inflation since the last in-
crease

To reduce the number of taxpayers

To increase the tax-exempt level of income

2, 4djust individual tax rates

a,

b.
C.
d.

T? achieve unchanged distribution by income
class

To achieve revenue neutrality

To preserve prior agreements on trade-offs
To simplify the rate structure, if possible

3. Consider changing the revenue target

a,

b.

Further rate reductions may be desirable to
leave more taxpayers "who'e"

Greater revenue may be needed if spending
reductions and economic growth are insutfic-
ient to close the budget deficit

4. Compare the income tax to alternatives as a sup-
plementary revenue source

- )

b.
c,

d.

e.

The principal alternative is a value-added
tax (VAT)

VAT would add an entirely new Code subtitle
VAT is a tax on consumption, and probably
would re%uire many exceptions for fairness
Would VAT provide a fairer tax base than a
reformed income tax base?

There are important political considerations:
can the income tax be reformed without
promised rate reductions?

5. Adjust the income tax rates or add a VAT to
achieve the revenue target

Sixth stage -- Additional simplification/reform stages

1. Tax-exempt and tax~-favored organizations -- Sub-
chapters F, T, and U
2, Estates and trusts =-- Subchapter J
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1V. REVIEW OF QUESTIONS POSED IN THE COMMITTEE ON FINANCE PRESS
RELEASE

A. Distributional impact of base broadening/rate reduction
1. The distributional impact by income class need not
be altered significantly when the rates are
adjusted appropriately

2. Relief for families and low-income individuals
could be provided by an increased exemption

3. A VAT to make up any revenue shortfall would re-
duce the progressivity of the overall system

B. Degree of progressivity

1. This should not just be a by-product of base
broadening

2, This is a strictly political determination

3. The overall degree of progressivity need not be
affected

C. Transition problems

1, Most can be solved by "grandfathering,” or a
phase-in of new provisions

2. Congress could avoid applying large changes to
existing assets

3. A VAT usually ignores transition, it could have
major imPac:s by type of business, and it is not
easy to 'grandfather"”

D. Simplification tor individuals and corporations

1. it i{s more teasible for individuals without major
investment or business income

2. Investment and business income requires complex
record-keeping, but tax planning can be reduced

E. Taxation without regard to form of business organiza-
tion

1. Consider expanding the availability of Subchapter S

2, This 18 an objeczive in Subchapter C reform



CHAPTER 1.
CHAPTER 2.
CHAPTER 3.
CHAPTER 4.
CHAPTER S,
CHAPTER 6.
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ATTACHMENT A

INTERNAL REVENUE TITLE

Income taxes,

Estate and gift taxes.

Employment taxes.

Miscellaneous excise Laxes,

Alcohol, tobacco, and certain other excise taxes. -
Procedure and administration.

The Joint Committee on Taxation.

Finafcing of presidential election campaigns.
Trust Fund Code.

Subtitle A~Income Taxes

Normal taxes and surtazes.

Tax on self-employment income.

Withholding of tax on nonresident aliens and foreign corporations.

Rules applicable to recovery of excessive profits on government contracts.
-+ Tax on transfers to avoid income tax.

Consolidated returns.

CHAPTER 1—NORMAL TAXES AND SURTAXES

SUBCHAPTER A.
SUBCHAPTER B.
SUBCHAPTER C.

SUBCHAPTER D.

SUBCHAPTER E.
SUBCHAPTER F.

SUBCHAPTER G.
SUBCHAPTER H.

SUBCHAPTER 1.
SUBCHAPTER J.

SUBCHAPTER K.

SUBCHAPTER L.

SUBCHAPTER M.
SUBCHAPTER N.

Determination of tax lisbility.

Computation of taxable income.

Corporate distributions and adjustments.

Deferred compensation, etc.

Accounting periods and methods of accounting.

Exempt organizations.

Corporations used (o avaid income tax on shareholders.
Banking institutions.

Natursl resources.

Estates, trusts, beneficiaries, and decedents.

Partners and partnerships.

Insurance compenies.

Regulated investment companies and real estate investment trusts.
‘Tax based on income from sources within or without the United States.
Gain or loss on disposition of property.

Capital gains and losses.

Readjustment of tax between years and special limitations.
Tax treatment of S corporations and their shareholders.
Cooperatives and their patrons.

General stock ownership corporations.

Title I cases.
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Subchapter A—Determination of Tax Liability

Part 1. Tax on individuals.

Pant 11 Tax on corporations.

Part 111 Changes in rates during a taxable year.
Part IV. Credits against tax.

Pan V1. Minimum tax for tax preferences.

PART I—~TAX ON INDIVIDUALS
Sec 2 ;::"ini"d ial rul
Sec. 2. initions and special rules.
Sec. 3. Tax tables for individusls having Laxable income of less than $20,000.
Sec. §. Cross references relating 10 Lax on individuals.

PART II—-TAX ON CORPORATIONS

Sec. 11 Tax imposed.
Sec. 12, Cross references relating to tax on corporations.

PART III—-CHANGES IN RATES DURING A TAXABLE YEAR
Sec. 15. Effect of changes.

: PART IV—CREDITS AGAINST TAX
Subpart A. Nonrefundable persons! credits.

Subpart B. Foreign tax credit, etc.

Subpert C. Refundsble eredits.

Subpart D. Business-related credits.

Subpart E. Rules for computing credit for investment in certain depreciable property.

Subpert F. Rules for computing targeted jobs credit.
8ubpart A—Nonrefundable Personal Credits

Sec. 21 Expenses for household and dependent care services necessary for gainful employment.
Sec. 22 Credit for the elderly and the permanently and totally disabled.
Sec. 23 Residentis] energy credit.
Sec. 24 Contributions 1o candidates for public office.
Sec. 2§ Interest on certain home ages.
Sec. 26. Limitation based on tax liability; definition of tax Liability.
Subpart B—~Foreign Tax Credit, Etc.
Sec. 27 Taxes of foreign countries and possessions of the United States; possession tax credit.
Sec. 28 Clinical testing expenses for certain drugs for rare diseases or conditions.
Sec. 29 Credit for producing fuel from s nonconventional source.
Sec. 30. Credit for incressing rosearch activities.
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Sec.3l.  Tarwibbedonss wg Pert C—Refundable Credits
::i’z Taz withheld

. nmmmnddenuummm”mm
Soc. 34 Certain wses of gasline and spacial
Sec. 38 Overpayments of tax. flas

Bubpm D--Business Related Credits

$ec. 38 Geners! business cred)
Sec. 39 &mww«nmamwnwu
$ec. 40 Alcobol used s fuel.
Soc. 41 Employee stock ownership eredit.

Subpart E—Rules for Computing Credit for Investment in Certain

Depreciable Property
::' :g [ ‘n ‘:‘bwu‘m, of section 38
3 ertain ote., property.
Sec. 48 Definitions; special rules
Sec. 49. ‘Termination for pmod lulnnlu April 19, 1969, and ending during 1971,
Sec. 50 Restoration of credi

Subpart F-—-Rules for Computing Credit for Employment of Certain New
Employees

Sec. 81. Amount of credit. P .

Sec. 82, Special rules.

PART VI—-MINIMUM TAX FOR TAX PREFERENCES

$S. Aliernative minimum tax for taxpayers other than corporations.
6. Corporate minimum tax.

37. Stems of tax preference.

s8. Rules for application of this part.
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Subchapter B—Computation of Taxable Income

Definition of gross income, adjusted gross income, taxable income, etc.
Items specifically included in gross income.

Ttems specifically excluded from gross income.
Determination of marital status.

Deductions for personal exemptions.

Itemized deductions for individuals and corporations.
Additional itemized deductions for individuals.
Special deductions for corporations.

Jiems not deductible.

Terminal railroad corporations and their shareholders.
Special rules relating to corporaie preference items.

PART I—DEFINITION OF GROSS INCOME, ADJUSTED GROSS

RELLLY
222E2RS

INCOME, TAXABLE INCOME, ETC.

Gross income defined.

Adjusted gross income defined.
Taxable income defined.
Ordinary income defined.
Ordinary loss defined.
Treatment of community income.

PART 11-ITEMS SPECIFICALLY INCLUDED IN GROSS INCOME

Sec. 71
Sec. 72
Sec. 73.

Se: 75:
Sec. 77.
Sec. 78.

Sec. 79.

£

FLERLERY
IRNpER2Y

Alimony and separate maintensnce payments.

Annuities; certain proceeds of endowment and life insurance contracts.

Services of child. !

Prizes and awards.

Dealers in tax-exempt securities.

Commodity credit loans.

Dividends received from certain foreign corporations by domestic corporations choosing
foreign tax credit.

Group-term life insurance purchased for employees.

Restoration of value of certain securities.

Certain increases in suspense accounts.

Reimbursement for expenses of moving.

Property transferred in corinection with performance of services.

Transfer of appreciated property to politics! organization.

Unemployment compensation.

Social security and tier 1 railroad retirement benefits.

Alcohol fuel credit.
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PART III--ITEMS SPECIFICALLY EXCLUDED FROM GROSS
INCOME

Sec. 101. Certain death benefits.

$ec. 102. Gifts and inheritances. )

$oc. 103. Interest on certain govemmul obligations.

Sec. 104. Compensation for injuries or sickness.

Seoc. 105. mammm:munmm

Sec. 106. Contributions Ly employer to sccident and bealth plans.

Sac. 107. Renta! value of parsonages.

Sec. 108. Inceme from discharge of indebtedness.

Soc. 109. Improvements by leasee on Jessor's property.

Sec. 110 Income tazes paid by lessee corporation.

Sac. 110, Recovery of tax benefit itams.

Sec. 1102. Cartain combat pay of members of the Armed Forces.

Sec. 118. Mustering-out payments for members of the Armed Forces.

Sec. 114, Sports programs conducted for the American National Red Cross.

Sec. 115. Income of States, municipalities, etc.

Sec. 116. Partia) exclusion of dividends and interest received by individuals.
., Scholarships and fellowship grants.

Sec. 118, Contributions to the capital of 8 corporation,

Sec, 119. Meals or lodging furnished for the convenience of the employer.

Sec. 120. Amounts received under qualified group legs! services plans.

Sec. 121. One- u;n exclusion of gain from sale of principa! residence by individual who has attained age

Sec. 122, Certain reduced uniformed services retirement pay.
Sec. 123. Amounts received under insurance contracts for certain living expenses.
Sec. 124. Qu.lirnd transportation provided by employer.

Sec. 125.

Sec. 126. Cauia cm-ih:inc payments.

Sec. 127. Educstional assistance programs.

Sec. 128. Interest o certain savings certificates.

Sec. 129. Dependent care assistance programs.

Sec. 130. Croms references to other Acts.

Sec. 130. Certain personal injury lisbility assignments.
Sec. §31. Certain foster care payments.

Sec. 132. Certain fringe benefits.

Sec. 133. Interest oo certain loans used to acquire employer securities.
Sec. 134. Cross references to other Act.

PART IV—-DETERMINATION OF MARITAL STATUS
Sec. 143. Determination of marital status .

PART V—~DEDUCTIONS FOR PERSONAL EXEMPTIONS

Sec. 151, Mbumddeductm
Sec 152, e for persons! exemptions.
Sec. 153, Cmudm -



187

PART VI—ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND

Sec. 101

CORPORATIONS

Allowance of deductions.
Trade or business expenses.
Interest.

Taxes.

Losses.

Bad debts.

Depreciation.

Accelerated cost recovery system.

Amortization of pollution contro! facilities.

Charitable, etc., contributions and gifts.

Amortizable bond premium.

Net operating loss deduction.

Circulstion expenditures.

Research and experimental expenditures.

Sosl and water conservation expenditures

Payments with respect to employees of certain foreign corporations.
Trademark and trade name expenditures.

Depreciation or amortization of improvements made by lessee on lessor's property.
Expenditures by farmers for fertilizer, etc.

Expenditures by farmers for clearing land.

Activities not engaged in for profit.

Amortization of certain railroad rolling stock.

Amortization of railroad grading snd tunne! bores.

Recoveries of damages for antitrust violations, etc.

Amortization of certain expenditures for child care facilities.
Amortization of resl property construction period interest and taxes.
}:xpenlgiu;res' to remove architectural and transportation barriers to the handicapped and

elderly.

Amortization of certain rehabilitation expenditures for certified historic structures.
Contributions to black lung benefit trust.

Tertiary injectants.
Amortization of reforestation expenditures.
Contributions to employer liability trusts.
Start-up expenditures.
Deduction for certain unused business credits.

PART VII—ADDITIONAL ITEMIZED DEDUCTIONS FOR

INDIVIDUALS

Allowance of deductions.
Expenses for production of income.
Medical, dental, etc., expenses.

. Alimony, etc., psyments.

Deduction of taxes, interest, and business depreciation by cooperative housing.corporation
tenant-stockbolder.

Moving expenses.

Retirement savings.

Deduction for two-earner married couples.

Adoption expenses.

Cross references.
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PART VIII—-SPECIAL DEDUCTIONS FOR CORPORATIONS

Sec. 241. Allowance of special deductions.

Sec. 243. Dividends received by corporations.

Sec. 244, Dividends received on certain preferred stock.

Sec. 245. Dividends received from certain foreign corporations.

Sec. 246. Rules applying to deductions for dividends received.

Sec. 246A.  Dividends received deduction reduced where portfolio stock is debt financed.
Sec. 247. Dividends psid on certain preferred stock of public utilities.

Sec. 248. Organizations! expenditures.

Sec. 249. Limitation on deduction of bond premium on repurchase.

Sec. 250. Certain payments to the National Railrosd Passenger Corporation.

PART I1X~ITEMS NOT DEDUCTIBLE

Sec. 261. Genersl rule for disallowance of deductions.

Sec. 262. Personal, living, and family expenses

Sec. 263 Capiwal expenditures.

Sec. 264. Cerwain amounts paid in connection with insurance contracts.

Sec. 265. Expenses and interest relating to tax-exempt income.

Sec. 266. Carrying charges.

Sec. 267. Losses, expenses, and interest with respect to transactions between relsted taxpayers.
Sec. 268. Sale of land with unharvested crop.

Sec. 269. Acquisitions made to evade or avoid income tax.

Sec. 269A.  Personal service corporstions formed or availed of to avoid or evade income tax.
Sec. 269B.  Stapled entities.

Sec. 271. Debts owed by political parties, ete.

Sec. 272. Disposal of coal or domestic iron ore.

Sec. 273. Holders of life or terminable interest.

Sec. 274. Dissllowance of certain entertainment, etc., expenses.

Sec. 275, Certain taxes.

Sec. 276. Certain indirect contributions to political parties.

Sec. 277 Deductions incurred by certain membership organizations in transactions with members

Sec. 278. Capital expenditures incurred in planting and developing citrus and almond groves; certain
capita! expenditures of farming syndicates.

fec. 279, Interest on indebtedness incurred by corporation to acquire stock or assets of another
corporation.

Sec. 280. Certain expenditures incurred in production of films, books, records, or similar property.
Sec. 280A. mnmance of certain expenses in connection with business use of home, rental of vacation
o3, elc.

Sec. 280B.  Demolition of structures.

Sec. 280C.  Certain expenses for which credits are sllowable

Sec. 280D.  Portion of Chapter 45 taxes for which credit or refund is allcwable under Section 6429.

Sec. 280E.  Expenditure. in connection with the illegal sale of drugs.

Sec. 280F.  Limitation on investment tax credit and depreciation for luxury automobiles; limitation where
certain property used for personal purposes.

Sec. 280G.  Golden parschute payments.
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Subchapter O—Gain or Loss on Disposition of Property

Part 1. Determination of amount of snd recognition of gain . '
Part I1. Basis rules of general application. o guin or foss

Part 111 Common nontaxable exchanges.

Part JV. Specisl rules.

Pan v, Changes to effectuate F. C. C. policy.

Part VI Exchanges in obedience t0 S. E. C. orders.
Part VIL Wuh sales of stock or securities.
Part VIII.  Distributions pursuant to Bank Holding Company Act of 1956,

PART I—-DETERMINATION OF AMOUNT OF AND RECOGNITION
OF GAIN OR LOSS

Sec 1001.  Determination of amount of and recognition of gain or loss.
Sec. 1002.  Recognition of gain or loss [repealed). "

PART I1--BASIS RULES OF GENERAL APPLICATION

Sec. 1011 Adjusted basis for determining gain or loss.

Sec 1012.  Basis of property-—cost.

Sec 1013, Basis of property included in inventory.

Sec. 1014. Basis of property scquired from a decedent.

Sec. 1015. Bawis of property acquired by gifts and transfers in trust.

Sec 1016,  Adjustments to basis

Ser. 1017.  Duischarge of indebtedness.

Sec. 1018. . Adjustment of capital structure before September 22, 1938. [repealec’|
Sec 1019. Property on which lessee has made improvements.

Sec 1021.  Sale of annuities.

Sec. 1023.  Carryover basis for certain property acquired from a decedent dying after December 31, 1974
Sec. 1024.  Cross references. :

PART [1I--COMMON NONTAXABLE EXCHANGES

1031 Exchange of property held for productive use or investment.
1032.  Exchange of stock for property.

1033.  Involuntary conversions.

1004. Rollover of gsin on sale of principal residence.

1035.  Cerisin exchanges of insurance policies.

. Stock for stock of same corporation.

1037.  Certain exchanges of United States obligations.

1038.  Certain rescquisitions of real property.

1039.  Certain sales of low-income housing projects.

1040.  Transfer of certain farm, etc., real property.

1041.  Transfers of property between spouses or incident Lo divorce.
1042.  Sales of stock to employees.

LELLLLENLLNY
g

PART IV—-SPECIAL RULES

Sec. 1051.  Property acquired during affilistion.

Sec. 1052.  Basis u;;blished by the Revenue Act of 1932 or 1934 or by the Internal Revenue Code of
1939.

Sec 1053.  Property scquired before March 1, 1913.

Sec. 1054.  Certain stock of Federal Netional Morigage Associstion.

Sec. 1055.  Redeemable ground rents

Sec. 105& Basis limitation for player contracts transferred in connection with the sale of a {ranchise.

Sec. 1057.  Election to treat transfer to foreign trust, etc., as taxable exchange.

Sec. 1058.  Transfers of securities under certain agreements.

Sec. 1059.  Corporate shareholder's basis in stock reduced by nontased portion of extraordinary dividends

Sec. 1060.  Cross references.
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Sec. 1211,
Sec. 1212.
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Subchapter P—Capital Gains and Losses

Treaument of capital gains.
Tmmcx):znwh-u

Geners! determining capital gains and losses.
Special rules for determining capital gains and losses.
Special rules for bonds and other debt instruments.

PART I-TREATMENT OF CAPITAL GAINS

Alternative tax.
Deduction for capital gains

PART II-TREATMENT OF CAPITAL LOSSES

Limitation on capital losses.
Capital loss carrybacks and carryovers.

PART III--GENERAL RULES FOR DETERMINING CAPITAL

Sec. 1221.

GAINS AND LOSSES

Capito! ssset defined

Sec. 1222.  Other terms relsting to capital gains and losses.

Sec. 1223.

Holding period of property.

PART IV-SPECIAL RULES FOR DETERMINING CAPITAL

GAINS AND LOSSES

Property used in the trade or business and involuntary conversions.
Gains and losses from short sales.

Options to buy or sell.

Gains or losses from certain terminations.

Real property subdivided for sale.

Amortization in excess of deprecistion

Gain from sale of depreciable pfopmy between certain relsted taxpayers.
Cancellstion of Jease or distributor’s agreement.

Losses on amall business investment company stock.

Loss of small business investment company.

Losses on small business stock.

Gain from dispositions of certain depreciable property.

Gain oo foreign investment company stock.

Election by foreign investment companies to distribute income currently.
Gain from certain sales or exchanges of stock in certain foreign corporations.
Gain from certain sales or exchanges of patents, etc., to foreign corporations.
Gain from dispositions of certain depreciable realty.

Gain from disposition of farm land.

Transfers of franchises, trademarks, and trade names.

Gain from disposition of interest in oil, gas, or geothermal property.

Gain from disposition of section 126 property.

Section 1256 contracts marked 0 market.
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PART V—~SPECIAL RULES FOR BONDS AND OTHER DEBT

INSTRUMENTS
Subpart A.  Original issue discount.
Subpert B.  Market discount.
Subpart C.  Discount on short-term obligations.
Subpart D.  Miscellaneous provisions.

Subpart A—Original Issue Discount
Sec. 1271.  Treatment of amounts received on retirement or sale or exchange of debt instruments.
Sec 1272.  Current inclusion in income of original issue discount.
Sec 1273.  Determination of amount of original issue discount.
.1224.  Determination of issue price in the case of certain debt instruments issued for property.
.1275.  Other definitions and special rules.

g%

Subpart B—Market Discount on Bonds
Sec. 1276.  Disposition gain representing accrued market discount treated as ordinary income.
Sec. 1277.  Deferrsl of interest deduction allocable to accrued market discount.
Sec. 1278.  Definitions and special rules.

Sub, C~-Discount on Short-Term Obligations

Sec. 1281, Current inclusion in income of discount on certain short-term obligations.
Sec. 1282.  Deferral of interest deduction sliocable to accrued discount.
Sec. 1283.  Definitions and specisl rules.

Subpart D—Miscellaneous Provisions
Sec. 1286.  Tax treatment of stripped bonds. )
Sec 1287, Denial of capital gain treatment for gains on certain obligations not in registered form.
Sec. 1288.  Treatment of original issue discount on tax-exempt obligations.

"Reprinted with permission from Internal Revenue Code published .
and copyrighted by Commerce Clearing House, Inc., Chicago, I11.
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_ ATTACHMENT B
m Department of the Treasury
Internal Revenue Service

7983

Package X

Informational Coples of
Federal Tax Forms

Please Use Form 1040E2

During 1983 tax practitioners prepared over 1,000,000 returns on Form 1040A and
over 350,000 returns on Form 1040 that could have been prepared on Form
1040EZ. We urge you to prepare the shortest form consistent with your client’s tax
situation. This will enable the Internal Revenue Service to process returns more
quickly and at a lower cost.

Abusive Tax Shelters

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) added new penalties
tor promoting abusive tax shelters. The Service is stepping up its efforts to identify
and take action against abusive tax shelters. We are also actively pursuing the
agp:ucatlon of the injunctive relief provi against p ters of ab tax
shelters.

Late-filing Penalties

Please remind your chients that they can avoid penalties for late filing by sending 1n
their return by the due date even if they are unable to send in their full tax payment
at that time However, this will not relieve them of interest or late payment penalties
that may be charged.

Penalty Under the Tax Equity and Fiscal Responsibility Act of 1982

See page 1 for an important message regarding the penalty for aiding in an
understatement of tax liability.

Backup Withholding

Please remind your clients that in addition to being required to report all their
taxable income, they must supply their correct taxpayer identification number to
their payers of interest, dividends, commissions, etc. Otherwise, backup
withholding may apply starting in 1984, and certain other penatties may apply.

The Following Forms, Instructions, and Schedules Have Been
Added to Package X:

Form W-3G, Transmittal of Certain Information Returns

Form W-9, Payer's Req for Taxpayer Identification Number

Form 1040-ES, Estimated Tax for Individuals

Schedule D (Form 1065), Capital Gains and Losses

Schedule K (Form 1065), Partners’ Shares of Income, Credits, Deductions, etc

Form 1099-8, Statement for Recipients of Proceeds from Broker or Barter
Exchange Transactions

Form 1099-MISC, Statement for Recipients of Miscelianeous Income
Form 1099-0ID, Statement for Recipients of Original Issue Discount
Form 2848, Power of Attorney and Declaration of Representative
Form 5498, Individual Retirement Arrangement Information

Form 8027, Employer's Annual Information Return of Tip Incone
and Allocated Tips




Contents

s
L]

General Informaion About Pack-
ageX. . . . . .
Order Blank for Revenue Pmcc-
dures on Substitute Forms
(Form 23337y . . . ..

FormW-2 . . . . . . . .
Instructions for Forms W-2 and
w-2P . . ... ..

FormW-2¢c. . . . . . .
- FormW=-3 . . . . . . e
Formw-3G. . . . . . . .
FormW-4 . . . . . . . .
FormW-5 . . . . . . . .
FormW-9 . . . . . . .
Form1040 . . . . . . .
Instructions for Form 1040 .
Schedules ASB (Form 1040) . .
Schedule C (Form 1040) .
Schedule D (Form 1040) . .
Schedule € (Form 1040) .
Schedule F (Form 1040) . . .
Schedule G (Form 1040) . .

Schedules R&RP (Form 1040) .
Instructions for Schedules

PRIV ADOLIROOO 6 ©

R&RP (Form 1040) . . . @
Schedule SE (Form 1040) . . ®
Schedule W (Form 1040). . . ®
Form 1040A (and Schedule 1) . ()]
Form 1040€Z . . . D]

Instructions for Form 104052

and Form 1040A . )
Form 1040-ES. . . . . . W
Form 1080X . . . . . . . @

Instructions for Form 1040X ()]
Form 104 . . . . . . (@)
Instructions for Form lou 1Y)
Schedule D (Form 1041) . . . @&
Insteuctions for Scheduls O
(Form1041) . .+ . . . . (®

143

Schedule J (Form 1041)

Instructions  for
(Form 1041) . .

Schedule K-1 (Form 1041) .
Form1065. . . . . .
Instructions for Form 1065
Schedule O (Form 1065) .
Schedule K (Form 1065) .
Schedule K-3 (Form 1068)
Form1096 . . . . . .
Instructions for Form 1096
Form 1099-8. . . . .
Form 1099~INT . . . .
Form 1099-MISC. . . .
Form 1099-010 . ., .
Form 1116 . . . .

Schedute

Instructions for Form 1116 ,

Schedute A (Form 1116) .
Form1120. . . . . .
Instryctions for Form 1120
Schedule D (Form 1120). .
Form 11208 . . . . .

Instructions for Form 11208

Schedule D (Form 11208) .

Schedule K-1 (Form 11208) .

Form 1120-W (Worksheet) .
Form 1120X

form 1310 .

Form2106 . . . . .
farm2119. . . . .
form2120 . . . .
form 2210 . . .
Form2220 . . . . .
Form 2440 .

Form 2441 .,

Page

@
@
@
@
®
®

@
@
¢JD
@
&
G

@

D
67

)

Page
Form2688 . . . . . . ., .
Form2848. . . . . . . . @

Instructions for Form 2848 . . i
Form3468 . . . . . . . . GO
tnstructions for Form 3468, . (1)
Form3903. . . . . . . . @
Form4136. . . . . . . . ®
Form4137 . . . . . . . .
Form4%62., . . . . . ., . &
Instructions for Form 4562 . . (B
Form4626. . . . . . . . $
Forma6ss . . . . . . . . OB
tnstructions for Form 4684 . , 8D
Forma4r97 . . . . . . . . W
Instructions for Form 4797 . . )
Form 4836 . P )]
Form4868 . . . . . . . . 3D
Form49sz. . . . . . . . @D
Form4970 . . . . . . . . @B
formd972. . . . . . . . D
Instructions for Form 4972 . . 3D
formsa9s. . . . . . . . G
form5695 . . . . . . . . B
Form5884 . . . . . . . . B
Form €251 . . . . . . . . G
Form 6262 . . . . . . . . B
Form6765. . . . . . . . W
Form6781 . . . . . . . . B
Form7004 . . . . . . . . B
fomso27. . . . . . . . W
Treasury Department Form

90-221 . . . . D)

Description of Some Prlnclul .
Federal Tax Forms . . . .
Index . . Inside Back Cover



Description of Some
Principal Federal Tax Forms

W-2 (1983) (6-part form)

Wage and Tax Statement (For Use In
; )ond States Authorizing Combined
orm).

Used to report wages, tips ang other
compensation, third-party sick pay,
alocated tips, cmployn 1CA tax, imm
tax withheld, state or city income ta;
withheld, snd to support credit zrmm on
individual income 1ax return,

mp.-IRC sac. 6051; Regs. sacs. 1.6041-2
31 .6051-1; Circuler E

W-2¢
Statement of Corrected Income and Tax
Amounts.

Used to correct previously filed Forms W.2,
W-2P, W-2AS, szﬁu ay w-avi.
Emp.-IRC sec. 6051 Regs. sec. 1.6041-2
and 31.6051-

W-2P (1983)

Sunmnl For Reciplents of Annulties,
Pensions, Retired Pay, or IRA Payments.

Used to report annuities, pensions, and
retirement pay; Federal and state income
tax withheid.

Emp.-IRC s6¢,3405; Circular E

W-3 (1983)

Transmitte! of Income and Yax
Statements.

Used by employers and other payers to
transmit mtc and income tax withheld
statements (Forms W-2 and W-2P).

Emp.-IRC sec. 6011; Regs. sec. 3).6051-2

W-3G (1983)

Transmittal of Certain Information
Returns.

payers of gambling winnings to
tma:\?t FormW-2G 28 to Se nr‘w.c Centers
Also used by payers of tota! distributions
(those that close the account) from a
plan, annuity, or indwviduat
reticement arrangement to transmit Form
1099R to Service Centers.

IT-IRC 3402(q), 3405, 6041, 6047, 402,
and 408,

W-4 (Rev. 1.84)
Imphyn’s Withhoiding Allowance

Fnod by omployn with employer so that
proper amount of income tax can be
withheld from 3. Also used by
employee to certify that he or she had no
lability for income tax for prec g. odm%t:n year
and anticipates that no liability will
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incurred for current tax year (qualifying

employee will then be exempt from Federal
income tax withholding).

ch ucs 3402(), 3402(:) 3402(m),
323 2(n) t? 23 51,
31. 3402(:\)- Circular E
W-5 (1984)
Earned Income Credit Advance Paymant
Cortificate,

Used by employee to request employer to
turnish advance payment of earned income
credit with the employee’s pay.

Emp.-IRC sec. 3507
W-9 (October 1983)
er’s Requast for Taxpayer
m tdentification Number
Uud by 8 payer of interest, deonds. or
yments to req ipay
mm ication numbor Poym may use this
form to certity that their ta

identification number is comcl and/o! that
they are not subject to backup wnhholdmg

940 (1983)

Employer's Annual Federal
Unemployment Tax Return.

Used by employers to report FUTA tax. A
two-part set conlaining an origina! and
duplicate copy of Form 940, with
instructions for preparation.

mp..IRC sac. 6011; IRC Chapter 23; Regs.
ue’ale 11(e)3; Creoiar £ 2% Roes
941¢ (Rev. 7-82)

Stat t to Correct |

Previously Reported on nn Employer's
Foders! Tax Return, prow
Used to cortect FICA wage, FICA tax and
mc:mh)o ax reports previously submitted by
em

Emp.-IRC cm er 21; R

31.6011¢s p:'n 62051 31 640200 2:
Cu:ulm Ao

943 (1983)

!mgloy‘or s Annuai Tax Return for

Obsoletes Form 3435, Payer's R for
Identifying Number.

1RC secs 3406 and 6109

706 (Rev. 11.81)
(lroc decedents dying before Jan. 1,
982)

706 (Rev. 12.83 expected rev. date)
(‘fsq!' ’o)ocmnu dying atter Dec. 31,

United States Estate Tax Return,

Used for the estate of a deceased United
States resident or citizen.

E&G-IRC sec. 6018; Regs. sec. 20.6018-1;
Separate instructions

709 (Rev. 12-83 expected rev. date)
Unlted States Glft Yax Return.

Used to report gifts made after Dec. 31,
1981, in excess of $10,000, and gifts ofa

future interest in property lmvdloss of
value.

ELG-IRC sec. 6019; Regs. sec. 25.6019-1;
Separate instructions.

709-A (Rev. 7-82)

United States Short Form Gift Tax Return,

Used by married cou| glos to report
munue @'fts of $20,000 of less per

E&G-IRC sec. 2513; Regs tec. 25.2513-2

712 (Rev.9-83)
LHe Insurance Statement.
Used with Form 706 or Form 709

E&G IRC secs 6001 and 6018; R
20.6001-1, 20.6018-4(d), 25.600 l

Uud ucunmt employers to re

FICA:KG ncome taxes wm{r‘w port

Emp -IRC sacs. 3101, 3111 and 3402;
Regs. sec. 31.6011(a)-1; Circular A

990 (1983)

Return of Organization Exempt From

Foderal income Tax (Except Private

Foundation),

Used by otfamumns exempt under IRC
(3) and described in section

501(:) other than private foundations. (An

information mumg

IT-IRC sec. 6033; Regs. sec. 1.6033-

1(8X2); Separate instructions

Schedule A (Form 990) (1983)

Organization Exampt Under 501(:)(3)
(Smlomnuvy lnr:nm tion).

Used by o nizations described in IRC
section 50 ?(3) § trm than pnvm
foundations fi

IT-IRC sec. 6033; Smen mmucbons

990-C (1983)

Farmaers' Cooperative Assoclation Income
Tox Return.

Used by Farmers’ COopem:u Marketin,
and Purchasing Associati .

ITIRC sacs. 521, 522, 1381 1382. 1363
1385, 1388, 60. 1!
l5221 1,1381-1,2
1.1383°1,1.1385-1,1.1388.
1 66)2-2(() Separate instructions

secs. 1
!38212345.

£
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Sch. E (Form 1040) (1983)
Suppl tal income $

990-PF (1989)

" ?"gl)mnt;w-o Private
8]

l’m&ﬂon.

foundations and section
l947(0 1) trusts. (An information return.)

TT-IRC sec. 6033; IRC Chapter 42,
sec. ! 6“Oc332.80ur ww
990-7 (1983)

Exempt Organization Business Income
Tox Return,

Used nization with unrelated
bktgl)nz mmmauctbn 511 of the

IRC secs. 511 and 6012; Regs. sacs.
1 eolnmi‘-). 1.6012 o X6); Saparate

1040 (1983)

U.8. Individuat Income Tax Return.

Used by citizens and midm: of the United
States to npoﬂ income tax. Also see Form
1040A and Form 1040EZ.

IT-IRC secs. 6012 and 6017, Regs. secs.
1.142-1,1,6012-1, aMlGOUl Pud. 17;
Sepanate ingtructions

Sch. A (Form 1040) (1983)

Homized Deductions,
Used to report temized o

Used to report income from rents, royalties,
mmnhlpo.swpomm estates, and

IT-IRC sacs. 6012 and 6017; Ro’s
1.6012-1 and 1.6017-1; Pub. 1 Sopamo
instructions
Sch. F (Form 1040) (1983)

Farm Income and Expenses.
'l:ud to comprste profit (or loss) from

rTIRCuc 6012; Regs. sec. 1.61-4; Pub.
225; Separate instructions

1040EZ (1983)
l'::omo Tax lomm for Single Fliers with

Uud cmnns and residents of the United
ouponmoomoux Also soe Form®

mRCnc 6012 Rw sec. 1.6012.1;
Separate inst:

1040NR (1983)

U.3. Nonresident Allen incomes Tax
Raturn.

Used by ali nonresident ahen individuals
who file a U.S. tax return, whether or not
r?god In a trade or business within the

ed States. Also used a5 required for
8¢h. G (Form 1040) (1983) h nidw"m o m,'nn!duchn(hwo
Income Averaging. IT-IRC secs. 871 and 6012; Pub. 519;
to whether tax a p
Underthe swraging proviions s the T0st 30,0y (Rey, 10.83)

1T-IRC secs. 1301 and 1305
$ch. RLRP (Form 1040) (1983)

Crodit for the Eiderly.

Used to compute the credit for the slderly

for individuals 65 or over and individuals

:mdcr 65 having Public Retirement System
ncome.

IT-IRC sec. 37; Pub. 17; Separate

medical and dental
{ inter - caoat md thett

losses, and mwll”n:'m deductions).

IT-IRC secs. 163, 164, 165, 170 211,212,
213.&222 Pub. 17; Sepanst

Sch. B (Form 1040) (1983)

Inmm -nc Dividend Income.

ist gross dividends (if in ex«u of
3400) ta exclude stock dividends
reinvestment plan of & qqunod DLNIC
utility, to mpon any interest from an All.
Savers Certificate, and to npon other
intersst income (i in excass of
received. Also used to answer ques|
about Foreign Accounts snd ?ou&n Trusts.
n-mc secs. 61, 116, 128 305(e) and

Sch. SE (Form 1040) (1983)
W&mmmmnmbmm

Used to compute self-employment tax.

IT-IRC secs. 1401 and 1402; Separate
instructions

Sch. W (Form 1040) (1983)
Deduction for a Marrled Couple When
Both Work. .

Used to compute the deduction atiowed to 8

married couple fili omtly when both have
qualified earned incom: bl

TTIRC sec. 221; Pub. e
1040A (1983)

S0z b 17 s'“ U.8. Individuat T
. ual Income Tax Return,

Sch. C (Form 1040) (1983) Used cmzonundmmmso! the United
Profit or (Loss) from Business or States to report income
Protession. 1TIRC sec. 6012; Rm sec. 1.6012-1;
Used to Wﬂm M'-' (or loss) from Separate instructions
mnc 6017; R 1.6017-1; 1040.68 (1984)

1 350, s Estimated Ta or Indvidust

Sch. D (Form 1040) (1983)

Capitsl Gains and Losses.
Uudtonpondobkdpm‘ulon)mm
sales and ncth: eo.l u‘:‘m assets Mdr:o
o 16057 1984, camyowe

(T-IRC sacs. 1202-1223; Pubs. 17 and 334;
Separate instructions

@

Uud b make estimated tax payments as &
mm currently any income tax
-employment tax) due in
the tax withheld from wages,
uml«. and other payments for personal
sarvices. It is not required uniess the total
excoads withholding ? ony) and
spplicable tax credits by or more.

IT-IRC sec. 6015; Rogs. sec. 1.6015(d)-1

Amended U.S. Individuat Incoms Tax
Return.

Uud to clalm refund of income taxes, pay
ional income taxes, or designate

dollar(s) to 8 Presidential Election

Campaign fund.

IT-IRC secs. 6402, 6404 6511, and 6096;

Separate instruct|

1041 (1983)

us. m:mn? lmomu Tax Return (For
Estates and

Used by a fiduciary Io: domestic estate or
domestic trust. (An annual return.)

IT-IRC sec. 6012; Regs. secs. 1.671-4,
1.6012-3(s); Separate instructions
Sch, D (Form 1041) (1983)
Caplital Gains snd Losses.

Used to report details of nin (or Ioss) from
sales or exchanges of capital

IT-IRC sec. 6012; Regs. sec. 1.6012-3;
Separate instructions
Sch. K-1 (Form 1041) (1983)

lomncury‘- Share of lneoma
Deductions, Credhs, ot ’

Used to report each beneficlary's shars of
the incomr.e, deductions, credits, and items
of tax preference from the estate or trust.

IT-IRC sec. 6012; Regs. s ¢. 1.6012-3(s)

Sch.J (Form 1041) (1983)

Allocation of an Accumulation
Dmnbutlon (IRC Section 665).

Used for domastic complex trusts.
IT-IRC sacs. 665, 666, and 667



1065 (1983)
U.8. Partnership Return of Income.
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1099-G (1983)
Statement lot Roelpltnh of Certoln

Used by p hips as an informati
return.

ITARC secs. 6031 and 6698; Regs. secs.
1.763- l(l) 1.6031-1; Sﬂ»mc
instructions

Sch. D (Form 1065) (1983)
Capital Galns and Lossss

Used to show partnership ap«ul gains and
losses that are not specisily aliocated.

IT-IRC secs. 1202-1223

Sch. K (Form 1065) (1983)
Pariners’ Share of Incom. Credits,
Deduttions, etc.

Used to show pmnm share of income,
credits, deductions, etc. if more than 10
Schedules K-1 (Form 1065).

IT-IRC sec. 702
$ch. K~1 (Form 1065) (1983)

Partner's Share of Income, Credits,
Deductions, etc.

Used to show partner's share of income,
credits, deductions, etc. A four-part
sssembly—one copy is filed with Form
1065, one copy is for partnership records,
and one copy i$ given to each partner. The
iast page is instructions for the partner.

IT-IRC sec. 702

1096 (1983)

Annusl Summary snd Transmittal of U.S.
information Returns.

Used for summarizi gg and mnsmmmg

uggm on Fom\s 1 1099.8,
099 INT 1099-MISC,

1099- OID 1099 PATR and 5498.

7. lRCuctAg& 1), 6041, 6042, 6043

6044, 6045, 6049, 6050A, 60508, 6050E:

Separate instructions

1099-8 (1983)

Stat for Reciplents of Pi d
from Broker or Barter Exchange -
Transactions,

Used by chml. Sn'('e. or local

repol
ummploymcnt compensation; smo and
local income tax refunds, offsets, or credits;
discharges of indebledness; taxsble funts
g'r a)gncunuu subsidy payments (inciuding

IT-IRC secs. 6041, 60508, an. 6050E
1099-INT (1983)

income,

Used to report interest income (includi
interest on bearer certificates of deposit).

IT-IRC secs. 6041 and 6049

1099-MISC (1983)

Statement for Reciplents of
Miscellaneous Income.

Used to report rents, royalties, prizes and
awards, fishing boat proceeds, medical and
health care payments by medical and
health care insurers, nonemployes
compensation, and direct um of 35 000
or more.

IT-IRC secs. 6041, 6041A, and 6050A; Rev.

Rul. 69-595, 1969-2, C.8. 242, and Rev.
Rul. 70608, 1970-2C.8. 286
1099-01D (1983)

Statement for Reclplents of Original
fssue Discount.

Used to report onginal issue discount.
IT-IRC secs. 6049 and $232

1099-PATR (1983)

Statement for Reciplents (Patrons) of
Taxable Distributions Recslved from
Cooperatives.

Used to report patronage dividends.
IT-IRC sec. 6044

1099R (1983)

Statement for Reciplents of Yotal
Distributions from Profit-Sharing,

°
Sch. A (Form 1116) (31983)

Schedule of Foreign Taxable Income and
Forelgn Taxes Pald or Accrued.

Used s an attachment to Form 1116,
Computation of F om‘n Tax Credit—

Imheid,

duc ien
Individual, to ﬁguu md suvpon the foulgn
tax credit claimed when income has bee!
derived from, or taxes Mve b«n paid to
more than one foreign country or U.S
possession.

IY-IRC sacs. 901 and 904; Pub. 514;
Separate instructions

1320 (1983)

U.8. Corporation Income Tax Return.
Used by 8 corporation to uport lncomo tax.

IT-IRC sac. 6012; Ry
75(b), 1. 831 -3(e), fgoxz 2 sewm

instruction:
Sch. D (Form 1120) (1983)

Capital Galns snd Losses.

81 who files either Forms
Bo 1120F, 1120-H, 1120L,
POL, 990-C, or certain

Fovms 9901 1o report details of gan (or

loss) from sales or e:chongos of capital

sssets, and to figure the aiternative tax.

IT-IRC secs. 1201 and 1231

Sch. PH (Form 1120) (1983)

compm.tlon of U.8. Personal Holding
Company T u.

1120%120-

Used to ! holding
tax; m.d with me income tax return of every
persons! holding company.

IT-IRC secs. 841, 6012, 6501(f)

1120-0080 (1983)

1e 1 1 Sales Corporati
Rﬂum
Used for a tax year relating to a DISC.

IT-IRC secs. 6011(c), 6072(b); Separate
instructions

Sch. K (Form 1120-DISC) (1983)

Used to vepoﬂ proceeds from the safe or Retl Plans, and Ind| 3?&',7::"&'”':' Statement of DISC
Used to report deemed and sctual

;:lx:::scgynt;gt;egr‘ ::m:ges of goods or uud to report total gg:‘r;b:g:ns from profat divteib or from s DISC to shareholders
ITRC sec. 6045 retlromem arrangements. IT-IRC sec. 6013(c)

IT-IRC secs. 6047, 402, 408 $ch.N (F 1120-DISC) (1983
1099-DIV (1983) 1115 (1983) (Form ) ( )
Stat t for Reclplents of Dividend N Export Gross Recelpts of the D!SC and

p of Foreign Tax Credit. Romod U $. Persons.
and Distributions. luudbvldual Fiduclary, or Nonresident raphic source of ?’ 085
Und(ompon‘ ds and distributi B"%
in Used to figure and support the foreign tax :c,:?,:: ISC and cortain rals"ad

lT {HC secs. 6042 and 6043

credit claimed for the amount of an:
income, war profils, and excess profits
taxes paid o7 accrued during the tax yes: to
any foreign country or U.S. possession.

ITIRC secs 901 and 904; Pub. 514;
Separate instructions

IT-IRC sec. 6011(c); Separate instructions



1120F (1983)
U.8. Income Ton Return of a Fi
C orelgn

to
MM&O@IW report
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1310 (Rev. 8-81)
Statement of Person Claiming Refund
Due a Decoased Taxpoyer.

Used by a cleimant to secure payment ol
mw"o» behalf of mm%. taxpaye

[TRC yece. 801,882, 0nd 6012; Separale  17.iRC gec, 6402; Regs. sac. 301 ‘sa02200

11208 (1983)
U.8. Income Tax Return foran 8
Corperation.

mb&umsam'%"mum

IT-RC sec. 0037 summs (L3
1.6037.1: Separate instructions it

Sch. D (Form 11208) (1983)

mmmm
wmmb details of

I' s M)M'u;’%w“

menawv

IT-IRC sacs. 1201, 123), .MIRC
Subchapter S

$ch, K-1 (Form 11208) (1983)
Shoreholder's Share of income, Cradits,
Deductions, ste.

Used to show sharehoider's sha

2106 (1983)
Employes Business Expenses.
[{ ] 1

or ovliono use to support dodm»i:ns rom
outsm and educational
sxpanses (except moving expenses).
ITARC secs. 162 and 274

2440 (1983)
Disability Income Exciusion.

Uudtoeomptne amount of disability
income exclusi

1T-IRC sac. 105. lmwcm for Form
1040; Pubs. 17 and 522

2441 (1983)

Credit tor Child and Dependent Care
Expenses.

Used t0 support credit for chitd ard
dependent cate expenses. (To be attached
to Form 1040.)

IT-IRC sec. 44A; Regs, sec. l“Al Inst.
for Form 1040; Pubs. 17 and 503

" Foreign Earned Income.

U.S. citizens and U.S. resident
aliens who qualify for the foreign sarncd
income exclusion of the housing exclusion

2119 (1983) 2583 (1983)
Sate or Exchangs of Principal Resid
Formhr;mdwhwhosoldmﬂr Used by U.
Pials 5 o hder who aee to0rc

is 55 or oider who elect to exciude 0
goin on the sale of their

IT-IRC socs. 121 and 1034; Pub. 17

2120 (Rev. 9-81)
Muttiple Support Declaration.

Used a3 8 statemx nt disclaimil 'vr‘,oun
Income tax exemp tion an individusi to
wlmwppon thi taxpayer and others have

hm,mdm,dodumaclmwwl mncuc 152: R ucllsz Q
(g g gt (C); Rogs. 3(c):

nwnw One
11208, one copy Meuwm

n 10 each sharshoider.
ructions for the

TRC sec. 6031; Rogs. sec. 1.6037-1

1120-W (Worksheet) (1984)
Corporstion Estimated Tax,

Umuomwmommto
te estimated tax| m:not red
compute mm

1o be filed. Corporations
their records.
IT-IRC sec. 6154

1120X (Rev. 10-83)
Amended U.8. [l T
Corporstion Income Tex

Used by corporations to amend 8 previously  subject to the penaity for

filed Form 1120.
17-Regs. s0c. 301.6402-3

1139 (Rev. 11-83)
wmmmmrm

Used by corporations certain
uﬂy&eﬂ‘nﬂ“nlqﬂc&nfundvl

lT-lRCue.“ll

2210 (1983)

U of Estl Ti
gt s o

umwmwmcomnm

enough estimated tax. ltluluuudwm
undarpement estatod s ore ot
and, if not, to figure the penalty.

IT-IRC soc. 6654; Regs. soc. 1.6654-1;
Pub. 505

2220 (1983)

m«dWTnby

umm-wwmwmmmm:
R paid enough estimated m,m:m;’

IT-IRC sac. 911; Pub. 54; Separate
instructions .

2688 (1983)

for Extension of Time Qo Flle
U.S. individus! Incomes Tax Return

Usad to spply for an mnml ommton of
time to file Form 1040 or 104

IT-IRC soc. 6081 Regs. sec. 1’.6081 1)
2758 (Rev. 10-83)

»:'mm iﬂm’l'thlm of w to "h
ety e

oxampt organization returns.
IT-IRC sec. 6081; Regs. sec. 1.6081-1(b)

2848 (Rev. 10-83)
Power of M\ﬂm and Declaration of
Representative.

Used a3 an authorization for one person to

act for another in any tex matter (except
tlcohol and tobacco taxes and firearms
activities).

IT-Title 26, CFR, Part 601; Seperate

Wmmwmmnmy
* owe for sny

additions! tax is due, § eomouﬂﬂoﬂ
an:hodw is provided.)
T-IRC so¢. 6655; R1ags. se¢. 1.6655-1(b)

2350 (1983)

for Extonsion of Time to Flls
Income Tax Return.

UudbyU.S axmnags %mm
mmmtommnmm
time fe/ filing n income tax return

IT-IRC sexs. 911and 6081; Pub. 54

3468 (1983)
Computation of Investment Credit.

Used by individuals, estates, trusts, and
corporations ¢ Iminu rtculnor tusiness
energy investment

{T-IRC sacs. 38, 46, 47, and 48; Separate
instructions



3903 (1983)
Moving Expense Adjustment.

148

4626 (1983)
Computation of Minimum Tex—

For optiona! use to sup, from

income for axpenses of trave!,

mmpomtion (including meals and

, and cartain expenses of selling an

old m dence and buying 8 new residence
for employees or self-employed individuals

movingloo mw;obloutmn inthe U.S. or
its possessions.

gzilﬂCuc. 217. Regs. sec. 1.217; Pub.
4136 (1983)

Computation of Credit for Federal Tax on
Ouolm. Speclat m| and Lubrieating

s
cofporations, inc! corporations 8
domest afa les

more
IT-{RC secs. 56,57, 804 58

Used g ly ions to
minimum tax when tax preferences are
than $10,000.

4868 (1983)

e Extentl

of
ﬂm lo File u s lnd!vldutl income Tax

Uud to opply for an automatic 4-month
:xg:gs‘on of time to fite Form 1040 or

IT-IRC sec. 6061; Regs sec. 1.6081.4
4952 (1983)

E Daduetl

4634 (1983)

Casuaities and Thefts.

For use by ali t for \g gaing
and losses from casuatties and thefts.

IT.IRC secs. 165 and 1231; Separe*e
instructions

4782 (Rev. 8-83)
thng Y Inf |

PIoy

ic 28
to claim cradit for Federal excise tax on the
numw M(allom of gasoline, special fuels,
lubrice n? | used in business
(mcludlngqu nmdmlabs)
Ex-IRC sacs. 39, 4041, 4081, 6420, 6421,
6424, and 6427
4137 (1983)

Computation of Soclal T
Unreported Tl; Immommv sxon

Flied by an employes who received tips
s 1o social security tax but failed to
pon them to hie of het employer.

~IRC sec, 3102; R 31.3102.
§ d), 31.6011(a)-1(d) . Secs.

4288 (Rov. 11-82)

Recapture of Investment Credit.

Used by individuals, estates, trusts, or
energy investment emn &mem&m
of the olna of the mtaum

TT-IRC s6c. 47; Rogs. sac. 1470
4466 (1983)

TR
Used to %'wa" nhnd

Mm!honguhrhnmmkmod)
ITRC sac. 6425; Regy. sec. 1.6425-1(b)

4332 (Rev. ’-.3)

Fovuubylndeuab estute and trusts,

depreciation or smortization.

IT4RC secs. 88 (1),167, 168, 169, 174,

177. 179 135.(1%3 !39 191 ( 8 before
by7 34). 194 198,

Used :{ p 0 show the
amount of shy u’mbummcnt or payment
msde to an em, , 8 third 9‘"{ fot the
employee’s benef| , of the value of services
furnished in-kind, for moving expenses
during the calendar year.
IT-IR(; secs. 82 and 217; Regs. sec.
31.6051-1(e)

4797 (1983)
lwppmmi Schedule of Gains and

Uud to report dmus of rin (o loss) from

sales, exchanges, of involut

conversions (other than cas! and

thefts) of Mnupml assets and Invoiunhry

conversions of capital assets (othet than

Ccasualties and theRs) held for more than
one year,

IT-IRC sacs. 1231, 1245, 1250, 1251,
1252, 1284 and 1255; Separate
instructions

4798 (1983)
Carryover of Pre-1970 Capital Losses.

Used by an individual to figure the capital
foss linbnym H m-lQ?M:sus ore o
involved, and any capitsl loss ¢a ’3

from the cummuxyunom lowing

rr-mc secs. 1211and 1212

4835 (1983)
Farm Rental income and Expenses.

Used by landowner blessor) to report
hmr:ynhllnmm ) %1

livestock pmduced
bm(umum)don

n‘wtnmmmm
mw
IT-{RC sec. 61

Used by an indiidual, estate, or trust to
compute the deduction limitation for
interest expense on funds borrowed to
rwcmu ot carry property heid for
nvestment.

IT-IRC sec. 163(d)

4970 (1983)

Taxon Accumulation Distribution of
Trusts.

For use by a beneficiary of 3 domestic or
foreign trust to compute the tax attributable
to an accumuiation distribution.

IT-IRC sec. 667

4972 (1983)

Special 10-Year Averaging Method.
Used to determine the income tax on the
ordinary income portion of lump-sum
distributions.

IT-IRC sac. 402(e); Separate instructions

5329 (1983)
Return for lMMduol Retirement
Arrangems
Used to upon the variou! Indlviduul
mlumom arrangement tax:

sections 408(1), 40%(c), 4973 ond 4974
8330 (Rev. 12--83)

Return of Initial Excise Taxes Related to
Pension and Profit-Sharing Pians.

excise posed by IRC
3 AT an anaasrs” !

5498 (1983)
Information.
Used to report calendar year contributions
1o RAS or EEpylandar yoar conte
IT-IRC sec. 408(i)

5500 (1983)
Annusl
Rmm\/kopoﬂ of Employes

poﬂ on deferred compensation
gum mdwomro plans that have at least
participants.

Used tor
sactions 4

IT-IRC sec. 6058(!). ERISA section 103

®



$Sch. A (Form 3500) (1983)
Insurance inform.ation.

Used 83 an attachment to Forms 8500,
$500-C, or 5500-K to report information
about insurarice contracts that are part of »
«qualified duferred compensation plan.

IT-ERISA section 103(e)

Sch. ¥ (Form 5500) (1983)
Actusrial Information,

Used to report actusrial information with
moomowomamm t!ls
gmchedto Form 5500, 5!

IT-IRC sec. 6059; ERISA sec. 103(s)
$ch. P (Form 5500) (1983)

Annusl Return of Fiduclary of Employee
Beneftt Trust.

Usdd as an attachmaent to Forms 5500,
5500-C, 5500-G, 5500-K and $500-R to
misfy reporting requirements under IRC

ion 6033(a) and start statute of
hmiuhom under IRC section 6501(s).

IT-IRC secs. 6033(s) and 6501(s)

Sch. SSA (Form 5500) (1983)
lwﬂuuon Statement l‘omwtu
towalod Ieipants with Defe

esied Bonafits.
Usod as sn sttachment to Forms 5500,
8500-C, or 5500-K to list the employees
who separsted from employment and have
8 deferred vested benefit in the employer's
plan of deferred compensation.
IT-IRC sec. 6057

§500-C (1983)

Return/Report of Employes Benefit Plan.

Used to report on deferred compensation
ns and welfare plans that have fewer
n 100 participants, none of whom is an
owner-employee.

IT IRC sec 6058(a); ERISA sec. 103

8500-K (1983)

lolum/kopon of Em&lom P:'n.::fn nd
oprist [
anhlpo. P

Usad to report on H.R. 10 (Keogh) plans
that have fewer than 100 participants and
atlesst one owner-employee participant.

IT-IRC sec. 6058(a); ERISA sec. 103

5500-R (1983)

Registration Ststement of Employes
Semet pian. .

Used to report on deferred compensation
plans and wellare plans that have fewer
than 100 participants. This form is filed for

plan years when Form 5500-C or 5500-K is
not required to be filed.

IT-IRC sec. 6058(a); ERISA sec. 103

@
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5544 (1983)

Muttiple R 10-Y
X ple Reciplent Special (]
Uudbmmimlm»mmonlm
ordinary incoma portion of hu
o&smbut numcbyomumpb

12 ch s4c. 402(e); Separate instructions

5558 (Rev. 10-82)
A»llullon for Extension of Tlmo to File
tmm Plan Retu

uest an extension of time to file

Used to
23'3"5' 5500 $500-C, 5500-K, 3500-R and

1RC sec. 6081(s)

5693 (1983)

Residential Energy Credit.

Used by indrvidual ta) toclaima
cudn?ucm( their hmuamnd energy-
$aving property.

IT-IRC sec. 44C

8884 (1983)
Jobs Credit (and WIN credit carryover).
Used by lndmdum. estates, trusts, and
corporations claiming a jobs credit or WIN
credit carryovsr, and any S corporation,
partnership, estate, or trust which
Apportions the crodits among its

of b

IT-IRC secs. 448, 51, 52, and 53

6198 (1983)

Computation of Deductible Loss from an
Activity Described In Saction 465(c).

Used by taxpayers to determine the overnu
profit (loss) frovn an at-risk activity, the
amount st risk, and the deductible loss.

IT-IRC sec. 465; Separate instructions
6251 (1983)

Alternative Minimum Yax Computation.
Used by individuals, estates, and trusts to

6765 (1983)

edit for Incressing Resesrch Activities
(or m claiming the orphan drug credit).
Used by individuals, estates, trusts, and
corporations to claim & credit for incuulm
reseaich activities for & trade or business.
Also uted to claim the orphan drug credit.

IT-IRC secs. 44F and 44H; Pub. 906

6781 (1983)

Gains and Losses from unhtu Futures
Contracts and Straddies.

Used by all taxpayers that held regulsted
futures contracts or straddles durirg the tax
year.

IT-IRC sacs. 1092 and 1256

7004 (Rev. 10-83)

Arpllm«m for Momme Extension of

Time to File Corporation Income Tax

Retura.

Used by corporations and certain exempt

o:?nmbom 1o request an automatic
lom«'m of 6 months to file its income tax

return

IT-IRC sec. 6081(b); Regs. sec. 1.608: -3
8027 (1983)

Employer’s Annual Information Return of
Tip income and Allocated Tips.

Used by large food or beverage
establishments to report certain receipts
from food or bevcuco operations, ti
reported by employees, and in certain
cases, tips aliocated to employees.

IT-IRC sec. 6053(c)
'l'unwy Dcpanmom Form 90-22.1
(Rev. 9~-83)

Report of Forelgn Bank and Financial
Accounts.

ﬁku by any mdmdua! lmst pmmrﬂup. or
hat has & | interest in,
1 ity or other authority

report tax preference items and to
their alternative minimum tax habmty

IT-IRC secs 55 and 57

6252 (1983)

P of Sale !
Used by taxpayers other than dealers, who
sell real o personal pr , and receive
any payment from tm sale in a tax year
after the year of sale.

IT-IRC sec. 453; Pub. 537

cvm , bank, securities, o'oﬂm ﬁnancul
accounts i m a 1ove|¢n count

exceeded mte valuo ata
time dunng the ulen'g’ ear. "

P.L.91.508; Treasury Regs. (31 CFR 103)



Tax Forms Index

Accumulstion Distribution, Trust
Alocation of. (Sch. J, Form
1041 . . .

Accumulation Dnsmbuhon o!
Trusts, Tax on. (Form 4970) .

Amended U.S. Corporation Income
Tax Return. (Form 1120x)

Amended U.S. Indwvidual income
Tax Return. (Form 1040x) |,

Beneficiary's Share of Income,
Deductions, Credits, etc. (Sch.
K-1, Form 1041) . ,

Broker or Barter Exchange ’nans
sctions, Ststement for Recipr-
ents of Proceeds from. (Form
1099-8) . .

Capita! Gains and Losses (Seh D
formi1040) . . ., | |,

Capital Gains and Losses. (Sch D,
form 1041) . .

Capital Gains and Loun
Form 106%) . .

Capits) Gains and l.osscs‘ (Sch. D,
Formmn2o0). . ., , | |

Cepitsl Gaing and Losses (Sch, D,
Form 13208) ., , ., , |

Casualties and Thms. (Form
4684) .

Child and Demndont Carc El
penses, Credi* for. (Form 244) .

Computation of installment Sale In
come. (Form 6252) . .

Corrected  Income and  Tax
Amounts, Smemenl of. (form
W-2¢) . .

Depreciation  and Amomuhon
(Form 4562), . N

Disability Income Exclusion (Form
2440), . -

Earned Income Crod-t Advance Pay-
ment Certificate. (Form w-5) .

Elderly, Credit for the. (Sch R&RP,
Form 1040)

£ . €
(Form 2!06) e

Employee's Withholding Allowance
Centificate. (Form W-4) .

Eati

(Sch o,

Tax by C . Un
derpayment of. (Form 2220)
Estimated Tax by Individuals, Un
derpayment of. (Form 2210) ,
Estimated Tax Corporahon (Form
1120-w . .
Est 'l’ax 1or Indid
(Form 1040-£5) . .
Extension of Time to File (:nrpora
tion lncome Tax Return, Apph
cation for Autommc (Form
7004) . . Coe .

Poge

150

Extension of Time to File U.S. lnde
vidus! Income Tax Return, Appli-
cation for Automatic. (Form

Extension of Time to File, Applica
tion for. (Form 2688) -
Farm Income and Expenses. (Sch.

fFForm1040) . ., . . . .
Farm Rental Income snd Expenses.
(Form4838). . ., . . . .
Federal Tax on Gasoline, Speciat
Fuels, and Lubricating Oil, Com-
putation of Credit for. (Form
4436 . . . . . PR
Foreign Bank, Securities, cnd Othar
Financial Accounts, Report of.
(‘l’ruwry Depanmem Form 90—
2.1) . .. .
Fonlgn Tax cud‘!—lndiwdu-' Fi-
duciary, or Nonresident Alien In-
dwvidual, Compunuon of. (rovm
1116). . P
Foreign 'unble Income nnd For.
eign Taxes Paid or Accrued,
Schedute of. (Sch A, Form
1116) .

Gains and Losses, Suppfemenul
Schedule of. (Form 4797)

Income and Tax Statements, Trans-
mittal of. (FormW=~3) . . .

Income Avenglng (Sch G, rorm
1040) .

Income Tlx Retum, Ctupom-on
(Form 1120y . .

income Tax Rotum Flducmy
(Form 1041).

Income Tax Re(um, lndwldual
(Form 1040). . .

Income Tax Relurn. lnd:vldual
(Form 1040A) . -

Income Tax Return for Smgle Filers
with No Dependonu (Form
1040€2y . . . .

income Tax Return, s Colpovatnon
(Form 11205) . .

f g N Aetiui:
Credit for, (Form 6765) .

tndvidual Retirement Arrangement
Information (Form 5498) .

Information Returns, Annual Sum-
mary and Transmitts! of U.S.
{Form 1096). . . .

Inf i Retums, T
of Certain. (Form W-3G) .

Interest and Dividend tncome. (s:h
B, Form 1040) . . .

Interest Income, smement for Re-
cipients of. (Form 1099-INT)

1 Credit, C ion of.
(Form 3468), . . . .

invastment Interest Expense Deduc
tion, (Form 4952) , . . , .

AN
g

@D

,~=)

s
=)

Itemized Deductions. (Sch. A, rovm
1040). . . ,
Jobs Credit (and WIN :mm eury
over). (Form5884), , , .
Married Couple When Both WO'I‘
Deduction for 8. (Sch. W, Form

1040) . . .
Minimum Yax Compu(nhon. Amr
native. (Form 6251) . . . .

Minimum Tax—Corporations, Som.
putation of. (Form 4626) .

™ Income, Stat
for Rmaienu of. (Form 1099-
MiSC)

Moving Expcnu anmonl (Fom
3903). . . . . . .

Multiple  Support D«uvmon
(Form2120y, . . ., , , ,

Original Issue Discount, Statement
for Recipients of. (Form 1099~
o) . ., .

Partner's Share of Mcomo. Crednts.
Deductions, etc. (Sch. K-1,
Form1065) . , . . . .

Partners’ Shares of Income, Cud
its, Deductions, etc. (Sch K,
Form 1065) . .

Partnership Return M lmm
(Form J06S5) . . PR

Payer's Request for Tupayor Iden.
tification Number. (Form W-9) .

Power of Attorney and Declaration
of Representative. (Form 2848)

Profit or (Loss) From Business or
Profession. (Sch. C, Form 1040)

Refund Due a Deceased Taxpayer,
Statement of Person Claiming.
(Form131y. . . . . ,

Regulated Futures Contracts snd
Straddles, Gains and Losses
from. (Form 6781) . .

Residentiat Encrgy Cvodi!. (Form
5695). . . PR

Sale or Exchange of Prlnclpal Resi-
dence. (Form 2119) . .

Sharehald: Indi

s Share of
uted Taxable Income, etc. (Sch
K-1, Form 11208) .

Self-E Tex, C i
of Social 3Security. (Sch. SE,
Form 1040) . . . . .

Special 10-Year Avevagmg Memod
(Form4972). , .

Si ! Income
(Sch. £, Form1040) . . .
Tip Income and Allocated Tips, Em-

ployer's Annual Information Re-
turn of. (Form 8027) .
Unreported Tip Income, Coraputa:
tion of Social Secunty Tax on
(Form4137). . . .
Wage and Tax Statement. (rorm
w-2) . . . .
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ATTACHMENT C: ls’gl&CENTAGS OF INDIVIDUAL TAXPAYERS REPORTING

LECTED ITEMS ON TAX RETURNS, 1981

7 Wites, salaries. b TR T £86.3%
atens .|mnmm(m:§.u1-“""‘").... 524
ool p § Owidends (otiasch Schocule 8 W over $400) . « . 4+ + 1.0
Formmredhorn |« Totl. ASG Hnoe Do ong B8 . o oo v suiesanns
Wyow oo oo how | € £5thveon (B0 page 9 of Instructiond) . . . . ..o 40,7 35.8
ou-tem © Subtract e B from Koo Bc (DUt A0t 1008 AR BID) . + « ¢+« o s s b s a s e L
[~A40 9 Rotunds of State 4nd lec! income Usee (66 et onker 81 SMOURL uniess Jou do- 12
BVC100 TIN50 £5288 N BN SOTINT JOUr~don PORS § OF INSIINELONS) . 4+ o o v b -
I I T T I ) .
11 Business income or (loss) (sttach Bchoduie €) . . . . o .. » L] 2
12 Copiatgainar(ioes) (sMach Sehodvl D). . . . o . v e o venav v v ann
13 40% of copital goin Sletridutions net reported on ing 12 (les page § of T .
35 Supplements! gaing 8¢ (10see) (OOeh Formd?97). . v v v v i v b e e e s |LI
1] rmwmwmnmmuuu....é.s..... 1.9
e Other pensions ond sanvites. Totst recomed . . .. . LMl 0.0 |
 Teasble amount, i oy, from workshoot on page JO of Inatructions . . . . . . . . . |38, -1
Tt e | 17 Menis. royaties, partnershics, estates, truats, ete. {ettach Scheduie £ . ... | VL]
o money 1 Parmincome oc (1000) (Mach Behadute F). o . .. .o i e in oo B |88 £,
ot here mwmm}'ﬂtww—
§ Taable smount, i eny, trem workehest o0 page 10 of Inetructions . . . . . . . . . 2.4
3 Other income (atste sebws ed [ » . .0
- 2 _Towl income. Add amounts in ostumn for e TOhrough 20. . - .o oo o B L 81
Mmoaty |22 Moving expense (otusch Farm 3903 1 390XF) . . . . . 2 2 4
mm 19 Empioyee business expenses (sftech Form 2106) . . . |.B. !
B4 Payments to an IRA (enter code from page 11 X
- 35 Payments to s Keogh (.. 10) retrement plan . . . . | B |
Jrovar®y 2 Intarest pensity on serly wnindrewe! of sevings . . . . |3 ]
L B AMOAY PO . 4 . v st et s n
2 Daabiny income exchusion (sttsch Form 2440) . . . . |8
29 Other adjustments—ses page 12 b 14.8
Totst od) tm bt m I A .
Mionsd $10. 5000, on. ool Incomy Crogh” (hne n{u-nn DO'M 100.0
m.m____m_-mmmm...m_v_m_ n
n 328 Amount 1rom bine 31 (edjusted B7O8s IACOME) . . . Lt i et et 0
Congs- nnwummmmmm}
W yow Romize. compivie Schadule A (Fors 1040) ond anter e amoust om Schotuls A, 14 4]
lstion Coution: Hf you have unesmed income 8nd can be claimed as & depandent on your
ot umum-:m.mlnmbQmmml:dmlmrm.ul Ao see poge 12
tnatrg ©f the Ingtrucbens .
—n @ You 600 moricnd Moy 0 04perete roturn ot your spowsa Hormises doducirens, OF
@ You s Form 4340, OR
@ Yoo 0re & dusi stotes alion.
1 MuRiply $1.000 by the total aumber of ezemptions clewned on Form 1040, hne e . .
M Tausbie Income. Subtract line 33 from Nne 32¢ . 94,2
" Tex tmru.mnmmunmumvm D'nlnot:mml ¥, ul
[0 8chodule D, () Schedule G, of [JFormd?26. . ... ...... __80.3
3 Adddiona! Taxes (300 peae 1 of tretructions ) Entor mwcmmmgrmnwo
(] Form 4972, [T} Form 8544, uDMmMmMm oo
B) TOWLASG Ines IS end 96 . . .. ... .o ... P
Cradits 3 Credn for contnbutions to candidstes for pubbc eifice . . | 38 b %
2 Crednt for the eiGerly (attach Schadules RARP) . . .. . . | B
Ciowd @ Cred for chitd and dependent care expensn{roin’ias,). | 8 4
o o &0 Investment cradd (attach Form 3468) . . .. o . ... . L&) 4
pags 1) @ Formgn taxcradafodtech Form1116). . . .. .. . A2 N
4 Work incentive (WIN) crednt (sttach Form 4874) . . . . . | 8, 1
O Jobscredt (sttach Form SB84) . . . . . ., .. .. ... 18
umrmmn(mrmmn....“ [) 4
4 Votp! crghts. Ag) unes 3P thwoygh 43 . CN A S — Ty )
47 Balance. tuwmmummnmmmmmmwum; » o | 80.
her 8 Setlamployment tex (sttach Schedvie SE) . . A ) L
Tan s Minemum tan. ATach Form 4825 006 Aotk Mo I [ ¢ o o o v oo oo o v e u. . |08 N
mm«mmmummuuwmmyu........... N
Socwews | 30 Tox trom recomputing prior-yeer investment crodit (eftach Form 4235). . . . .. .. . [ 30 N
4 $50 Sociat sacurtty (FICA) tax on i income Ret reporsed ¥ employer (attach Form 4137) . . |_Sla
Formems) | 810 Uncoliected omployss FICA and RATA tas on tigs (frem Form Wod) . . . . . . » . . . | 81O
82 TosonenIRA (MACh FormBI29) . . . o oo vvenvirnvunsacannesa, (B N
83_Advince earned inceme credt recoived Vumw-: R ) N
] $4 Totaitas Admnes A7 PNough 89 . . . plu -
Paymests 9 Totsl Federstincometeawhhhedd . . . . ... ...
35 1901 estomated Lo peyments 204 omount agpied Mom 1900 miere .
ot weg, | 97 Lamed income credi. I Nne 328 ks under $10.000, see
w-2C. and PIge 18O INBUCBONS & . v oo i ervannentans
:-‘l‘;‘ O Amount pad wRh FormaBE8 . . . .. .0y
1 Excess FICA ond RRTA tax withhoid (Wwo or
- cu«mrmnvu-*ﬂ“m*m
FormaIbor d1d=T). . ..o v s
') Iavestment cresh
Defund or [ ) nmuummmu.mmm
. Solsagy |4 Amount of ine 63 to be REZUNDED TO YOU. . . . . .
[ 05 Amount of e 83 10 50 0pshed 10 your 1002 eteied s . . . B
. nnuuuwuunnmuumnmmuvum—n
Rovinut Servce” Writs your 500l semwrily aumber ond “1061 Form MO8 sa .

obie 1 “teterne!
m;nummommumunuum»l

i
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Individus! income Tax Returne, 1082 Texpeyer Usege Study

Ay
Table 9.--Al) b: » of Selocted Porms and Schedules, Classified by Sise of Adjusted
Cross lacoss, Tex Year 1982

B e

s income
Scheduly
or Type of attachment Totel Oader | 93,000 §410,000 413,000 | $20,000 | $30,000 | 50,000
Tors 45,000 wder | wnder | woder | wader | wnder and
‘ $10,000] 415,000 | 420,000 | $30,000 | $50,000 over
— — P
Q) @ o ) (3) () [©) ®
Al} Porm 1040 returus
21308 ccirinneniacncas | SAOOT] 4,443 ] 6,036 ] 6,794 6,050] 12,5611 13,308 3,699
Percent. . 1000 100.0] 100.0§ 200.0f 200.0] 100.0 100.0 100.0
e
A Itentsed Deductiond.coveoranes 57.4 136 3.4 ».3 42.0 6.1 6.0 5.4
3 loterest and Dividend Income.. .0 4.7 4.5 48.7 4.7 . 49.0 n.2
c Profit or (loss) From Busimess
or Professton..coorescirecsns 16.4 23.3 18.1 13.0 169 1).8 1.8
] Capital Cains and losses...... 12.9 9.0 2.1 4 .2 15.0 3.1
3 Supplemental Income Schedule.. 18.3 17,4 13.0 k.6 16.4 19.0 40.3
¥ Farm Income and Expenses...... 4.3 9.2 3.7 5.3 3.2 3.4 4.9
[ Income AVeraging...eeecervcnss 9.2 0.6 3.8 5.1 2.4 15.% 2.7
:, ’ Credit for the Rlderly........ 1.1 - 1.4 1.0 0.6 0.9 31
SE Computation of Socia) Becurity
Self-Zaployment Tak.cseusnars 15.4 2.3 19 1463 15.0 12.7 12.2 18.6
v Deduction for s Married Couple
When Both Work.euseosssaraaes 2.8 1.6 4.0 13.0 7.2 %.3 $7.1 41.8
1116 Cosputation of Foreigs ¥ax .
Creditoscerscansisncnvacrnnes 0.4 - 0.2 - 0.2 0.4 0.6 1.9
2106 EBmployes Business Rxpenses.... 10.2 1.9 4.3 8.5 9.9 12.% 12.9 16.0
119 Sale or Bxchangs of Principal
RasLdROCO. cvoues crrtniniienne .13 0.6 1.0 1.0 1.4 1.3 1.3 3a
220/ taiz payment of Bstimsted
2210F 10come TaZ.oesesosrearcisnnns 6.2 4.1 1.8 8.5 5.8 4.0 4.7 4.8
2440 Dissbility lsc Excluaion. .. 0.3 1.9 1.0 0.4 0.6 0.1 - 0.4
41 Credit for Child and Dependent
8.3 1.3 3.9 8.7 9.6 10.5 10.9 4.9
uée
6.4 5.4 485 6.0 7.2 4.4 6.1 17.9
3903 2.1 0. 2.1 3.3 2.2 2.0 1.7 1.5
4136 Computation of Credit for
Federal Tex oo Gasoline,
Specisl Pusls, end
Lubriceting Ofl.cccvveconsans 5.3 3.2 1.2 1.7 1.4 0.8 0.9 1.1
4255 Recapture of lovestment Credic 0.8 0.6 0.2 1.0 1.0 0.7 0.6 1.9
4562 Depracistion.ceeecsasesvaasans 14.2 18.7 13.6 11.4 15.0 12.8 13 23.2
4684 Casuslties and Thefto......... .3 0.6 0.8 0.4 1.9 2.2 4.5 6.0
4797 Supplesentsl Schedule of Gains
80 LO#BeB.covcrsrtantracnnns 2.2 44 1.0 1.0 3.5 1.7 2.1 3.1
Ag60 Application for Automstic
Exteusion of Time to Pile.... 0.3 0.3 - 0.2 - 0.3 0.3 1.5
8329 Return for lndividusl Ratire-
Bent Arrangement Texes....... 0.2 - 0.2 - 0.2 - 0.3 0.4
5695 Resfdential Bnergy Credit..... 8.2 0.6 2.4 3.9 3 6.4 7.6 L2
3884 Jobs Cxeditseecriesarrosercncs 0.1 0.6 - 0.2 0.2 - - 0.4
6249/ Cosputation of Overpaid Wind-
:3;” fall Profit Tax...... 0.3 - 0.2 6.2 0.4 0.3 0.1 11
251 .
0.6 - - 0.2 6.2 0.1 1.1 4.2

1.3 - 0.8 0.6 0.8 1.0 21 3.4




168

ATTACHMENT D

There are three tax forms for individuals—short Form 1040EZ for certain single
taxpayers, Form 1040A, and Form 1040. All taxpayers can use Form 1040 if they want
to, but you will probably save time if you are sable to use one of the shorter forms

instead.

The following chart shows the kinds of filing statuses,

Aad

10404, or Form taxes, and credits that can be shown on Forms 1040EZ, 1040A and 1060 Use it to
? help determine which form to use.
Form 104082 Form 1040A Form 1040
status: Filing status: Filing status:
Bingle only Single, marned filing Single. marned filing jont,
Jjoint. married filing married (iling separate, head of
separate. or head of household. or quahfying
household widowter) with dependent child
Number of exemptions: Mumber of ex Number of exemptions:

Only one personal exemption for
yourself

All exemptions that you are
entitled to claim

All exemptions that you sre
enutled to claim

Only taxable income of less Only taxable income of less AR smounts of taxshie income

than $50,000 than $%0,000

Only income from: Only income from: Al sources of Income: Pensions and annuities
Wages. salaries. Lips Wages. salaries. tips Wages. salaries, tips State and local income tax
Interest rother than All-Savers Interest rother than All-Savers Interest and dividends refunds uf taxable)

interests of $400 or less

nterest)

Unemployment compensation

Capital gains (Schedule D1

Dividends Self-employment tincludin, Gain from the sale of your home
Unemployment compensation farming) 1Schedules C or F' tForm 21191
Rents and royslties 1Schedule E1  Ahmony received
All other sources
No itemized deductions No N ded AN Hemized & hons (Use Schedule A

You may deduct a part of

You may deduct a part of some

State and local income taxes
Real estate taxes

Charitable contributions
Medical and dental expenses

some amounts you gave to amounts you gave to charitable Sales taxes Casualty and theft losses
h ble org: Interest expenses Miscellaneous deductions
No adjustments to income Ad, o income for: AN adjustments to income:
The deduction for & married Alimony paid Empluyee business expenses
couple when both work Penalty for early withdrawal of  1Form 21061
1Schedute 11 savings Disability income exclusion
The deduction for payments Lo an  Deduction for payments to an tForm 24401
1RA IRA or an Deduction for s married couple
Moving expenses (Form 3903 or  when both work tSchedule W'
Form 3903F1 Other sdjustments
No other taxes Other taxes: Other taxes: :
Advance EIC payments Advance EIC payments Social security tax on tips not
. Sell-employment tax reportad to your employer
Schedule SE/ «Form 4131
Tax on an IRA Form 5329) Uncollected social security tas on
Alternative minimum tax tips shown on your Form W2
. 1Form 62511 All other income taxes
No tax credits Only tax credits for: All tax credits:
Partial pplitical contributions Partial political contributions Foreign tax credit iForm 1116
eredit credit Residentisl energy credit
Credit for child and dependent Earned income credit 1Form 5635)
care expenses (Schedule 1! Credit for child and dependent Credit for the elderly
Earned income credit care expentts (Form 24411 (Schedules R & RP:
Investment credit (Form 3468) Al other credits

Jobs ¢eredit 1Form 58841
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Department of the Traasiry Inferny’ Revenut Servce

Form 1040EZ Income Tax Return for

1983 Single filers with no dependents « OMB o 386 2471
Name & 1f you don‘t have a label, please print: Please write your numbers like th:s
-
: \ 5@
Wrie youwr aaime shove (s, it lasts Social security number
NER NN ERER
J
Prasidential Election C Ign Fund D I
Check box if you want $1 of your tax to go to this fund. » Dollars Cents
Figure
our
X 1_Waeges. salaries, and tips Attach your W-2 form(s}. 1 ' .
2 Interest income of $400 or less }f more than $400,
you cannot use Form 1040EZ. 2 .
Anach 3 _Addline) andline 2 This s vour adjusted gross income. 3 m m m
Copr Bof ] .
:‘\g'gm,:::, 4 Allowable part of your charitable contributions Complete
the worksheet on page 19 Do not write more than $25. 4 K
8 Subtract line 4 from line 3. s m ’ m . m
6 Amount of your personal exemption. [] m' @@ .
7 Subtractline 6 from line 5 This is your taxable income. 7 m ’ m . m
8 Enter your Federal income tax withheld. This should be
shown in Box 9 of your W-2 form(s). 8 ’ .
9 Use the tax table on pages 29-34 to find the tax on your
taxable income on line 7. Write the amount of tax 9 ' N
Refund o ) X
or 10 Ifline 8 is larger than line 9, subtrsct line 9 from line 8.
amount Enter the of your refund. .10 ’ .
you Owa 11 lineislarger than line 8. subtract line 8 from hine 9.
Avachun Enter the amount you ov e, Attach check or money order
pey ment here fcr the full amount. paysble to “Internal Revenue Service.” 1 ) .
SI‘n 1 have read this return. Under penalties of perjury, I declare
your that to the best of my knowledge and belief, the retura is true, For IRS Uss Only—Pisase
return ocorrect, and complete. do not write in boxes below.

Your nignature Date

X

O0D4a

For Privacy Act and Paperwork Reduction Act Notice, see page 38.

®
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ment e

1983 Fonn 1040A US lndlvidual Income Tax Return o T
Step 1 . .
Name and Use the IRS mailing label. If you don’t have 8 label. print or type:
address Vot 01 Bata and thitsal of bars g11aim alu G100 sjoase o womme 4ne 1ot [ Your sociul recunit. ne
Prewnt ot sbaives Fartar 3t sbored Spouser sou1al sevurit -
Tt b ot gt oflas S aret 71l e
Presidentis! Election Compaign Fund
Do vou want $1 to goto this fund? .. ... ......... ..... Oyes [JNo
1f Joint return. does Nour spouse want 81 to go to this fund? [ Yes [ No
Step 2 1 [0 Single 1See if you can use Form 1040EZ +
stotus 2 ) Marned filing joint return teven 1if only one had income!
thati 3 [ Married filing separate return Enter spouse’s social security number above and spouse’s
full name here
4 (5 Head of household 1with qualifying persuns If the qualifying person is your unmarried child but .
your dependent. write this child» name here.
Exemptions Always check the exemption box labeled Yourself Check other boxes if they apply.
88 T Yourself [ 65 or over O 8hnd S mumies
b () Spouse 265 or over BIind b T
€ First names of your dependent children who hived with you
Wt aumder o -
AII-' o B ehildrer lnted un & s
e - dOer dependents s NIV CRREEY bt e
W ot B EIRCIR A Gepenbent s swpper’
Wriie pumber of
’ owhec gt -
A4 mymier.
‘ @ Total number of exemptions claimed ol j—
Step 3
Total € Wages. salarie:. tips. etc 'Attach Formis: W-2 ¢ -6
income
7 Interest income (1f line 7 35 over $400. also complete Schedule 1. Part 1+ 7
88 Dividende« 11f hine 3. is over $400. also complete
Ao b ket Schedule 1. Parc {l
Piprtgtguy
b Exclusion See the instructions on page 14 8b .
€ Subtract hine 6b from hine 8a_ Writé the result 8¢
9a Unemployment compensation tinsurance. from
Formis+ 1089-G S

Step 4
Adjusted

fcome

b Taxable amount. if any. from the worksheet an page 15 of the instructions :1]

10 Add lines 6. 7. 8¢. and 9b _Write the total This is your totsl i 3 10
1348 IRA deduction. from the worksheet or. page 17. 1la .

b Write IRA payments made in 1984 lhu
you_included on hing Vla. (€
12 Deduction for s married couple when bo!h work.
Complete Schedule 3. Pars 111 12

13 Add hnes 118 and 12 Write the tota). These are vour total sdjustments. 13
24 Subtract line 13 from hine 10. Write the result. This is your sdjusted
088 InCOMe 14
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Part i—Interest Income

Schedule 1 Part I1—~Dividend Income s o
1983 (Form 1040A) Part 11—Deduction for a Married Couple When Both Work
Namv < g shuwn on borm JHOA - Yout sl seeunins nus e
Test to see when you MUST complete and attach Schedule 1 to Form 1040A
If you— Complete the following part of Schedule 1—
® Have over $400 of interest income ® Part 1. Interest income
® Have over $400 of disidend income ® Part 1. Dividend income
® Claim the deduction for & working married @ Part 111. Deduction for a marned couple when
couple buth work
® Cisim the credit for child and ® Part IV, Credit for child end dependent care
dependent care expensce expenses
Part | Interest income 1See page 13!
Complete this part and attach Schedule 1 to Form 1040A 1f vou received over $400 in interest income 1f
vou received any interest from un All-Savers Certificate 1ASC1, use Form 1040 instead of Form 1040A
3 List names of payers Amount
2 Add amounts on line ] Write the tota) here and on line 7 of Form 1040A 2
Part ll Dividend income (See page 141
Complete this part and attach Schedule 1 to Form 1040A 1f you receined over $400 in dividends
1 List names of pavers Amount
2 Add amounts on line 1 Write the total here and on line 6a of Form 1040A 2
Part 11l Deduction for a married couple when both work «See page 181 21
Complete this part to figure the amount you can deduct on line 12 of Form 1040A Attach Schedule 1 to
Form 1040A.

121 You 1b? Your spouse
- Wages. salaries. tips. etc . (rom hne 6 of Form 1040A . .
IRA deduction. from line 112 of Form 1040A 2~ . -
Subtract line 2 from hne 1. Write the result = . =

e e

Multiply the amount on line 4 above by 10°: ¢ 10+ = )
Write vour answer here and on line 12 of Form 1040A 6 =

1
2
3
4 \Wnie the amount from fine 3. column ta: or tbr abore. whichever is smaller 4
L]
6

.
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print C*y tone & DOd 0" ts S0 am0 2iF (o0t
Lt N AL P g
. $3¢.5¢ $ 0592 "
!F::::a;né.:; ] ’ |l:oyou want $1 10 g0 1o this fung? 1 Y e
paign f -
- xom! return, 0o#s your $pouse want $1 10 go to this fund? ives No
Filing Status ! Single [For Privacy Act and Paperworh Reduction Act mm u; Instrut
: i . Mareied tiing j0int return (even ol only one hag income)
Wartied 1l
g::‘b:fm' . :,..__,I ooy 'hv:::_::";l: u::vn (u:cr $povse § 300131 secunity no above and Tull name here
with qualifying person) (See page 6 of Instructions ) H the
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8 interest income (atso attach '
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Presse atach 8 Didends (a/s0 attach Sched e 81f over $400) 1 .90 Exe !
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Ut " ;
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to In 24 Employse business expenses (attach Form 2106) . 2
come 252 IRA A
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m,‘;u:ﬂ lm:“’ v::A o;yv‘nenh you made in 1984 that sre included in
page 11) "
26 Payments 1o Keogh (H R 10; retirement pian 26
27 Penaity on early withdrawal of savings 2
28 Almony paig 2
29 Deduction for s married Y
couple when both work (a%acr Scredet) | 29 :
30 :&ns‘a t;v:l‘ y income eaclusion (a1tach Form 2440) 30 ‘
otal adjusiments. Adg hines 23 through 30 ) ‘
edlulhd f‘f Adsted gross Incomy Suctiact lm:Jx :om Tine 22 17 (i3 ine 13 W33 1han 310 000 s >
redit (i S
1033 Income 195 et gt 3ol isppcoams - o8¢ 1801 ntiuctons Hfyoumant RS o tgure wry |y I 7
|
' (£)]
v -
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o= 104219831 [
n 33  Amount from tine 32 (ad)usted gross 1ncome) AN 33 |
Compy- 340 Myoutemae tme&mwl(fwlwbwmmmm&mA we8 ... .. |3 L
tation anmmmmmmucmuc«mmmmsmw
chackhere B (7] 800 see Dage 13 of the Instructions Aiso 3a¢ page 13 of the Instructions f
g::,w © You 816 marned fiiing 8 $eparate return 8nd yout $pOVsE Remies deductions, OR
1ons on : You fie Form 4563. OR
page 13) You 8r¢ 2 dusi-status shen
340 1 you 60 not temae deductions on Schedule A (Form 1040), CM\MQ the worksheet on mc 14
Then enter the part of your hete
38 Subtract ine 348 of 34b, winchever sppies, from kine 33 e |38
36 Muttiply $1, ooommmmmumummmmwmo‘o mc. ......... »
37 Taxabie Income Subtract hne 36 from kne 35 . e e e 37
38 Tox Enter tax hero and chack o trom (7] Taa Tat, D Tas Rate Schadute K.Y, 02, o [
SChIOUIBG . .. ... e e e
39 F30tons Tazes (See page 14 of Watructons ) Enter here and check f from [Jfermasro0. -
[ rormagr2, [ Formssad. or [) section 72penaitytares . . ... .. ... 3
40 Tolah Addines38and39. . ... N e e » |40
Credits 41 Credn lor the eiderly (attach Scheduvies RERP) .. . . . . .. [1)
42 Foregntexcredd(sttachForm11168) . .. .. .. ... ... 43
(See 43 Investmentcredd (attach Form 3468) . .. .. ... .. 4 .
e 44 Panat credi for poidical contnbutions o I
page 14) 45 Creoit for chid and care (attach Form 2441) | 48 *
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Payments) g TyuonanIRA(aschForm8329) .. . . . .. . .. ... ... [
06 86  Totaltan Addhnes dSthrough8% . . .. ... »| 56
'OIIMMS §7  Federa)income tas withheld . $7
S8 1983 estimated tax paymenits and smount appied 'rom 1962 nlum 8
89 Earned income cred It hng 3315 under $10.000, se¢ page 16 $9
Attach 60 AmountpswihForma8és .. .. ... "%
PomaW2 61 Excess socal securty tax and RRTA tas wihheid (1o or more
w 2P employers) A | &1
to tront 62 Cradi for Federaltas on special fusls and o (a1tach Form 41.!6) [H]
63 Reguisted investmaent Company credit (aftach Form 2439) . 63
64 Totsl paymants. Add ines 57 through 63 - L I
€5 if hine 64 13 targe: than hne 56, enter amount ovumo e e > 6
Refund of 66 Amountofiine65tobe REFUNDEDTOYOY ... ... ... . . .......... [ [
Amount 67 Amountotine 65 to be appied 10 your 1984 estimategtax . . . . & o
You Ows 68 1 e 56 1 targer than ine 64, enter AMOUNT YOU OWE. Attach chick or maoney order 1or full smount
Dayadie 10” Internal Revertu Sernce ** Wrde your S0Cd! sacurty number and <1983 Form 1040 ent . . . > | 68

(Chech & o Form 2210 (2210F) 4 at1ached See page 17 of instructons ) §
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Schedule A—Itemized Deductions
($chedule B is on back)

B Attachto Form 1040. P See Instructions fer Schedules A and 8 (Form 1040).

Your ly Aumbe

Mmm»o-nmlumluo
1 Medicinesanddrugs . . . . . RO O |
Dot Exponaas| 2 Wirte 1% o Form 1040, ke 33 . .
3 Subtracthine 2 from ine 1. mmezouroveman hine 1, write zero . ,’
(“M:.":""“ 4 Other medical and dental expenses
reimbutsed ot a  Doctors, dent nurses, e you
paid by others.) paid for medical and dentalcare,etc . . ..... ..... 4
(Seepage 180! b Transpotstion .. ... . . ..., ... Ab
Insteuctions )

¢ Other (nst—mclude hwmg a-ds dentures. eyeglasses efc)

Ac
5 Add Imes3|mough ac S
€ Multiply amount on Form 1040, fine 33, by 5%(05) A [
12_Subteact ine 6 from line 5. If line 6 15 more than line §, write zero »
Tores 8 Stateandlocalincome . .. .. e L8
9 Realestate . .
(Secpape 1901 110 & Generaisales (see sales taxtables) . . . B T
b General sales on motor vehicles AR 1)
11 Other (ist—include personal property) P "
12_Add luﬁe‘salmo‘ug'h 11 Wrte xou.ranswer bete | d
Taterest E 13 & Horhe mortgage interest paid to financialinstitutions . . .. .. | 138
nterest Expense| = o 0 mortgage interest pars to indvidua's (show thal person’s
(See page 200f name and address) ... e e
Instructions ) 13b
14 Creciteards and charge accounts . . A B L)
15 Other(hst) » . . .. .. .. .
T o 15
16_Add lines 13a through 15 Write your answer here _ >
Contributions |17 @ Cash contributions (If you gave $3.000 ot more to any one
See pape 2001 org report those onine 170) )
(See page 200 b Cash contrbtions totating $3,000 or more 1o any one organiza-
tion (Show to whom yuu gave and how muchyougave) » . .
S LT 7
18 Other than cash (attach required statement) TN
19 Carryoverfromprioryear .. .. ....... 9 |
20 _Addlines 17a through 19 Wnte10uunswevhen >
Casualty and
Theft Losses |23 Total casualty or thett lnss(es) (attach Form 4684) (see page 20 of Instructions) >
Miscellaneous |22 Union and professional dues . . 22
Deductions |23 Taxreturn preparationfee . . . 23
24 Other(nst) »
(See 2ot o C
(lnum‘:ons ) 24
25 Add Imes22tmough24 wme!owanswerhe > .
ummary of !
Summar ol )26 Agoines?.12.16,20,21,00025 . ... ..... ...... 26
Deductions 2 § Form 1040 {;n:mgg:a:usggxforg wn:egg ,400 27!
ou checked Form hing Status box 1 or 4, write .
(ﬁ:l?:tglto?ni 5" y F-lmg Status box 3, write $1,700 i
28 Subtract ine 27 from hine 26 Write your answer here anoonform 1040. tine 343 (i ine h
2715 more than line 26. see the Instructions for line 28 on page 21 > 123,
For Paperwork Reduction Act Notice, see Form 1040 Instructions. Schedule A (Form 1040) 1983

@



160

Mr. DiLpiNE. Thank you véry much.

Before we evaluate the options for simplification reform of the
income tax, we think it would be instructive to step back and look
at the Federal tax system that is now in place. We have described,
at the bottom of page 2, major taxes that are in the existing
system. ‘

There are three major Federal taxes—the individual income tax,
the payroll tax, and the excise taxes. Now, these are each distin-
guished by their bases, and by their rate structures. And they are
very much different in that regard. The income tax has a graduat-
ed rate, and tries to tax all income with certain exceptions; where-
as the payroll tax is a flat rate tax. This tax currently imposes a
single rate of 14 percent on all pa%rolls up to an amount of
$37,800—a relatively simple tax base. Excise taxes, are somewhere
in between. Excise taxes are a series of consumption based taxes,
but on specific consumption items, and with a number of different
tax rates.

There is the widespread perception that the current income tax
is unfair and unnecessarily complex. One of the reasons for this is
that we have gone through a succession of attempts to provide im-
portant economic and social objectives through the enactment of
successive incentives.

These provisions, enacted over a number of years to help a
number of different kinds of businesses and social objectives, have
also tended to beget one another. To some degree, over a period of
time, they have also tended to offset one another. At the same
time, their excessive use, or what is perceived to be their excessive
use, in some instances has led Congress to enact limitations. What
remains is a system that is quite complex and where many of the
incentives provided overlap and sometimes offset one another. And
ye}t1 the perception remains that certain taxpayers are favored over
others.

Recent reforms, which often intended to limit abuses and broad-
en the tax base, have looked at each provision and practice one at
a time without much consideration for larger tax principles. The
consequence is that while we may have a fairer tax after a given
change in the law, it also tends to be more complicated.

Now it seems that before Kou begin to be negative on the income
tax, you ought to consider the one flat tax that we already have. I
mentioned it before. We already have a large flat tax in the
system. It’s the payroll tax. It’s relatively simple. It has few excep-
?ons. And it applies to all wages, at least up to a fairly high limita-

ion.

It would be possible to increase revenues simply by raising this
flat tax. We doubt that very many people would regard that as a
fair approach to produce additional revenue or to simplifying the
system.

We have, to a large degree, opted for the complexity that goes
along with graduated rates and a much more sophisticated tax
base, with some of the complexity required by determining the defi-
nition of income in order to tax it.

Now Congress has before it, at the present time, a number of
simplification proposals. We do not intend to critique those gropos~
als here. Many of them have been very carefully thought out.
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Many of them have been thought out following the kind of proce-
dure that we are going to propose to you this morning.

But it ought to be recognized that these proposals, all of them,
continue to have a number of exceptions; most of them at least
have more than one tax rate; and most of the changes that would
be made by them, if considered provision by provision as they have
customarily been in the past, would no doubt encounter a very
large amount of political pressure.

nsequently, we suggest a thorough review of the existing
system before these proposals are looked at in great detail.

Mr. SHAPIRO. To try to go into what our recommendations will
be, page 5 of our outline, we try to set forth a structure of lookin
at the types of entities that are dealt with in our tax system an
which you will have to focus on.

We look at individuals. Individuals, which first include the wage-
earner individuals. Then we have individuals that have investment
incomes, some for profits and some for sheitering of income. Then
we focus on individuals with business income. Then the broad
series of deductions, the credits, exclusions, exemptions designed to
provide fairness or certain specific objectives that Congress wants
to promote through the tax system.

n item two of page 5, we go to business entities. Congress has to
focus on the effects of sole proprietorships, partnerships, subchap-
ter S corporations. These provisions essentialll\; deal with individ-
uals because these entities don’t pay a tax. The tax treatment of
these entities passes through to individuals. And then you must
focus on corporations. We have divided these issues into domestic,
nonfinancial corporations; multinational, nonfinancial covpora-
tions; and financial entities. There are a series of items for busi-
nesses that you have to focus on. And then at the bottom of the
page, we list a series of miscellaneous entities that also must ke
taken into account, but primarily we have focused on individuals
and businesses.

To give you some indication of a structure for review, we focus
on what we have in our system right now. As you will see on page
6 of our outline, we say that the Tax Code itself may help to put
into perspective the type of structure that we have.

Attachment A that we have distributed to you, sets forth the In-
ternal Revenue Code by way of an index. There is not an index in
the code, as such, because of the way the code is structured. We
have pieced an index together to try to give you a feel for the
structure of the code and to show you that even if you focus on a
flat tax or other alternative simplified tax structure, much of the
code will be left untouched by any review that is being presented
to you right now.

or example, when you look at the subtitles, you have subtitles
A through I. A is the only one that is being discussed. That is the
income tax. Subtitle B, estate and gift; C for employment taxes; D
for miscellaneous excise taxes; E for alcohol, tobacco, and certain
other excise taxes; F for procedure, and administration; and then
the joint committee title, Financing of Election Campaign and, fi-
nally, Trust Funds.”

Subtitles B through I are not being presented before this commit-
tee during discussion of simplification. So we are only talking
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about subtitle ‘A. Under subtitle A, there are six chapters, and we
are only talking about one chapter of subtitle A. Granted, it is a
very large chapter, but you see we are not talking about self-em-
plgﬁ:ncnt taxes, nonresident aliens and so forth.

en you get to the meat of the discussion—chapter 1, normal
taxes and surtaxes. And only the first two subchapters in chapter 1
are being reviewed with the exception of one or two other chapters,
dealing primarily with capital gains.

Let me review the subchapters in chapter 1 because I think it
helps put tax reform into perspective. Subchapter A is the determi-
nation of tax liability, for individuals and corporations. Subchapter
B is the computation of taxablé income. This is where all of the
perceived complexity, and abuse is essentially contained.

Let us look at the rest of the subchapters and what they deal
with. Subchapter C deals with corporations, distributions and ad-
justments. The Finance Committee’ has reviewed Subchapter C but
it is a separate issue from the simplifications review of the current
tax system. Much of subchapter C needs to be reviewed separately
inkthe type of study that the Finance Committee has been under-
taking.

Subchapter D deals with deferred compensation. E deals with ac-
counting periods and methods. F-—exempt organizations. G—corpo-
rations used to avoid income tax and shareholders. H—banking in-
stitutions. I—natural resources. J—estates, trusts and beneficiaries.
K—partners and partnerships. L—insurance companies. M—regu-
lated investment companies and real estate investment trusts. N
deals with foreign income. O deals with the gain or lossg on the dis-
position of property, which are the basis provisions. P is capital
gains. Subchapter P is a subject of several of the bills before you
which would repeal the special treatment of capital gains. Q deals
with certain readjustments. S is subchapter S provisions for small
corporations. T is for cooperatives. U is general stock ownership
corporations and title 11 cases is V.

0 as you can see, of the entire code that is before you, only a
small part of it is being brought to your attention.

This is a two volume Code that we have right now. This is A and
B, this part in front. Subchapter C through V is the rest of the In-
ternal Revenue Code. And the second volume is everything other
than the income tax. It starts with the estate and gift taxes. It con-
tains subtitles B through I in the first part of the outline. That is
the total Internal Revenue Code, most of which is not being pro-
Eosed to be reviewed for simplification. Although subchapters A and

are the meat of the Code for individuals and the deductions for
corporations, you can se¢ how much of the Code remains that deals
with the special areas that are in the law, with the special objec-
tives that Congress has enacted over the years dealing with special
aspects and fairness for certain industries, and promoting certain-
obﬁctives in that respect. A

ow if you turn to page 4, we lock at subchapter B, which is
computation of taxable income. There are 11 parts in subchapter B
which contains most of the important material for the committee.

The first part deals with definitions—gross income, adjusted
gross income, and taxable income. That sets up the structure for
the income tax.
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Part two deals with the items specifically included in gross
income. Congress has spent a lot of time looking at the problems in
structure and interpretation and has made a list of items that
broaden the base; items specifically included in income. Part three
are the items that Congress has specifically excluded. And if you
look at that list you will see that many of the items in this list,
would still be excluded under any comprehensive tax.

Category four and five deal with the determination of marital
status and personal exemptions.

Category six deals with itemized deductions. While Congress will
focus on these, deductions many of them will still exist even if you
have a broad-based tax for individuals, because corporations still
have ordinary and necessary business expenses. And all of these
categories essentially deal with business-type deductions that are
also made available to individuals in certain cases, such as interest,
taxes, and charitable contributions. ,

Item No. 7 deals with special itemized deductions for individuals.
Some of those may be repealed under a broad based tax. Several
would not, however.

Item No. 8, special deductions for corporations.

No. 9 is a long list of items that ConEress has said are not de-
ductible. Once again, a definition of a broad base. And Congress
has already spoken in those areas.

And then we get to minor areas.

Look at the bottom of this page, part 2. These are the items that
Congress has already acted on which in effect broadens the tax
base—section 71 all the way through to section 87. These include
the special areas that Congress has taken into account, such as ali-
mony, annuities, services of child, prizes and awards and so forth.

Turning to page 5, there is a list of 34 items that Congress has
excluded from gross income—death benefits, gifts, and inheritance,
interest on Government obligations, compensation for injuries and
sickness. And they go on and on. Many of these items, once again
would still be excluded from gross income under any comprehen-
sive tax structure.

Now to the next page, No. 6 These are itemized deductions for
individuals and corporations. Almost all of these items on this list,
sections 161 through 196, would still be in the law because they are
deductions for individuals. Even if they are not allowed for individ-
uals as itemized deductions, they would still be allowed as deducti-
ble of business expenses such as section 162, interest, taxes, losses,
bad debts, depreciation, and so forth all the way through this point.
And these are the itemized deductions that are available to both
individuals and businesses. It may be simplified to some extent, but
if you allow businesses to offset their deductions of doing business,
they would still be here.

At the bottom of the page is a list of special deductions for indi-
viduals. Section 212 is for the expenses for the production of
income, essentially investment income which would still be al-
lowed. And then you have to review some of the others. Retirement
savings is 219. Deduction for two wage earners is 221. And then
you have adoption expenses. ‘

On page 7 are the special deductions for corporations. Now, lets -
go to No. 9—items not deductible. Congress has already listed a
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long list of items which are not deductible and thus broaden the
base. This means that you have already reviewed these items and
have concluded that they are not deductible. They would still be in
the code, after the enactment of any new top simplification struc-
ture.

Let me stop here. The last several pages deal with basis and cap-
ital gains to show you some of the provisions that are necded, even
though they are complicated, to determine gain or loss on any sale.
Much of this would be necessary whether or not you have a capital
gains structure.

The other areas that I wanted to focus on for simplification pur-
poses is attachment D, this is a portion of an Internal Revenue
Service publication called ‘“Package X, Information, Federal Tax
Forms.” What we have photostated for you is just a couple of pages
of package X—the front page, inside cover, which shows you the
table of contents. Following the table of contents are six pages
which are at the end of the package X document. These pages in-
clude the more commonly used principal Federal tax forms. Under
any comprehensive tax system, most of these forms would still be
used. I'm trying to point out that although we still need simplifica-
tion, a lot of these forms are necessary in the system for the cases
that would apply in any type of system, and we will have to assist
taxpayers in having forms to keep their records. If you look
through the list of these forms, in front of you, you will see that
most of them will still be necessary.

The last page is just a table of contents of package X.

Other items are listed, just to give you a flavor of our tax form
structure, which most people view as the complexity of the tax
system. Attachment D, which focuses on the three basic forms for
individuals—1040-EZ, 1040-A, and the 1040, and compares each
one. This description comes from package X. It shows you who can
use 1040-EZ, which is only for single people who earn less than
$50,000 of income and who have limited types of income.

Then you have 1040-A, which can be used by single, married,
joint returns, under $50,000. You can have interest, dividends, plus
wages, and no itemized deductions. And once again, package X says
who can use it. And then you have the list for 1040, as a compari-
son, and a description of everybody else who can use that form.

I'm not going to review the rest of the attachment which in-
cludes the forms. The 1040-EZ was designed to be simple. It has big
boxes and one page. Then the 1040-A, and we also photostated the
1040, front and back, plus the schedule of deductions.

These pages show you the structure of our system, trying to give
you a feel for how it is set forth.

Larry Dildine is now going to go over some oi the types of data
that have been put together, to show you which items are common-
ly used and how many taxpayers use these forms.

Mr. DipINE. Thank you. We have just a few numbers here. They
_ appear in attachment C, which is the next to the last item in your
package. These figures illustrate some of the issues that Senator
Long spoke about a while ago. They show who uses what tax re-
turns and how many items are used by the various individual tax-
payers.
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You have just looked at the tax forms. The new 1040-EZ, a very
simple tax return was used by about 17 percent of tax filers in
1983. The 1040-A, the short form, was used by another 21 percent.
So you have about 38 percent of taxpayers who can use a shorter
form. A good deal of simplification is there already.

The remaining 62 percent of taxpayers used form 1040. But
among those, only 57 percent itemized. The remaining taxpayers
used the 1040 either because they find it more convenient to obtain
one or they have items of income or adjustments to income that
are not included on the 1040-A. :

Among those who itemize deductions, a little bit more than a
quarter, 26 percent, would not itemize deductions were it not for
their home ownership.

Senator Long. What percent?

Mr. DiLpINE. Twenty-six percent, according to our information.
So you have a total of about three-quarters of individual taxpayers,
74 percent, who either do not itemize or would not itemize if it
were not for their home ownership.

Looking at attachment C, we have filled out what looks like a
1040 form, but we have put on it the percentage of individual tax-
payers who report each item from all tax schedules. This shows, for
example, that 88 percent, nearly everyone, has some wage and
salary income. And about 36 percent report taxable dividends and
interest. After those two items, the numbers become very small.
Indeed, there is no other item of income besides dividends, interest
and wages that is reported by more than 15 percent of the popula-
tion; 10 percent of the taxpayers report business income. Ten per-
-cent report capital gains. And: 15 percent report income from royal-
ties, partnerships, and so on. '

When you look at individual taxpayers who are primarily wage
earners, whose main source of other income is in the form of inter-
est and dividends, you are accounting for a very large proportion of
the total taxpaying population.

Now based upon all of the foregoing, we do have some recom-
mendations to suggest. -

Mz. SHAPIRO. Our recommendations begin on page 8. We will try
to provide some background on the structure of our system.

Senator LoNG. Page 8 of what, Mr. Shapiro?

Mr. Suariro. Page 8 of the outline. I'm sorry. We are shifting on
you. It reminds me of the old days when I had all these papers
spread all over. '

We have discussed by way of background that the tax law is com-
plicated, and it will remain complicated. Although the filing of tax
forms can be simplified for more people, the issue of fairness is a
major concern. And, therefore, we have tried to set up a structure
of recommendations as a way it may be approached by the commit-
tee to review a reform simplification package in an orderly way.

First, we are saying is that it should be done without revenue
considerations and without a deadline. If you do not have to focus
on raising revenue and you do not have a time pressure to meet a
certain deadline, it will be possible to have a more thorough proc-
ess of reviewing the system, especially in the way that we are pro-
posing a schedule.
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It should be done by the tax writing committees and their staffs,
working with the Treasury and the appropriate tax community—
practitioners, business community and so forth. The purpose of the
review is to do it in a balanced legislative package; not just a study;
not a commission report; and not in a piecemeal approach. Piece-
meal approaches present problems. You should do it in a way to
have the same relative burdens by income classes and all the basic
objectives—simplicity, fairness and so forth.

ow item No. 4 at the bottom of page 8 is what we are really
trying to focus on. And that. is it should be done in a number of
stages, focusing on a broad group of taxpayers. We have tried to
provide the data to show you where most of the taxpayers are af-
fected in the tax forms, and we have found that most are affected
primarily by wage income. After wage income, the numbers fall off
drastically as to how many people fill in which forms and which
part of the schedules.

If you begin by looking at the broad group of taxpayers and look
at the rates and exemptions and the revenue levels at the end, it
will give you a better opportunity for a balanced package.

On page 9, we start off by reviewing this structure, looking at
the concepts of our tax system, which is in B-2, gross income,
above the line deductions, adjusted gross income, itemized deduc-
tions, taxable income, and then credits. Then we get to the first
stage. This is the most important stage. Wage and salary earning
households, without considering rates or revenue. This is the most
important group, and is the largest group. This deals with subchap-
ters A and B that were referred to, which is a relative small part of
the code, but this is the part of the code that affect these people.

You look at how easy it is, the simplification in filling out the
return and the equity issue. Then if you go to stage 2, which is on
page 10. That deals with the next category—households with sub-
stantial investment income. These are the people who make invest-
ment and the treatment of this group brings in additional complex-
ity. And that’s where you get into the sheltering. People also make
investments; tend to look for tax shelters.

Tax shelters have three basic elements. And that’s in 2-A, B,
and C. First is leverage, the use of borrowed funds, second is defer-
ral, the use of accelerated deductions; and third is conversion; con-
verting .ordinary income to capital gains. The committee should
review these elements in an overall, rather than piecemeal, a;
proach. It doesn’t mean you leave tax abuses alone, but you £
what you have done in the past, which is look at each one. But to
try to get an overall review of our tax shelter aspect, you must look
at the basic objectives in this category: economic efficiency and
equity. Complexity is not a major issue with the group of people
who make investments for tax sheltering. Instead, economic effi-
ciency is the important concern.

The area of capital gains is described on page 11. Capital gains is
a very sensitive area. It is a major source of complexity, and yet at
the same time, it’s an important incentive for risk taking. It also
deals with the fairness issue of the effects of inflation. It requires a
significant review by the committee in order to make the major de-
cisions whether to repeal or cut back the current capital gains
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treatment. There needs to be an analysis of the overall effects of
capital gains treatment.

arry will very quickly summarize the nonfinancial section of
this outline, and then we will be happy to answer any questions.

Mr. DiLpINE. The third stage of this review—and this is a diffi-
cult one—is the complete review of the taxation of businesses, leav-
ing aside for the time being special rules for financial institutions
and foreign transactions, but looking at businesses of all kinds—
corporations, partnerships, proprietorships, and subchapter S cor-
porations. The rules that you have for all of those, if not the rates,
are going to be essentially the same.

The objective of the review of businesses has to be primarily to
look at economic efficiency questions, to reduce the intrusion of
taxes on business decisions, to get businesses to concentrate more
on making widgets and selling them rather than worrying so much
about their taxes, to avoid directing scarce capital to less produc-
tive uses. We believe that capital allocation should normally be left
to the market. The tax system would provide incentives only where
market incentives are insufficient.

There are also fairness issues here. You have heard today, and
I'm sure you have heard many times in the past, a good deal of
complaining about different treatment of different kinds of busi-
nesses. Some of that may still exist and ought to be reviewed.

We think that it may be possible after such a review to offer the
business community a trade-—reductions in corporate tax rates and
the top individual tax rates in return for including a larger amount
of business income in the tax base, and the reexamination of the
business tax structure. Properly balanced and presented, this could
bz a viable proposal.

In addition, we know this committee has already looked at sub-
chapter C reform, and may also want to include such discussions in
a review of corporate taxation. As a further step toward integra-
tion of the corporation and individual taxes, you may wish to inves-
tigate further expansion of the provisions of subchapter S.

Following that, and using essentially the same’ principles, we
would suggest taking up the special rules for financial institutions
and for international transactions as a fourth phase. This leaves to
the end the review of the s&gniﬁcant issue of tax rates. Only after
the base has been considered fully should it be necessary to consid-
er different revenue targets. Revenue targets can be reached by ad-
justing rates, given a simpler, fairer, more efficient tax system.

At the end of our outline, on page 13, we do suggest that once
you have taken this complete look at the income tax, the revenue

uestion remains. The revenue question, however, then comes

own to a question—whether to use another tax, another section of
an Internal Revenue Code to define a new tax such as a VAT, or
instead, to use this improved income tax as the principal source of
additional revenue if that becomes necessary.

Mr. Suariro. The last page of our outline reviews a number of
questions posed by the Finance Committee in their press release on
these issues. We have dealt with those questions. And I think there
is no need for us to summarize it at this point.

That ¢oncludes our presentation. We would be very pleased to re-
spond to any question or issues you would like to raise.
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Senator DaNForTH. Thank you very much. It was very helpful.

Senator Long. ,

Senator LonG. I have some questions to ask, Mr. Chairman. I
notice that there is a vote ﬁoing on on the Senate floor right now. I
think other members might want to ask some questions of these
two witnesses. I wonder if we might just go over to vote and then
come back and ask our questions.

Senator DANFORTH. I cannot come back unfortunately.

The CHAIRMAN. I can’t come back, but I think Senator Long can.

Senator LoNG. In that case I will go vote while you two ask your -
questions. I'll be back.

The CHAIRMAN. We have a chairmans’ meeting at 11:45. We just
need to plan our strategy for the balance of the year. It shouldn't
take long. [Laughter.] '

Senator DANFORTH. I will just ask you one question. You know, it
is said, well, the tax forms are simple for the average person. It's
just a one page form. So what is the talk about simplicity? And
then you say that as far as business people and investors are ¢on-
cerned, simplicity is really not a big problem for them. So how
would you answer that question? What’s the problem? What’s all
the talk about simplicity?

Mr. SuAPiro. I think we are talking about several factors, Sena-
tor Danforth. First of all, I don’t want to leave the impression that
simplification is not important. But it is not as important as other
consideration. It's a secondary factor. When businessmen and in-
vestors make decisions that tend to involve complicated investin
patterns, they are going to have complicated tax provisions to de
with. The tax laws have to cope with a number of the more compli-
cated types of transactions that have been going on in recent
!\;ears——the tax laws have been trying to catch up. Each time the

usiness or investment community creates more complicated trans-
actions, the tax laws have to adjust to deal with them, and it in-
creases the complexity.

So I don’t want to say that the tax system should be complicated.
I'm just saying it’s a result of complicated transactions in many
cases, which is not all tax motivated.

I think the concern is probably more with the perception of fair-
ness. The issue is that when you have very complicated laws, the
feeling is that people aren’t paying their fair share. Even though
the law may be simpler for the average taxpayer, as long as the
form is simple and they just fill it in, many are still concerned that
while they may be paying their fair share, other people are not.
And complexity increases their perception of unfairness.

Senator DANForRTH. I think that that is part of it. In think, in
other words, for the average person, they will say this is a simple
form for me to fill out, but the other guy has got a complex form
and that allows him to take advantage of all kinds of loopholes
that I don’t get on my little form.

Mr. SuAPIRO. That was the point I was trying to make.

Senator DaANFORTH. I think there are two other points, and that
is that we attempt to make public 'Fﬁlicy by writing the tax law.
And this is an attentive committee. This 1s a hard-working commit-
tee. We spend maybe a month at hearings or markups to write a
tax law. But the idea that we know the effect of a 1,300-page bill
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when we pass it is just not true. No matter how hard we work at it,
no matter how attentive we are, to be able to figure out what the
effects are of what we did, I think, is impossible.

And I would say that the third point is that if you are ﬁoing to
have all this complexity, people manage their affairs in the right
way, they could take advantage of it, it puts a premium on not how
energetic the American people are or how bright they are, but
whether they are able to get Price Waterhouse or somebody else to
outline for them all the different hoops they can leap through in
order to minimize their taxes. '

Mr. Suapiro. That was the point we were trying to make -too.
When you have reviewed the tax system and you look at the indi-
viduals beyond the wage earners who make investments, you must
look at the investments for profit separately from investments for
shelter. To the extent that investments are sheltering income,
there is a concern for the fairness issue. But it is a very complicat-
ed issue, and it requires complicated results. I don’t see how you
can avoid dealing with it.

Senator DANFORTH. Thank you very much. Senator Dole.

The CHAIRMAN, I apologize for not being here earlier, but we
have had a number of meetings this morning. I know this has been
a fine presentation, It will be a significant contribution.

I think sharing Senator Danforth’s views—we've had a number
of witnesses proposing all kinds of flat, fair, simple, fast, all kinds
of tax changes that would simplify the Code. And I think you have
demonstrated rather clearly we wouldn’t simplify very much of it.
But you don’t take any strong position for or against any of these
ideas that are running around the capitol, do you?

Mr. Suariro. Mr. Chairman, we don’t because it would be pre-
sumptuous of us to do so having served with the committee for so
many years. No matter what proposal comes to you, the committee,
in its wisdom, reviews it and makes the appropriate changes. I
think the sponsors of these proposals can be commended for being
able to put on the table broad proposals for the committee’s review.
Ultimately, the committee has to review the objectives of these pro-
posals and they must decide how the tax system can be fashioned
in providing a simpler structure for the mass number of average
taxpayers. Then the committee should-start looking at the com-
plexity issues, where it is warranted. I think it’s presumptuous of
any of us in the abstract to start deciding which one is good and
which one may be bad because there are multiple considerations
which the committee in the past and in the future will review for
making their decisions.

The CHAIRMAN. I agree with your recommendation that we ought
to have a careful review and it shouldn’t be piecemeal and there
shouldn’t be any time constraints. As long as it's revenue neutral,
you wouldn’t have that problem.

I'm not certain there will be a recommendation or at least a
report from Treasury in December. They have been going through
the same process in not having the foggiest notion what they
intend to recommend.

But it would be my hope that we would proceed with a review,
outline where we want to go, have the cooperation of the tax writ-
ing committees on both sides, and Treasury and others, as well as
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outside sources. We will be looking both to you and others in the
audience and elsewhere to help us in that effort.

But it would be a massive undertaking. Do you have any 1dea——
you say no time limit. What do you think it might take to really do
a thorough job?

Mr. SHArIro. Well, it would take a long time. The process is new
much more complicated. As you know, when I first came to the
staff, the congressional committees did not have subcommittees.
They reviewed a tax bill, or a Sosial Security bill, or trade bill in
the full committee. Times have gotten more complicated and now
alternative ways to deal with tax review are required. Thus, the
subcommittee approach is necessary. There are also severe time
pressures.

« There are many ways to set a schedule. I think the process has
to start with the committees. If the process starts from the outside
there are just too many alternatives to consider I would like to see
the committees being able to decide their approach and to design a
structure for the review in an orderly manner.

The CHAIRMAN. I know we have about 4 minutes. I'm just going
to recess until Senator Long arrives. And he has some questions.
We do have a chairmans’ meeting, and I will not be able to come
back. Neither will Senator Danforth. Senator Long can take over
and just practice a little in case anything happens in November.
[Laughter.]

But we have 1 more day or morning of hearings scheduled. On
the 20th will be the final 2-hour session on just looking at different
options.

We do appreciate your testimony and other witnesses who have
been here this morning.

Thank you very much. We will stand in recess until Senator
Long arrives.

[Whereupon, at 11:46 a.m., the hearing was recessed.]

AFTER RECESS

Senator LoNG. I ask the witnesses to return to their seats, and
all those in the room take their seats or find a seat.

First, let me thank you, Mr. Shapiro, and your associate for the
magnificent presentation you have made here before the committee
today. I think that this material is very helpful to us. You have
obviously spent a great deal of time preparing this information and
it also gives the committee the benefit of matters that you have
been thinking about for a great number of years. .

How long have you been thinking about these matters now, Mr.
Shapiro?

Mr. SHaPIRO. Having served with the Joint Tax Committee staff
for some 15 years, I have continued to focus on tax policy and tax
simplication from the time I left the staff in early 1981. It has been
a continuing involvement. Having been involved in the process as
long as I have and working with the committees, you get very close
to the system, and you develop a concern about tax policy.

Senator LoNG. I think that you have really given us some very
fine suggestions on some ways we might go about this. -
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Here is one of the thoughts that occur to me along this line. If
we followed yuur suggestions and your recommendations, it would
take a very long time. If we undertook to follow your procedure
and cover the items that yov have in mind and take the time to do
it the way you suggest it ought to be done, how much time do you
envision that taking? You have been up here. You have worked on
the Hill. Your associate has worked in the executive branch. How
long do you think it would take to do the job that you are suggest-

in%qhere.
r. SHAPIRO. It would take a fair amount of time, Senator.

Senator Long. We are not talking about days. I'm talking about
years.

Mr. Suariro. I would say that it would take more than a year at!
a minimum. I will say, however, that there have been a lot of
people that have made suggestions for the last number of years*-
that there should be a moratorium on tax legislation to allow the
Congress to have an opportunity to review what has already been
enacted without the pressure of having to consider a major tax bill
every year. Political pressures and economic pressures have not
permitted that, of course. And, therefore, we have had thousand-
page tax bills that continue to be enacted.

f Congress were able to put aside revenue restraints, that are
still before you, in order to let the practitioners cope with what is
already in the system, the Congress could look ahead tc the design-
ing of a simpler system by having an opportunity to focus on the
current tax system. Thus, if the review process were properly struc-
tured with the appropriate subcommittee or task force review that
combined the congressional staffs—the Finance staff, the Ways and
Means Committee staff, and the Joint Committee staff with the
staffs of the administration, and the professional organizations, the
Congress could have a periodic review of how its objectives coincid-
ed with suggestions and recommendations. In other words, the Con-
gress should not wait until everything is in place, but should con-
stantly review the members’ opinions in order to obtain some reac-
tions.

I am concerned that if you wait until the process is completed,
everyone will have alternatives to change this piece and change
that piece. Instead, the Congress should modify the reform package
by looking at considerations and tradeoffs throughout the process.

I would like to suggest that as you focus on one category that
there be frequent committee and member review of that particular
stage. It is essential that the views of the committee members are
obtained.

But I must admit it could take 1 year to 2 years. And I'm just
saying that without knowing how long. I don’t expect it to be done
very quickly. It shouldn’t be done very quickly.

Senator Long. It looks to me more like a job that would take
4 years.

}l,\'lr. Suariro. Well, it depends on how much you want to do.

Senator LonG. You are talking about giving the commissions the
opportunity to participate. That'’s implicit in your recommendation
here, isn’t it?

Mr. SHAPIRO. I think you would want to get some of their per-
spectives as well.
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Senator LonG. You would give the Tax Section of the American
Bar Association an. opportunity to participate, I would take it?

Mr. SHAPIRO. You have got some very fine professional organiza-
tions with dedicated people who can make a contribution to the
process.

Senator LonG. Would you envision that they would have time
enough to take a position on the recommendations, that is, to dis-
cuss them and take a position on them. If so, that takes time.

Mr. Suariro. Yes. And yet sometimes it works more effectively if
you try to focus on and pick out some key individuals in those or-
ganizations who can speak on their own. Many times these profes-
sional organizations have such bureaucratic procedures that in
order for them to be able to make a statement, it requires 6
months to get the statement approved within the organization.
Therefore, by picking out some of the people who have a contribu-
tion to make, as the committees have done in the past, it appears
as if these people representing the organizations, but in reality
they are speaking for themselves because the organizationsl proc-
ess takes too long and may restrict some of their positions.

Senator LoNG. I'm just trying to get a picture of where we come
down by the time we get through with that. You don’t want to pre-
judge what the final package is. But I think it helps us to just try
tg gues}f at it as to what all this would look like by the time we get
through.

Would you assume that by the time we get through with our
review we will have a much smaller gercentage of people who item-
ize than we have at the present time?

Mr. Suariro. That is hard to project because the interest rates
have recently increased to a very high level which means that cur-
rently more peopl¢ are itemizing than they would if the interest
rate were 5 or 6 pércent. In other words, one of the major reasons
for itemizing dedugtions is the interest rates.

I don’t feel that: itemized deductions per se is the complexity in
the system. You can separately analyze the itemized deductions, as
Congress has already reviewed many of these dedu: iions. In the
case of the medical expense deduction, Congress has already limit-
ed it to the catastrophic level for social purposes to assist these tax-
payers in very special cases

nterest is also a decictible item. Yet the deductibility of interest

is considered fair because we only borrow money to use it for con-
sumption, savings investment. Furthermore, the treatment of the
sales tax, can be complex in order to ensure fairness. A taxpayer
has the option to use the sales tax tables, which is a very simple
task to determine the sales tax deduction, the taxpayer only has to
look up the amount of income he makes, take the amount listed on
the table and plug it into his tax roturn. And yet for fairness, we
admit that some taxpayers actually spend more money on con-
sumption during the year than the amounts listed in the table.
Thus, the taxpayer is permitted to keep records in order to deduct
the actual sales taxes. This process adds complexity, but it's fairer.
- In the area of charitable contributions, we can have a much sim-
ler system if we allow deductions for only cash contributions. This

imitation would eliminate the problems of property donations, be-
cause taxpayers could not overestimate the value of their dona-

~



173

tions. For example, at the end of the year people frequently donate
clothes and pictures and because these donations require subjective
evaluations and guessing, there can be a lot of overestimation on
the valuation for the tax return. And yet if we don’t allow property
donations, a lot of charitable organizations would not be getting
some of the charitable gifts that they might otherwise obtain.

Futhermore, most of the simplified tax proposals allow a deduc-
tion for charitable contributions and allow the deductions for home
mortgage interest. ‘

Thus, I would expect that when you finish a comprehensive
review of the tax system, you will still have several itemized deduc-
tions. Even if you eliminate some of the deductions, I'm not neces-
sarily sure that the elimination will be providing that much more
simplicity.

Senator LoNg. According to your testimony here, it would drasti-
cally reduce the amount of itemizing if you had, as I suggested in
the previous questioning, a form that related to the needs of people
who pay interest on a home mortgage. Perhaps if you had a sepa-
rate form for one to deduct interest on a home mortgage, it ought
to pe;mit the deduction of all interest expenses. Does that make
sense?

Mr. SHapriro. You are saying treat mortgage interest on the
home separately from other interest?

Senator LoNnG. Well, my thought, in hearing the testimony pre-
sented here by the two of you and also in the discussions down
through the years, is that the largest single item that causes people
to.itemize who otherwise would not itemize is the deduction of the
interest expense on a home mortgage. That's what you have testi-
fied to us here today and that’s what I've been hearing all down
through the years.

Assuming that to be the case, if we simply had a form in addi-
tion to the 1040-EZ and the 1040-A, if we had an additional form,
that was just directed to the needs of someone who has a home
mortgage and who has a high interest expense, I assume that you
would give that person a smaller zero bracket amount because he
y\{gulgi be foregoing this principal item that he would otherwise
itemize.

Mr. SHariro. I understand your point. I'm going to let Mr. Dil-
dine respond. I believe you are saying that if you remove the major
item that requires people to itemize, and let them deduct it sepa-
rately, they wouldn’t have to worry about the rest of the itemized
deductions.

Senator LonGg. We would give you a form where you don’t get as
much of a zero bracket amount as you otherwise would get, but we
are going to let you itemize this one item that is important to you,
the interest expense in this case. Perhaps it should be all interest
expense rather than interest expense just on a home mortgage—
that’s a question I would like to ask you and get your thought on.

But in either event, let thein itemize this item of interest ex-
pense that otherwise would require them to itemize everything
that is available to them under the ordinary form 1040. And by
doing that, it would seem to me that they wouldn’t have to worry
about all the other expenses they could itemize. They would just
worry about that one. Hopefully, they would come out better by

40~-774 O - 85 - 12
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itemizing just that one and taking the benefit not of the full zero
bracket amount, but of enough of it so that it would be worth their
while to itemize just the one item and to choose that form.

Now if you did that, it would seem to me that you could take all
these people that you are saying are itemizing to claim that one
deduction, and give them the benefit of simplicity, and yet let them
itemize just this one item, of interest expense. And it would seem to
me as though you would have vastly simplified the whole process
as far as those people are concerned because they could fill out
their own tax return. I'd like to get your thoughts on that.

Mr. DiLpiNE. We estimate that if you had that in addition to the
standard short forms that we now have, those altogether would
cover about 75 percent of the taxpaying public. Now there are some
concerns that I know the Internal Revenue Service has about the
inclusion of more and more different kinds of forms. On the front
of packaﬁe X, for example, they complain publicly that a lot of

eople who could use the EZ form don't. It is something of a prob-
em to get everyone to use the right kinds of forms. And, obviously,
the more such forms you have, the more difficult that would be.

I would make two suggestions here. One would be that a lot of
people would feel compelled to fill out every one of the forms until
they found the one that did the best job for them. That would not
necessarily be a simplification. .

Second, for most people who have home mortgage interest, virtu-
ally all of them will also have a property tax deduction. They
might feel the necessity to take both of them at once. There is a
large share of the population who, itemize because they have a
large mortgage. This is what puts them over the threshold. After
that, however, they look to see how many of the deductions they
could find. Your suggestion would moderate that to some extent.

Senator LoNg. It just seems to me that if he he is an ordinary
wage earner with no home mortgage that is one thing. But the law
is sufficiently complicated that almost anyone who has any invest-
ments at all, if he has an income tax that is substantial relative to
his income, he ought to talk to someone who is an expert on tax-
ation. Now it might be Price Waterhouse, or it may be Price Water-
house wouldn’t want to fool around with his concerns. It might be
just a guy who hangs a shingle out and who doesn’t even have a
college degree but is permitted to advise taxpayers and who has
read quite a bit of material about the tax laws.

But anybody who had any knowledge at all about it, if he were
advising a taxpayer who has just one big item of expense that
would be deductible, interest on a home mortgage, he would advise
that fellow, after he looked at what his affairs appeared to be, that
he ought to ask for this particular form. That would be all that
fellow needs until his business becomes a great deal more compli-
cated than it is now.

I don’t know why we don’t provide such a form for a person in
that situation, and thereby enormousl?r reduce the complexity. I
think you said that is 26 percent of all taxpayers itemize. Is that
right?

r. DiLDINE. Yes, sir.

Mr. SHAPIRO. Senator, let me briefly summarize my reaction to

your comments. Your intention is to try to allow people fill out
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their forms a little bit easier so that they wouldn’t have to take
into account all the detailed schedules and the forms. I know you
have been dedicated to that objective ever since we have been talk-
in% about tax policy.

believe that there would be a tremendous amount of political
pressure from charities to allow a charitable contribution for what-
ever tax form you create for taxpayers that own homes. Charitable
organizations would demand the same treatment. Otherwise,
people may not donate to charity. Taxpayers would lose the incen-
tive to contribute. You will always be exposed to that type of pres-
sure. -

I also agree with the point that Larry discussed. We find that
taxpayers today don’t always feel that they are helped by forms
that are simpler because they are worried that they may not be
taking full advantage of all the possible deductions.

For example, there are three basic forms today for individuals—
1040-EZ, 1040-A, and the 1040. The taxpayers are concerned that
if they fill out the 1040-EZ or the 1040-A, they may be missing
something that may reduce their taxes. The Internal Revenue
Service has submitted data to show that a number of J)eo’ple fill out
the 1040 who don’t need to. In some cases, taxpayers don’t have the
other schedules and it is easier for them, and in other cases they
want to see if the 1040 will cause them to pay less taxes. Some tax-
payers actually itemize their deductions to see whether they bene-
fited or not. Thus, it may not be beneficial to provide another
option. Although this option would take a lot less time and would
hel» many people in filling out their form, taxpayers would be ap-
prehensive of the option. Many times, even though taxpayers may
want to prepare their form themselves, they may hire tax return
preparers who say that the tax laws are complicated because there
are three, four and five schedules. How do you know which form is
best for you? The advertising by tax reform preparers would en-
courage a lot of small taxpayers to purchase their services because
taxpayers will want to be certain that they are actually paying the
least amount of tax—and these small taxpayers are exactly the
people that you are tryin% to help.

This type of scenario has been a concern with the adoption of
many options. Anytime we give taxgayers options to try to make it
easier for them, we find out that they tend to try all the options,
and thus, we add to their complexity in an effort to help them.
That is clearly not our intent.

Senator LoNG. It seems to me that most people should at some
Point seek advice when they start paying this Federal income tax.
f it’s not anymore than 1 or 2 percent of their income, I can see no
point in them getting upset about it. But what they are paying in
taxes becomes a substantial portion of their income, they ought to
talk to somebody who is an expert on the subject.

Whoever that somebody is, he ought to advise them. He ought first
to get the facts about their situation. Let them provide—tell how
much income they had, what their expenses were and get an over-
view of what their problem is. And having done that, he should
advise them which one of the forms they should use now. Now
that's a decision the taxpairler has to make right now about which
one of those three forms he wants to go for. It seems to me as
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though you ought to be in the position to advise h‘m which form he
ought to use and to show him how it ought to be filled out.

Now if all he has got is interest on a home mortgage, I don’t see
why he has to keep coming back to you to seek your advice. It
seems to me that once he understands that here is this one big
item that he is entitled to deduct, and this is the form that is most
to his advantage, I don’t know why he has to come back.

Now there may be some tax services who would want to try to
find some way to keep the guy coming back because he pays a fee.
I don’t think your firm is in that particular business. You have
plenty of business without having to find it that way.

But certainly doesn’t the Government have a service of helping
taxpayers fill out their tax form? And can’t you go down to the
post office at about taxpaying time and get somehody to help you
fill out your tax form?

Mr. Suapriro. The IRS has taxpayer assistance, but over the
years that budget has been cut back so it is not as prominent as it
used to be. They used to provide more assistance to taxpayers.

I will say that one of the problems, of course, is also the fact that
when you have a tax change every year, taxpayers get concerned
that there are new things they don’t know about, and they need to
check with someone to find out if something was enacted that
could benefit them. So if you slow down the process by not having
a major tax bill every year, taxpayers would be able to go from
year to year knowing that the deductions allowed last year are the
same for the next year. But if there is a new tax bill every year,
they are going to keep going back to the practitioners wondering if
something was enacted that would help them. That is the concern
or problem with a major bill every year.
A enator LONG. I agree with you on that. But if I picture where I

think we would come out if we do everything you are advocating, it
seems to me that somewhere down the road you would come out
with a tax system that is simpler or easier to comply with as far as
the average fellow is concerned. I see one of you nod}c'ling.

How do you feel about that, Mr. Shapiro? I mean the average
guy who doesn’t fill out the 1040-EZ but maybe the 1040-A. Would
you anticipate if we do what you are suggesting that by the time
we are through with all this that we will have a system that is sim-
pler for the ordinary guy who is filing the form 1040-A?

Mr. Suariro. I would hope so. I hope that it would be simpler,
and I hope that there will be the perception that the system has
been reviewed from a fairness point——and I don’t want to underem-
phasize that a major issue facing the Congress right now is the per-
ception of fairness. For most taxpayers, filling out the tax return
isn’t the problem because the great majority of taxpayers who have
essentially wage earning income and small amounts of other
income, use either the 1040-EZ, the 1040-A and even for those who
mgly use the 1040 it is not very complicated for those situations.

he basic concern is that you have added a tremerdous amount
of complexity for many of the nuances in business transactions, tax
sheltering, and so forth. But you are dealing with people who are
designing business transactions that necessitate complexity.

The biggest problem that I think you are facing in of your hear-
ings and when you go back to your States and your districts is the
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perception of fairness. There is the fear that somebody who fills
out more pages in the form, has some advantages that another
person doesn’t have. Even though the tax form may be simpler for
those particular individuals, they would like to know why they are
not getting some benefits others are getting, and why they are
paiying more than they should.

would hope that a comprehensive review of the system would
bring back an aspect of fairness so that the issue of perception can
be dealt with.

Senator LoNG. It seems to me that—for example anybody I talk
to for a chamber of commerce group or a civic' club, the complexity
is a problem. As far as they are concerned, the complexity is one of
the severe problems. Now do you agree that, for those who would
attend a chamber of commerce meeting or be in the audience in
the ordinary civic club, complexity is going to be a big item?

Mr. SHAPIRO. Senator, it is a big item, but I will tell you that
complexity is an issue because over the years we have been having
a piecemeal approach. Everytime there is a problem we have been
g'utting a patch here and a patch there because of time pressures.

urthermore, the staffs and the Congress have not had the oppor-
tunity to review the tax system comprehensively and they have not
provided a structure that could deal with the problem in a more
simplified manner. During the last tax act, there were tremendous
time pressures that the Congress and the staffs had to deal with.
Thus, when you have s2en a problem you have patched it, rather
than conducting an overall review of it.

I would also make a point that in all of the years that I was on
the congressional staff, I found that when I spoke to these groups,
like the chamber or whatever business group, about a provision
that was a benefit to them, the complexity wasn’t an issue. Com-
plexity is only an issue if the tax reform takes something away
from them and in turn, provides a complex solution. In other
words, if the provision is a reform that raises taxes, complexity be-
comes a problem. .

I could recite a number of areas in the tax law where benefits
are provided to the business community, and no one is complaining
about the complexity. They would like it to be a little bit simpler,
but if you are going to simplify the tax system by taking away the
benefits, the complaint about complexity isn’t as great as the con-
cern for the results. And this doesn't mean that the benefit is a
loophole. What it means is that Congress has enacted a provision
to provide a desired objective. Providing that desired objective
could be complex. But it provides a benefit believed appropriate by
the Congress.

Senator LoNGg. You say you could cite many examples. Would
you gind giving us a couple of examples of that that come to your
mind?

Mr. Suariro. Well, I could describe one, but I don’t want to pro-
vide a litany of examples. In 1971 the proposed DISC provisions
added a benefit for exporting. And, as you know, there was a tre-
mendous debate ine¢the Congress as to whether or not these provi-
sions were appropriate. Ti.e end result was a complex set of rules,
but the legislation provided a benefit. And the business con.munity
thought that it was an appropriate incentive to encourage cxports,
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which was the basic reason for the provisions. The legislation was
not dealing with fairness. It was not dealing with simplicity. The
primary goal was economic efficiency. The legislation was trying to
promote exports because we were concerned about balance of trade.

Over the years we have provided a number of modifications to
DISC, much of which were designed to provide fairness, including a
complicated incremental approach. But each time that you tried to
provide more fairness, you added layers of complexity to it. We
have just completely revised DISC and now have a FSC, a foreign
sales corporation.

“Now I'm not commenting on whether DISC or FSC is good or bad
tax policy, but it is a benefit for the business community that Con-
gress believed was appropriate in 1971. Over the years, you have
modified or cut back DISC in some respects. Each one of those cut-
backs has added complexity. And while I was on the staff, the busi-
ness community did not favor those cutbacks to go on the incre-
mental approach because something was taken away.

But the basic concept of a DISC added an additional complex-
ity—more lines, more bookkeeping, more recordkeeping—but it
was promoting an objective, an economic objective .that the Con-
gress thought was appropriate. Every time that the Congress has
reviewed it since 1971, Congress has believed that it was appropri-
ate to continue. oo '

Once again, I'm not objecting to DISC, but pointing out that the
legislation has provided a desired objective that Congress thought
was appropriate.

Senator LonG. Well, thank you very much for your testimony.
I'm going to take this little booklet that you provided home and
study it because it deserves it. And I look forward to working with

.you whgn we have the opportunity to do more about the kind of
things you are recommending here.

Thank you very much.

Mr. Suariro. Thank you.

Mr. DiLpiNg. Thank you, Senator.

Mr. SHaPIroO. I certainly enjoyed being back and look forward to
working with you as well.

[Whereupon, at 12:18 p.m., the hearing was concluded.]
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U.S. SENATE,
CoMMITTEE ON FINANCE,
. Washington, DDC.

The committee met, pursuant to notice, at 10:05 a.m. in room
SD—215, Dirksen Senate Office Building, Hon. John Chafee presid-
ing.

Present: Senators Chafee, Heinz, Symms, and Bradley.

Senator CHAFEE. Good morning. I want to welcome everyone here
this morning. This is the fourth day of our hearings on tax reform.
These are very important. We have had a host of excellent wit-
nesses, and today we are also fortunate to have some additional
fine witnesses.

We look forward to the testimony because obviously in the next
year we are going to have to be dealing with these problems. The
contributions of all the witnesses are going to be most helpful.

I notice that the Democratic Presidential candidate is setting
forth his thoughts, and we are glad to hear those. I must say, I,
myseif, differ with his approach. I certainly differ with the ap-
- pronch suggested of a surtax on those who are already paying
taxes. I think a surtax compounds the inequities that frequently
exist, particularly in the corporate field. A surtax is not seen as
broadening the base.

Perhaps we will have some further enlightenment on those pro-
posals by the Democratic candidate for President.

The first witness we are delighted to welcome is the Honorable
Jack Kemp, a Representative from the State of New York. Mr.
Kemp, won’t you come forward. And let us say we are always anx-
ious to hear your thoughts, which have been eloquently expressed
on many occasions, and have certainly contributed to the dialog in
connection with taxes and tax reform.

Mr. Kemp. Thank you, Mr. Chairman.

Senator CHAFEE. If you have anybody with you you want to bring
forward, would you?

And with you alsc from the State of Hawaii is the Honorable
Cecil Heftel. Why don’t you also come up and sit down, and we will
take both of you gentlemen, cne after the other.

Why don’t we start with Mr. Kemp.

Jack, glad to sze you.
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STATEMENT OF HON. JACK KEMP, A U.S. REPRESENTATIVE FROM
THE STATE OF NEW YORK

Mr. Kemp. Mr. Chairman, thank you for allowing us to come
over to this august body and discuss one of the two most important
economic issues in America today: tax reform, simplification, fair-
ness, and rate reduction. The other, of course, is monetary policy. I
know this is not a hearing on monetary policy, but I consider that
to be an extremely important subject, because it can have a great
impact on our fiscal policy. In any case, I appreciate, Mr. Chair-
man, your willingness and that of the committee chairman, Sena-
tor Dole, to have these hearings to allow for a discussion of this in-
credibly important topic, its impact upon the American taxpayer,
and on the American economy.

I have written testimony that I will not read in toto, but I would
like to enter it into the record, discuss some aspects of it, and then
respond to whatever questions you might have.

" Senator CHAFEE. Fine. We will put it in the record and you just
proceed.

Mr. Kemp. Thank you.

[The prepared written statement of Mr. Kemp follows:]
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TESTIMONY OF CONGRESSMAN JACK KEMP ON TAX REFORM
BEFORE THE SENATE FINANCE COMMITTEE
Washington, D.C., September 20, 1984

Mr. Chairman, I appreciate this chance to testify before the
Senate Finance Committee on the subject of comprehensive tax
reform, The pressure is growing for a comprehensive reform of our
antiquated tax code, to reduce the complexity, increase its
fairness, and provide more incentives for work, saving,
investment, and eéonomic growth,

As you know, Mr. Chairman, Senator Bob Kasten and I,
together with many colleagues in the House and Senate, have
introduced the "Fair and Simple Tax" (FAST) -- a plan to broaden
the tax base and lower the tax rates, with special protectisns
for the poor, homeowners, wage-earners, families, and senior
citizens. We think it's a very good bill. However, my goal today
is not to try to sell you on Kemp-Kasten per se. There is nothing
sacred about the names on abill, or even about almost any single
provision of a tax reform proposal.

I am firmly convinced, however, that when this committee has
fully considered the alternatives -~ including the alternative of
doing nothing -- sheer economic and political reality will narrow
the range of choice to something which very closely resembles
Kemp-Kasten. My confidence has nothing to do with Jack Kemp's or
Bob Xasten's persuasiveness; it depends only on your political

realism and common sense. In my testimony today, I would like to
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try to outline what I consider the economic and political
realities of the tax reform issue.

Literally dozens of tax reform plans have been introduced in
Congress, and dozens more will be introduced hefore we are
through., But the issue is not as bewildering as it may seem.
Conceptually, there are three basic approaches to comprehensive
tax reform --the "pure" flat income tax, the "pure"” consumption-
based tax, and a "hybrid" or "prog}ewsive flat tax." Despite
their attractions, the first two are economically and politically
‘'unworkable. Only a modified or "progressive flat tax," such as
dradley-Gephardt or Kemp-Kasten, stands a good chance of both
gaining widespread public approval and doing much economic gocd
for our economy, and I think Kemp-Kasten has a definite edge in
both respects.

THE "PURE" FLAT INCOME TAX

The purest flat income tax would simply tax everything that
gives a person command ove: wedlth., at the same flat tax rate.
Every "loophole" would be zlosed, and every exclusion, deduction,
credit or exemption would he eliminated. With such a tax base, a
flat rate as low as 10% or 15% could be expected to raise the
same amount of revenue as current law.

This approach has obvious intuitive appeal. But the pure
flat income tax has one big economic problem and one big

political problem.
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The economic problem is that simply eliminating all
"loopholes" does not result in an economically rational, or even
a simple, tax system, To take one small example, one of the
"loopholes” in current law allows a person to deduct alimony paid
from taxable income, Removing this deduction would tax the same
income twice -~ once when earned, and again when received. This
is only one of many examples. Under the comprehensive income tax,
there can be double, triple, or quadruple taxation of income, For
example, capital income could be taxed once as the profit of a
corporation, again as dividends received by s*areholders, once
more in the form of capital gains, and yet again if the income
is reinvested and the retuin taxed. A

Also, to be consisten:, such a tax system would have to tax
"income" which is not evea received in cash, such as the imputed
value of the services of automobiles and owner-~occupied homes,
unrealized capital géins, or in-kind employer~ or government-
provided benefits. This would create considerable problems of
measurement, fairness, and enforcement,

The political problem is that applying a single flat tax
rate to such a tax base, assuming that it raised the same amount
of revenue as current law, would shift the distriﬁution of the
tax burden from the top to the bottom. With a 15% ta} rate, taxes
might be cut'by 70% at the highest incomes, and raised by one-
third or more at the bottom, Preserving large personal exemptions

and standara deductions would mitigate the problem for the
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lowest~income taxpayers., But since it would require a higher flat
tax rate to be revenue-neutral, it would only shift the tax
increase to the middle class., And the higher the tax rate, the
'worse are the economic distortions due to multiple taxation of
the same income.

Moreover, since the pure comprehensive income tax approach
would eliminate the deductions for home mortgage interest,
charitable contributions, catastrophic medical expenses, IRAs and
other pension arrangements, and even the personal exemption, the
tax increases would disproportionately hit homeowners, éivers to
charity, the catastrophically ill, savers, families with
children, and senior citizens.

THE "PURE" CONSUMPTION TAX

The pure consumption-based tax tries to solve one major
problem with the comprehensive income tax -- the bias against.
saving. The bias against saving arises from the fact that a
person must save out of after-tax income, and then the return on
saving is taxed again, The result is to tilt the incentives
toward consumption and away from taxable forms of saving,

The consumption based tax takes many forms, ranging from the
Value-Added Tax to the consumed-income tax, but economically they
are equivalent. In each case, a taxpayer is‘allowed to deduct
either net saving or the return on that saving from his taxable

income. In other words, the treatment of saving would resemble
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eithe; individual retirement acc¢ounts (but without limits on
annual contributions or penalties for early withdrawal), or
else municipal tax~free bonds (taxpayers save out of after-tax
income, but are not taxed on the 1nt§test). The two are
economically equivalent, '

It is interesting to note in passing that under a
consumption—~based tax, the treatment of homeownership would be
very similar to current law. That is, people would save to buy a
house out of after-tax income, but would not be taxed on the
rent-equivalent value of living in the house. This should be
noted by those who think that sound tax theory requires
pénalizing home ownership.,

The trouble is that the consumption-~based tax has even worse
distributional problems than the comprehensive income tax. At the
bottom of the income scale, roughly 90 percent of income comes
from wages and salaries, while at the top of the income scale,
between one-third and more than one-half of total income is
investment .income, which would be tax~deferred under a
consumption tax. As a result, a flat-rate consumption tax would
result in an even larger shift of the tax burden from the top
downwards than a pure flat income gak.

It is true that a system of progressive tax rates could be
applied to a consumption tax base, to prevent these shifts. But
the marginal tax rates would have to be in the neigyhborhood of

40% -- almost as high as current law.-- to do so. Also, the pure
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consumption-based tax would abolish the corporate income tax as
we know it, The reveﬁue would presumably have to be made up by
increasing personal taxation,

The fairness of such a system would be debatable. For
example, the approach would likely uurt families with children,
because children are treated for tax purposes as "consumption
goods" rather than "investments." For example, the cost of
education is not tax~deductible, but the increased income due to
that education is taxed. Moreover, elderly citizens who had saved
for a lifetime out of after-tax income at high tax rates would
now be taxed yet again for consuming these hard~earned savings.

This raises a final problem with the consumption-based tax:
complexity. While it has a certain elegant simplicity in
operation, the transition from current law to the new system
would require a long (at least 10-15 years) and complicated
process of transition. This would be necessary to minimize
multiple taxai:ion of the same income, or outright tax avoidance,
in changing from one system ﬁo the other. Even so, 10 or 15 years
would not be long enough to fully solve the problem in many
cases, as with senior citizens, And how many taxpayers -- or
members of Congress, for that matter -- will actively support a
plan that won't take effect for 10 or 15 years?

THE MODIFIED OR "PROGRESSIVE" FLAT TAX

These economic and political realities lead us very quickly
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to the conclusion that a "pure" flat income tax or consumption-
based tax is not workable. The only realistic alternative is an
approach which tries to borrow some of the best features of each,
while avoiding their pitfalls. This is what we have tried to do
with Kemp-Kasten,

Overview, Kemp-Kasten is sometimes called a "progressive
flat tax,” because it combines a singlé flat tax rate on taxable
income with a progressive tax base, It resembles the
comprehensive income tax in repealing a majority of tax
preferences. Howevef, it retains important deductions for
mortgage interest, real property taxes, charitable contributions,
catastrophic medical expenses., It resembles the consumption-based
tax, on the other hand, by retaining current~law treatment (or
close to it) for IRAs and Keogh plans, general-obligation
municipal bonds, private pension plans, Social Security, and
homeownership.

Remp-~-Kasten departs from both approaches, however, with
its special provisions for workers, the poor, families with
children, and senior citizens, These include a doubling of the
personal exemption to $2,000 (including an extra $2,000 exemption
for the elderly and the blind), increased zero bracket amounts,
and a new exclusion for 20% of wage, salary, and self-employment
income, up to about $40,000. This tax base, combined with a 25%
tax rate on taxable income, prevents any shifting of the tax

burden to the poor or the middle class. Tax indexing is retained,
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nd extended to new items such as the capital basis, This
prevents shifting the tax burden to the poor and the middle class
in future years. !

Without being exhaustive, Mr. Chairman -- or exhausting -~ I
would like to point out some of the innovative featureé in Kemp-
Kasten, which I think point in the direction of the kind of tax
reform we need. Kemp-~Kasten is unique among tax reform proposals
in co-ordinating the income tax code with other federal programs
in order to reduce economic disincentives. In particular, it
addresses what I call "the Social Security trap,"” "the poverty

trap," and "the retirment trap."

Ending the "Social Security trap" Federal taxes on wages

consist'of the income tax, which begins at 0% on the first dollar
of income and progresses up to 50% without an upper income limit;
and the Social Security payroll tax, which is a flat 7% =ach for
employers and employees, beginning on the first dollar of
earnings but stopping at a certain threshold ($39,300 in 1985:
the threshold is indexed to increase with average wages and
prices).

Because there is no co-ordination between the income and
payroll taxes, two things happen under current law (and under
every existing tax reform proposal except Kemp-Kasten): taxpayers
can pay a significantly higher marginail tax rate below $40,000

than above $40,000; and there is a significantly higher combined
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marginal tax rate on wages than on savings income below $40,000.

Kemp-Kasten addresses both problems. Under Kemp-Kasten,
taxpayers may exclude 20% of their employment income, up to the
Social Security wage base, Above the wage base, this exclusion is
phased out, so that taxpayers earning more than about $100,000
receive no exclusion on any of their wages.

This increases tne threshold at which people start paying
income tax. Above that point, the exclusion effectively lowers
the marginal income tax rate from 25% to 20% up to the Social
Security wag: base, which éffsets the payroll tax rate. Phasing
out the exclusion slightly raises the effective marginal income
tax rate to 28% above about $40,000, exactly where the Social
Security tax falls to zero, The 28% effective marginal rate
continues until the exclusion is completely phased out. ___ .

; This has three results: '

o There is a smooth, almost flat combined marginal federal
tax rate.

o The combined marginal tax rate is almost exactly the same
for both employment and savings income at all income levels,

o Together with the increased personal exemption and zero
bracket amounts, the wage exclusion prevents any shift in the tax
burden to middle and lower income taxpayers.

Reducing the poverty trap. Under current law, low-income
people who want to work face very high effective marginal tax

rates, because they must give up social welfare benefits and pay

40-774 0 -~ 85 - 13
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income and payroll taxes. These effective marginal tax rates can
reach or exceed 100¢ in many cases, which means that people can
actually lose after-tax income by working.

Kemp-Kasten reduces the poverty trap by increasing the
income tax threshold, so that no person below the poverty level
will ever pay federal income tax. Under current law, a family of
four starts paying'tax at less than $9,000, compared with the
poverty level that will be more than $11,000 next year, according
to the Joint Committee on Taxation. Under Kemp-Kasten, a family
of four does not pay income tax on the first $14,375, or about
1308 of the poverty level. A single taxpayer would not pay tax on
the first $5,875 of income, compared with a poverty level of-
about $5,500. Aside from making working more attractivg than
welfare, about a million and a half low-income taxpayers would be

removed from the tax rolls,

Ending the retirement trap, Senior citizens who choose to
work past age 65 face what forbes magazine has called the "96%
bracket” - a combination of federal programs which can take away
96 cents or more for every additional dollar of earnings. This is
due to a combination of three federal measures,

o0 The "retirement test" reduces Social Security benefits by
50 cents for every dollar earned above a threshold of less than
$7,000 a year, effectively creating a 50% marginal tax rate.

o "~ he "threshold method" of taxing Social Security
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benefits adds 50 cents of Social Security benefits to taxable
tncome for every dollar of groéﬁ income above a certain threshold
($25,000 for single taxpayers, $32,000 for couples), This has the
effect of increasing the federal income tax rate by one-half: if
you are in the 30% tax bracket, it can raise your effective
income tax rate to 45%. And since taxpayers must include tax-
exempt interest in calculating the threshold, this is a "back
door"” method of taxing tax~exempt municipal bonds,

o The normal federal income ;nd payroll t:x rates must also
be paid on such earnings.

Kemp-Kasten eliminates the "retirement trap" by phasing out
the retirement test and altering the taxation of BSocial Security
benefits, The retirmement test benefit reduction is reduced from
50 to 25 cents on a dollar immediately, with zero reduction in
bonétits after five years, Instead of the "threshold method" of
taxing S8ocial Security benefits, the first §7,000 of benefits
(810,500 for a joint return) is simply excluded from taxation.
This combination reduces the "96% bracket" by 60 to 70 percentage
points, 1t also ends the "back door" tax on tax-exempt ‘bonds for
senior citizens.

Comparison with Bradley-Gephardt. Kemp-Kasten is similar to

Bradley-Gephardt in many respects. Both plans broaden the‘hax
base; retain deductions for mortgage interest, real property tax,
charitable contributions, and catastrophic medical expenses;

retain the exclusion fo? IRA and Keogh plans; and lower the top
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tax rate considerably, On the business side, both plans repeal
most tax preferences, including the investment tax credit, and
lower the top corporate rate to 308%.

I like all these features of the Bradley-Gephardt plan,
However, there are also significant differences. Bradley-Gephardt
has three tax rates instead of one; it caps the value of
deductions, including mortgage interest and the personal
exaemption, at only 14%; it holds the value of the personal
exemption for dependent children at only $1,000, where it has
been since 1978; it repeals indexing of the tax code, which would
shift the tax burden over time to middle- and lower-income
taxpayers, espocially\by eroding the value of the personal
exemption and zero-bracket amounts; it raises the top capital
gains tax rate by one~half, from 208 to 30%; and it generally has
faewer incentives for saving and investment. These are concerns to
me, but I think there is clearly room for dialogue among the
sponsors of Kemp-Kasten and Bradley-Gephardt,

Further modifications of Kemp-Kasten, When Bob Kasten and I
first introduced this bill (H.R, $5533) last April, I said:s "My
colleagues and I do not claim that this bill is the last word in

tax policy. If we can find ways to improve upon it, we will,
Rather it is a first word, a way to restart debate in Congress on
proper tax policy." |

We introduced a second version of the bill (H.R. 6165) in
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August, Besides making technical improvements, the second version
contains the modifications I have described which end the
"retirement tzap.'\And we are prepared to develop the bill
Zurther, For example, the 1984 revenue bill removed some of the
tax preference items which would be repealed by both Kemp-Kasten
and Bradley-Gephardt., This may require further modificatione'of
Kemp-Kasten to meet our goal of revoﬁue neutrality, We'll know
more about that when the Joint Committee on Taxation completes
estimates on our bill, We may also make other changes as new
information becomes available, to meet our goals of simplicity,
fairness, and increased incentives. \

In conclusion, Mr. Chairman, while the range of tax reform
proposals is theoretically infinite, when you look at the
economic and political realities, the range of choices narrows
quickly to a "modified" or "progressive" flat tax, In my unblased
opinion, Kemp~Kasten is the best of the existing proposals, and
the co-sponsors plan to modify the bill as necessary to keep it
that way. I look forward to working with this committee in any
way I can, to bring about a simpler, fairer, family- and growth=-
oriented tax code.

Thank you,
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Mr. Kemp. I would also like to say, Mr. Chairman, that I totally
agree with you with regard to the candidate for President against

r. Reagan, Mr. Mondale, who said recently that he would impose
a surtax. I agree with your point. It would compound every inequi-
ty already in the Tax e. A surtax on top of the steeply graduat-
ed income tax rates that we already have would be a tax on top of
a tax and would distort or compound a]l of the inequities that al-
ready exist, /

Having said that, the real issue in America is not raising tax
rates or increasing the progressivity of the Tax Code. It is how we
can bring about reform of the Tax Code to bring about the basic
ingredients of a sound taxation system which will raise the neces-
sary revenue, allow people to pay according to their ability to pay,
and, of course, not discourage the industriousness of our people.
Those were maxims of taxation laid down by Adam Smith over 200
years ago. They are as true today as they were then. And it seems
to me that the debate now in America is not over the Mondale plan
to raise rates—I think it's interestinF Mr. Chairman, that the
debate really is about how low we shou d bring the rates.

There is the Bradley-Gephardt plan to bring the t%p tax rate to
80 percent, Kemp and Kasten would bring them to 26 percent, the
Gf‘ua le plan would bring it to 19 percent. There are members of
the House who want to go down to 10 percent. Senator DeConcini
has introduced, I think, the Hall-Rabushka Plan. I think it's a sig-
nificant departure from an economic and political climate of whic
this country has, I hope seen the end. And those candidates who
are talking about putting surtaxes on the existing income tax
system are really at odds with the movement in the country philo-
sophically and politically, and they are at odds with the latest
thinking on how the economy could work if the tax system were
more efficient. That is what I would like to discuss, Mr. Chairman.

As you know, Senator Kasten of Wisconsin and I have introduced
what we call FAST, the fair and simple tax, a plan to broaden the
tax base, and lower the tax rates, with special protections for the

or, for homeowners, wage earners, families, and senior citizens.

an you do it and still have revenue neutrality? I think you can,
Mr. Chairman.

We think it's a good bill. It's not the last word. It’s only the first
word. And as I said before, I have great respect for those Members
of the Congress on both sides of Capitol Hill who have introduced
tax reform measures and are contributing to this debate over how
to encourage working, savinﬁ, investing, producing, entregreneurial
activity. And that’s a healthy debate for America, Mr. Chairman,
and I look forward to participating as the days and months go on.

But my goal today is not to sell anyone on Kemp-Kasten per se,
Mr. Chairman. There is nothing sacred about any name on a bill or
even about almost any single provision of a tax reform proposal.
This debate will go on for a number of months, and it's a healthy
one. And I'm sure there will be some changes on both sides before
we finally decide on tax reform.

I am convinced, however, that ghen this committee has fully
considered the afbematives-—including the alternative of doin
nothing, which I think is abominable—sheer economic and politica
reality will narrow the range of choice to something which closely
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resembles Kemp-Kasten, or something like what Mr. Bradiey and
Mr. Gephardt are talking about.

I have said publicly that if it came to a vote today, either one
would be better than what we have. My confidence in tax reform
has nothing to do with Jack Kemp’s or Bob Kasten’s persuasive-
ness. It depends only on political realism and common sense.

In my testimony today I would like to outline what I consider the
economic and political realities of this tax reform issue.

As 1 said, literally dozens of tax reform plans have been intro-
. duced in Congress. Dozens more will be introduced before we are
through. But the issue is not as bewildering as it may seem.

Conceptually, there are three basic approaches to tax reform.
There is a pure flat tax, There is a pure consumption based tax.
And then there is a modification or a gbrid or what you could ac-
tually call a progressive flat tax. I used to laugh at that term be-
cause I thought it was inconsistent. But I don’t think it is, because
there are ways to maintain progressivity on the tax code with flat-
ter tax rates.

Despite their attractions, I don’t think the first two—that is a
pure flat tax or a consumption tax—are economically or politicall
workable. Only some modified or progressive flat tax, such as Brad-
ley-Gephardt or Kemp-Kasten, stands a good chance of both gain-
ing widespread public approval and doing economic good. And
speaking with perfect objectiyity, I think Kemp-Kasten has an

edge.

- %he pure flat tax would simply tax everything that gives a
Ferson any command over wealth, at the same flat rate tax. Every
oophole would be closed. EvexX exclusion, deduction, credit or ex-
emption would be eliminated. A flat tax as low as 10 or 15 percent
could probably be expected to raise about the same amount of reve-
nue as current law. And it has some intuitive appeal. But the pure
flat income tax has one big economic problem and one big political
program. The economic 1problem, Mr. Chairman, is that simply
eliminating every loophole does not result necessarily in an eco-
nomically rational or even a simple tax system. To take one small
example, one of the loopholes in current law allows a person to
deduct alimony paid from taxable income. Removing the deduction
would tax the same income twice, once when earned and again
when received. This is only one example.

Senator CHAFEE. When received by, the spouse?

Mr. Kemp. Yes. And under the co(nprehensivé income tax, there
can literally be double, triple or quadruple taxation of income.

And there is the political problem. Applying a single flat tax rate
to such a tax base, assuming that it raises the same amount of rev-
enue as current law, would shift the distribution of the tax burden
from the top to the bottom. With a 15-percent tax rate, taxes would
be cut 70 percent at the highest income and raised by one-third at
the bottom. Preserving large personal exemptions or standard de-
ductions would mitigate the problem for the lowest income taxpay-
ers. But since it would require a higher flat tax rate to be revenue
neutral, it would only shift the tax increase to middle-income
Americans. And the higher the tax rate, of course, the worse the
economic distortions become.
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A pure consumption based tax, Mr. Chairman, tries to solve one
of the major problems with a comprehensive income tax. That is
the bias in our Tax Code against savings.

A consumption based tax takes many forms. I won't g» into it in
great detail, but it ranges from a value added tax to a consumed
income tax.

Economically they are equivalent. In each case, a taxpayer is al-
lowed to deduct either net savings or the return on that savings
from his or her taxable income.

In other words, the treatment of savings would resemble either
individual retirement accounts or else municipal tax free bonds; as
I'say, the two are economically equivalent.

The trouble is that the consumption based tax has an even worse
distributional pioblem than a comprehensive income tax. At the
bottom of the income scale, 90 percent of income comes from wages
and salaries, while at the top of the income scale, Mr. Chairman,
between one-third and one-half of total income is investment
income, which would be taxed deferred under a consumption tax.
As a result, a flat rate consumption tax would result in an even
larger shift of the tax burden from the top downwards than a pure
flat income tax.

It's true that a system of progressive tax rates could be applied
to a consumption tax base to prevent these shifts. But as I under-
stand it, the top marginal tax rate would have to be near 40 per-
cent to get the same amount of revenue as current law. And that
would be a disincentive to production because I represent steel
workers and auto workers, Mr. Chairman, and I can assure you
that they are working to earn income so they can consume. They
have to consume. Families have to consume. And I think it would
be devastating to them to have a tax sgstem based only upon con-
sumption, whether it is added on top of our income tax as a value
added tax would be, or a progressive consumption tax, such as we
are discussing.

I won’t discuss the complexity of a consumption based tax as I
am not really here to speak against things as much as I am to
speak for something better. \ ‘

I would like to turn my attention, Mr. Chairman, to a modified
or what I called earlier a progressive flat tax. I think the economic
and political realities lead us quickly to the conclusion, Mr. Chair-
man, that a pure flat income tax or a consumption based tax is not
workable in this climate. The only realistic alternative, as I said, is
something like what we are talking about with Kemp-Kasten or
even Bradley-Gephardt or something in between.

.Kemp-Kasten is sometimes called a progressive flat tax because
it combines a single flat tax rate on taxable income with a progres-
sive tax base. On the one hand it resembles a comprehensive
income tax in repealing most of the tax preferences. However, it
retains important deductions for mortgage interest, real property
taxes, charitable contributions, major medical expenses. It resem-
bles the consumption based tax, on the other hand, by retaining
current law treatment or close to it for IRA’s, Keoghs, general-obli-
ﬁation municipal bonds, private pension plans, Social Security,

ome ownership, et cetera.
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Kemp-Kasten departs from both approaches, however, with its
special provision for workers—the r, families with children,
sexggx(') gétizens. These include a doubling of the personal exemption
to $2,000.

Mr. Chairman, at this point I would like to depart from m);‘fre-
pared remarks long enough to suggest that if anybody looked at
the personal exemption and what it was in 1948—$600—and if you
had indexed it for inflation, it would be over $2,500 today. If you
had indexed it as a percentage of the income it represented to the
mrage family in America in 1946, it would be close to $6,000

ay.

Thyat shows you what has happened to the ability of families to
keep after-tax income. And we know what has happened to fami-
lies, who have often had to have two working partners in order to
maintain a standard of living which used to be possible with one
income. It has had devastating consequences both economically and
socially. I think something has to be done. We double the personal
exemption to $2,000, and then index it. :

We increase the zero bracket amount. And we put in a 20-per-
cent exclusion for income from wages, salaries, and self-employ-
ment income up to about $40,000 and then phase it out.

My feeling, Mr. Chairman, is that one of the other most devastat-
ing consequences of the U.S. Tax Code is the impact that our tax
system has on the working poor or a welfare family that wants to
increase its income by working in the private sector.

Arthur Laffer has pointed out that in Los Angeles Countg a
mother of three children, family of four, who is getting $8,000 of
transfer payments for housing and medical and food allowances,
which are nontaxable sources of income, mnust earn between
$16,000 and $19,000 a year before taxes and after giving up trans-
fer payments in order to match the after-tax income gﬁren to her
bﬁ' transfer payments. If you took a job, you would have to earn
that much money. In' other words, our system creats tremendous
disincentives to taking a job, besides the fact that the economy has
not been effective enough in the inner city in creating those jobs.

Kemp-Kasten would abolish the Federal income tax for any
income below $14,876 of a typical family of four. That would pro-
vide an incentive, and take the working poor and the low income
poor off of the tax rolls until they get onto the economic ladder and
can start to climb upward and provide the mobility for their fami-
lies that has historically been part of the American dream.

Our tax base, combined with a 25-percent tax rate on taxable
income, Mr. Chairman, prevents any shifting of the tax burden to
the poor or to the middle class, which is the main argument
against a flat tax, Mr. Bradley and Mr. Gephardt have a different
way of doing it. They have a less progressive tax base and more

rogressive tax rates. This is something open for discussion. But
it's interesting that the two major proposals recognize that a pure
flat tax would raise the bottom rates and lower the top rates, and 1
don'pblthink that's either fair, good for the economy or politically
possible.

We retain indexing. I personallf believe that indexing is a very
important part of the Tax Code. It was part of Kemp-Roth in the
beginning. I would like to see us index capital gains. I don’t think
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(vlve octlxght to raise capital gains rates. I think they should be in-
exed.

Our Kemp-Kasten bill was unique among tax reform proposals in
coordinating the Income Tax Code with other Federal programs in
order to reduce economic disincentives. To mention only one exam-
ple, we end the “Social Security trap.” I won’t go into it in great
detail, Mr. Chairman, but you know that Federal taxes on wages
consists of the income tax, which begins at zero on the first dollar
of income and grogresses up to 50 percent without any upper
income limit; and the Social Security payroll tax, which is a flat 7
gercent each for employers and employees beginning on the first

ollar of earnings but stopfin%:t a threshold of about $39,000 in
%3’2‘35—-there is no coordination between the income and the payroll

. \

While my time is running short, if it is all right with you, Mr.
Chairman, I would just like to finish this point.

Two things are happening under current law. And basically they
would happen under every existing tax reform proposal except the
Kemp-Kasten bill. A taxpaggr can 4pag a significantly higher con-
tinued marginal tax rate below $40,000 than above $40,000 and
there is a significantly higher combined marginal tax rate on
wages than on savings income below $40,000. The payroll tax is be-
ginning to be an impediment to earnini more income for senior
citizens. It is also an impediment to workers. And it's als® an im-
pediment to small businessmen and women who want to hire
people and have to face this huge tax wedge that falls on hiring a
new worker.

We address these problems under Kemp-Kasten, by excluding 20
. percent of employment income up to Social Security wage base,

and above the wage base this exclusion is phased out.

This increases the threshold at which people start {)ayin income
tax. Above that point, Mr. Chairman, the exclusion effectively
lowers the marginal income tax rate from 25 to 20 percent, up to
the Social Security wage base, which offsets the payroll tax rate.

And it has three results. It's a smooth, almost flat combined mar-
ginal Federal tax rate. The combined marginal tax rate is almost
exactly the same for both employment and savings income at all
income levels. And together with the increased personal exemption
and the zero bracket amount, the wage exclusion prevents any
shift in the tax burden to middle and lower income taxpayers.

I want to stop at that point because our time is running short. I
would just like to make one last point Mr. Chairman, and say that
I am convinced that whatever happens, we can broaden the tax
base and bring down the underground economy, Mr. Chairman, by
making the Tax Code more efficient. I don't want to get into a
static or a dynamic debate here today about models and how wrong
they have been in the past. I see that the New York Times yester-
day %ovinted out something that supply-siders claimed a long time
ago. We apparently made one mistake: Only the rich are payin

higher taxes today! Well, we really apologize for that, but many o
us predicted that if we i)rought own the rates and removed the
disincentive that high marginal tax rates placed on investment
income, we would get more investment and get more revenue at
the same time. And while the New York Times takes a pejorative
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interpretation of this, it’s quite obvious that even their own article
recognizes that the top 1 percent of al!‘l taxpa'ﬁrs are now paying
significantly higher revenues into the Federal Treasury.

have made some comments about the Bradley-Gephardt bill. I
see the author is here. I want him to know that I respect what he
has done. I think that if there was an effort made in 1985, I would
be glad to join with Mr. Gephardt and Mr. Bradley in moving for-
ward on the type of tax reform that can lower the rates, broaden
the tax base, remove the inequities, and make the Tax Code fairer,
and simpler. And you know what? It leaves you pretty close to
whgt President Reagan wants to do in 1985, So I think we have got
a chance.

Thank you, Mr. Chairman.

Senator CHAFEE. Well, thank you, Congressman Kemi.

I tell you what, Congressman Heftel is here, and why don’t we
hear his comments and then we will ask some questions of both of
you. How is your time situation?

Mr. Kemp. I'm sorry to say I have another meeting immediately.
1 was under the impression that I would be able to give my testi-
mony and then be able to depart.

Senator CHAFEE. All right.
thMr. E{%MP' If there are no questions, I would be glad to leave at

is point. .

Senator CHAFEE. I do have a question. I think what you have
come up with and your statements are excellent. The trouble is:
What about the revenue? Where are we going to stand when we
are all through here? If we double the personal exemption, if we do
everything you have talked about, taken care of the Social Security
trap, and deal with the ﬁoverty trap, and all the rest of these re-
tirement traps, and we have worked our way through that mine
field, where do we stand? Where is the revenue?

Mr. Kemp. The Joint Tax Committee in its estimate, and I recog-
nize that like all static models it has been off in the past, but the
Joint Tax Committee says, based on 1981 income levels, that it
would be revenue neutral, and about the same for estimated 1985
income levels. And, again, they are looking at it from a very static
standpoint. I think every tax bill we discuss is going to end up
geing debated on what impact it will have on revenues and the tax

ase,

But it's clear to me, Mr. Chairman, that based upon the 1981 tax
rate reductions, particularly on personal income, it's clear that the
type of comprehensive review and reform of our Tax Code along
the line we are talking about would broaden the base, bring down
the underground economy and allow us to do some things for the
working poor and the senior citizens and inner-city trapped people
on welfare that has not heretofore been done.

And if you look at the world, Mr. Chairman, all over the world
this same problem exists. I mean France has been trapped by & tax
system that is losing revenue. When Francois Mitterand came into
power, he raised tax rates. He found all he did was chase capital
out of France, cause the stock market to collapse, and now France
is talking about cutting tax rates. Margaret Thatcher faces the
same ?roblem. Now they are talking about reducing their tax
rates. I see that people are talking about Israel’s problems and
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' what they can do to get austerity into Israel. And the U.S. State
Department, unfortunately, is talking about raising taxes in Israel.
Do you really think you can ﬁet any more revenue from ipeople
who1 d;ight now have the highest underground economy in the
world?

I think our underground economy, Mr. Chairman, is a direct re-
sponse, direct manifestation of the fact that our Tax Code is an
abomination. It is Byzantine. It is unfair. It is not simple. And it
destroys the incentives not only for capital, but the point I an.
making is that it also erodes the incentives for the poor and for
workers as well.

Senator CHAFEE. You are not in favor of it? Emughter.

Mr. Kemp. There is only one person that I have found that is in

feﬁ'or of it, Mr. Mondale, and he wants to put a surtax on top of it
all,
Senator CHAFEE. I notice one of the more dramatic changes you
would make is that you would eliminate the special treatment of
capita{; ?gains. And they would be treated as ordinary income. Am I
correc

Mr. Kemp. Well, over 10 years it would be phased in. And then,
of course, during those 10 years the top rate would be 20 percent.
And while capital gains would ultimately be treated as ordinary
income, which most tax proposals require, we would index the basis
for inflation and we would remove the holding period

Senator CHAFEE. Well, we certainly appreciate your views. And I
have no further questions. 1 will say that you are talking to some-
one who is extremely unenthusiastic about all indexing.

Mr. Kemp. You are, Mr, Chairman.

Senator CHAFEE. I am. We could discuss this to some length, so
we won’t bother doing it here.

Mr. Kemp. I can understand why the chairman might not want
to discuss it. I thought that was pretty much——

Senator CHAFEE, But it's interesting that you should bring up
Israel where they have ﬁot the ultimate of indexing and its chaos.
But that’s not the point here.

Senator Bradley. L

Senator BRADLEY. Thank you, Mr. Chairman, first of all let me
thank Oonfressman Kemg for his testimony and for his work. I
was very pleased to hear him say that he looked forward to work-
ing in a bipartisan way to get tax rates down and to eliminate
many of the existing tax expenditures. I was also pleased to hear
him point out what the problems are with the other two directions
that the Congress might take in tax policy. One, simply raising
:iates t::? the present system, and the other some form of consump-

on tax.

And I wondered if he might not want to contrast once again for
the committee the differences he sees between a system that moves
in the direction as both the bills that he and I and Gephardt and
Kasten have introduced, lower rates and fewer loopholes and one.
that simply moves in the direction of taxing consumption, and why
he might feel that one was fairer than the other.

Mr. Kemp. Well, I would just say without reiterating my testimo-
ny that I think the biggest danger with the two other approaches is
that we would shift the burden of taxation dramatically downward.
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And I accept the idea that people should pay taxes according to
their ability to pay. That is a legitimate function of a tax system. It
is again predicated upon my free enterprise beliefs that came out
of the classical views of Smith & Say and others.

As far as I am concerned, the best way to tax wealth is to get the
rate set at a level of equilibrium at which wealthy Americans are
willing to invest at the highest level and be as productive as they
can be in producing jobs and enterprise and still pay their share of

es.

And on that basis, I think lowering the marginal tax rates on all
income, is better than taxing only consumption because consump-
tion is the reward for production. Punishing consumption would be
a serious disincentive to industriousness, especially among lower
income people who have to consume a larger share of their income.

Just another point. A married couple with children would suffer
a terrible disincentive relative to a single man or woman earning
the same income, because they have to consume more in raising
the kids. And I don’t think the Tax Code should be biased against
:lnarrli)alage and families. Children should not be taxed as consumer

urables. .

Senator BRADLEY. So the last point was the point that I had
hoped you would make, which is that any consumption tax is really
hard on families.

Mr. Kemp. On the family, absolutely. That’s why I think the per-
sonal exemption should be raised. I can’t pass up the opportunity
to say that Israel’s problem is not the indexing of the Tax Code,
Mr. Chairman. Their problem is that they indexed the cost of
living to every single aspect of wages and salaries and savings.

Senator CHAFEE. I tell you what, if we get into Israel’s problems
here today, we will be here a long time.

Mr. Kemp. I didn't raise it.

Senator BrADLEY. Mr. Chairman, let me just say that I appreci-
ate the testimony and thank the Congressman for his work on this
and his willingness to look for real action in 1985 on a bipartisan

basis.

Mr. Kemp. Thank you.

Senator CHAFEE. Senator Symms.

Senator Symms. Thank Kou, Mr. Chairman. And without prolong-
ing your blig agenda you have here this mornin%; I just want Con-
gressman emp to know that I'm extremely enthusiastic about in-

exing the Tax Code so that baldnces it up here. So he should feel
good to know that.

Senator CHAFEE. Well, he can feel even better since I presented a
proposal to postpone indexing for 8 years, and I think I received
about six votes, if that many, out of this 18-person committee.

Mr. Kemp. Good sign, Mr. Chairman.

Senator CHAFEE. It shows that the correct decision doesn’t always
prevail. A[Laughter.}

Senator Symms, I do just have two quick questions. One is that I
et very skeptical about making any changes in the Tax Code, but
hat I felt that the 1981 Tax Act was a massive step in the right -

direction. In retrospect, looking back, in the history of the last 2
years and the other things that have been done to the Tax Code, it
seems to me like even maybe in the case of your bill, which I'm
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lad you have introduced because it does lead in the direction that
fthink is a good way to go, although personally I would favor rais-
ing the exemption much more and going more to a tax like the
Hall-Rabushl.a, but it's probably not politically feasible, and you
may be correct in that—but you and Senator Bradley, both, I think
are pointing in a direction that’s good leadershi?.

But how about just not changing anything in our present Tax
Code except just simply pass a law that said we will lower the rates
across-the-board b percent a f'ear for the next 6 years? And if there
is a problem about progressivity, increase the. personal exemption
on the bottom end, a couple hundred dollars a.year or something to
make up the difference, or $600 or whatever it would take. And
just do it that way. And then not allow anybody to touch anythin
else in the Tax e 80 you don’t have this constant turmoil an
chaos out there.

Mr. Kemr. Well, the Kemp-Roth bill originally introduced in
1977 was a 80-percent across-the-board reduction in tax rates. We
took that approach. It took moving heaven and Earth to get even
the 26-percent reduction from 1981 until 1984. In January 1984 we
finally implemented the tax reform that began in 1978, And again,
it was very difficult to do, though it was done. We also lowered the
double tax on dividends and the tax rates on capital gains and re-
moved the inequity between earned and unearned income. So from
that standpoint, I think the next move intellectually and politically
is to move to tax reform. If you just cut everybody's rate by 5 per-
cent, I think fou‘ would find that all the econometric models in this
town are still based upon the idea that statically there would be
such a huge revenue loss in one sector of your taxpaying constitu-
ency that Congress, I don’t think, would do it again, Steve.

And I, frankly, think the country has cried out for simplification
and reform combined with lower rates and some protection for the
people alluded to in our testimony. I would be g}g to lower the top
rates again. i

I think one of the biggest mistakes we made was not lowerin
the 50-percent rate on salary income. We lowered the 70-percen
rate to 50 percent. We lowered the other rates by 25 vercent. We
did not lower the 50-percent tax rate on earned income. And that
was, I think, a serious error.

Senator Symms. Well, one other question. If we are going to go
this route—and let’s say for example you could have your druthers
- and the Congress came in next year after a massive victory this
- fall by the President and he got behind something close to this, and
we were able to mount the support, pass it through the Congress—
do you think we should go one step further and apply a negative
income tax to this so this lady in Los Angeles that Arthur Laffer is
talking about would have an incentive to try to work as much as
she could, and be part of the system?

Mr. Kemp. By negative income tax, do you mean a refundable
or——

Senator Symms. Some way that if they don’t have enough income
that you send them back the money.

Mr. Kemp. You have got to change our welfare laws, which liter-
ally take away all welfare benefits as peorle earn income, and then
we tax their income at the State and local level and the payroll tax
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all combined to make it a hufe disincentive. I would not take away
as much of the welfare until they have earned enough income to
give that mother or father a reward for going into the private econ-
omy. So I think something has to be done.

I'would just conclude, Mr. Chairman, by suggesting in answer to
this question that whatever happens in 1985, I think it’s part of the
national debate now and that's healthg. It's part of the Presiden-
tial debate herause you have one candidate calling for surtaxes and
taking u indexin%, and then you have the other candidate talkin
about reform and broadening the base. I would just hope we woul
leave four or five key princigles. I hope we leave indexing. I think
that's incredibly important. I know I disagree here with the chair-
man. '

Second, I don’t think we ought to raise the tax on ca]pital gains,
Mr. Chairman. I think raising the capital %ains tax would be a mis-
take. Third, I don’t think we ought to go back to the pre-1981 Tax
Code on depreciation schedules. I think the ACRS is flawed, but is
better than what we had before 1981. And I think we definite
need to do something both for the working poor and for the fami-
lies to get their income levels up so they can begin to get the cohe-
siveness that comes with more access to income at the family level.

So with that, Mr. Chairman, I just applaud your efforts. Thank
you for stimulating the debate, and I appreciate the work of my
colleagues.

Senator CHAFEE. Thank you very much, Congressman.

Now we welcome Congressman Heftel. We are delighted to see
you looking so fit and back once again. And you are a living testi-
mony to the recuperative powers of your native State.

Mr. HertEL. Thank you, Mr, Chairman.

STATEMENT OF HON. CECIL HEFTEL, U.S. REPRESENTATIVE,
STATE OF HAWAII

Mr. HErTEL. It's interesting to note that I came to the Congress 8
years ago, and before I was elected I started talking about tax
. reform as something that I thought had come of age, and that I
would go to the Congress and find ourselves all concerned with it.
I'm happy to say that at least 8 years later we have started the
dialog and'I applaud what you are doing today, and what all the
Members of the Congress are doing who are trying to focus on the
need for tax reform.

But as I listened to Mr. Kemp, I couldn’t help but think of the
fact that I evolved what at that time was called by me a consum
tion tax while in the hospital in Long Beach, CA. And I didn’t
think that by the time we got to discussing it some 1 year and 8
months later that we would have moved to the point that a nation-
al sales tax, a value added tax, and a progressive consumption tax
- would have all come under a single umbrella—a word “‘consump-
tiozx,” which is basically a red flag and regressive to the public in
nature.

And so we have already learned that we can't call it a progres-
sive consumption tax because if we do, we will be lost before we
start because the people will hear the word “consumption,” and
assume what we are talking about a regressive tax, like a national
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sales tax or a value-added tax, and, therefore, we are using a term
which we didn’t develop but came out of Brookings, I'm happy to
say, which is a cash-flow income tax. Because we have got to distin-
guish between a consumption tax as it relates to a sales tax and a
value added tax and the type of cash-flow tax that I will be talking
with you this morning about.

And I think that it's imporiant to make the distinction because
otherwise we won't get any constructive dialog about the concept of
a cash-flow income tax. And it isn’t something I'm necessarily wed
to. It isn’t something I'm trying to sell in competition with any-
thing else. I'm only trying to get it out on the table so that before
we get through with whatever occurs in the process of reforming
the Tax Code, that we consider all constructive possibilities and do
it constructively.

I was somewhat amazed to hear my colleague from New York
tell us that we would be doing this for months. We won’t be doing
this for months. We will be doing this for years. And if we try to do
it in months, we will end up with a nightmare. I think also before
we get into the substance of what we are talking about, we have to
make other observations. )

First and foremost, the Tax Code isn’t as inequitable as we are
constantly told. If you take a look at the fringe benefits of 16 to 20
or 25 percent for b0 or 60 percent of the working people of Amer-
ica, we begin to realize that the so-called exemptions and exclu-
sions and loopholes, however you want to describe them, are now
very broad based. And that everybody has learned about how to get
their percentage out of the system in some way so that there is an
equality of inequality now starting to take place.

And I mention it because the idea that we are totally distorting
the system in favor of the few against the many is no longer true.

I think there is another aspect that we have to focus on. Most
people don’t want to talk about the deficits because they haven’t
got the slightest idea what to do about them. And so they have
come up with a new gimmick for political people who want to talk
about something that camouflages the deficit, and that's tax
reform. Somehow you tell the people that tax reform solves the
problem of deficits.

Now that occurred successfully once in 1979 and 1980. As you
may recall, the present tax system we were told would result in a
balanced budget. I don’t think we have to argue whether or not it
balanced the budget.

What we are now being told is forget that experience. Pretend it
never happened, and believe us with the very same story again.
Namely, this magic word we formed will take care of all the prob-
lems of deficits, which is not true. It won’t.

All we are talking about in reform is improving the way people .
pay about the same amount of taxes. Most people under any of the
reform proposals on the table will find that they end up paying
about the same amount of taxes. There isn’t going to be any dra-
matic change. And if we are going to balance the budget, we are
not going to do it unless we do something that hasn’t occurred yet,
which is either increase taxes or decrease expenses. There isn’t any
magic formula for balancing the budget. And I think it would be
unfair if we tried to deceive the American people into thinking
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. that somehow under the cloak of reform of tax, we are going to
solve the problems of deficits because we are not.

Now having said those things, we still ought to look at a reform
of the system. And I applaud what Senator Bradley has done, and
my colleague, Dick Gephardt, and al! the others who have looked
at the system and tried to improve upon on it in something that
people can feel more comfortable with.

As far as the system that I have proposed—and I think I have
already run out my 5 minutes, which is interesting in what you
can do when you don’t use a script—but in any event—that’s why
we have a 5-minute rule in the House, I guess—but in any event, I
think that the cash-flow income tax concept has merit.

I will ask you to place my full statement in the record, and very
briefly summarize. And if you want me to, go through the essential
elements if you have the additional time.

But there is no question that capital formation ought to be what
we are looking at first and foremost in what we do when we ad-
dress the Tax Code. It has been suggested that the cash-flow con-
cept I am discussing with you is regressive and unfair to the poorer
people because they can’t save. I think that’s an atrocious state-
ment to make. I can remember when I didn’t have enough to eat,
. but I still knew I needed to save because I wanted to go to college.

The concept that you deny to people the aspirations to save be-
cause of where they start in the economic ladder is outrageous, and
I can’t believe I heard the statement made by the gentleman who
wants to be President in 1988. He is going to have to learn that all
people aspire to save, and that poor people usually are the ones
who end up saving the most because they have the most sense of
value for having a dollar of protection.

But I don’t think that a cash-flow system of income tax in which
we address people’s attention to the concept of saving is in the
least unfair to people at the lower end of the spectrum. And in my
proposal, we have a $12,000 exemption for a family of four so they
don’t pay taxes until they go over $12,000. If we want to make it
higher than that, it’s easy. All you have to do is say you don’t need
the revenue, and you can go as high as you want, of course.

But we can do whatever we want to whether we\use the present
system or we use the cash-flow system that I am discussing with
you today. The essential merit of the cash-flow system is that it
makes people look at the virtue of savings. It makes them look at
the fact that interest is no longer something Uncle Sam pays for.
That interest is expensive. That 19 and 20, 22, 24 percent interest
and whatever they can get away with on those credit cards is an
atrocious dissipation of the people’s money.

And so the thing we are trying to create through the income tax
under the cash-flow concept is an awareness on the part of people
that interest can be a great dissipation of their money. And if you
don’t have a system that encourages interest expenditures because
you write it off, will get a beiter potential for savings, for reduction
of credit, and hopefully reduction of interest rates—now that is es-
sentially what we are trying to achieve. Money for capital forma-
tion. Savings on the part of the American people as a whole.

40-774 0 ~ 85 ~ 14
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Our main allies with whom we compete have much greater rates
of savings. The Japanese are going well over 20 percent where we
are struggling to get over 6 percent.

Senator CHAFEE. I wonder if you could give the major features of
your program.

Mr. HEFTEL. If you want me to take the time to do so, I will.

Senator CHAFEE. In just a few minutes, touch on it, if you could.

Mr. HeFTEL. The taxation of cash-flow provides the best incentive
for savings and investment. Under the cash-flow income tax
system, all income is taxed once, either at the time of consumption
or at the time of death in a state tax forum. Cash-flow tax can be
deferred as long as one’s lifetime, providing the stimulus for capital
formation. The formation of capital will result in positive long-term
economic growth.

In the bill, annual cash flow is derived by calculating the value
of his or her total receipts in the year using the W-2 and 1099
forms presently used. From that value is subtracted the amount of
net savings and investment made by the taxpayers during the year.
The difference between what was received and what was saved
over the year is cash-flow, the tax base.

Senator CHAFEE. Would all income count toward this formula?

Mr. HEFTEL. Yes.

Senator CHAFEE. For example, unemployment compensation.

Mr. HEFTEL. Anything that is of value is part of your compensa-
tion. There is no such thing as a fringe benefit. Everything is equal
with everything else that you receive,

Senator CHAFEE. How about the value of health care provided by
a corporate employer?

Mr. HerTEL. There is a 5-percent margin for health costs, which
would include the cost of premiums paid for the employee. But
other than that, everything is counted.

Senator CHAFEE. Well, how about premiums said for life insur-

ance by a corporate employer?

" Mr. Herrer. That would be a form of compensation. We admit
the compensation is compensation. We call a spade a spade.

Senator CHAFEE. Take the difference between all your income
and what you save.

Mr. HEFTEL. Yes.

Senator CHAFEE. If you buy life insurance, is that a saving?

Mr. HeFTEL. It could depend on the nature of the policy. But
much insurance would come under the savings or investment um-
brella. Yes.

Senator CHAFEE. All right. So you deduct that.

Mr. HeFTEL. Let’s put it this way. A term policy, one year on
%our life would not be a savings that qualified under this proposal.

ut any kind of a policy that develops any equity, any cash value,
would be a savings and would come under this umbrella.

Senator CHAFEE. So let’s say you have got $30,000 of income and
you put $5,000 in various forms of savings. An IRA, I suppose
that’s a savings.

Mr. HEFTEL. Oh, of course.

Senator CHAFEE. Then you get $30,000, you save $5,000 so you
are at $25,000. That’s your starting point.
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Mr. HerreL. Correct. And you have a $12,000 exemption for a
familg of four so your tax would now be—the base would start at
$13,000. Then you have to deduct from that $13,000 the things that
we provide exclusions for. Your primary residence, State, and local
taxes, casualty losses for which you don’t have insurance, medical
costs above a certain threshold. Those would be exceptions that
would be taken out of the $13,000 remaining, and let’s say if you
have $3,000 of exceptions that were included in this provision, you
then would be taxed on $10,000 at the applicable rate, which would
start out at 10 percent. Then it goes to 23 and then goes to 30. You
only have three rates; 10, 23, and 30 percent.

Sznator CHAFEE. Any other points you want to make?

Mr. Herrer. No; I think that covers the main elements that I
wanted to share with you and the hope that somehow we won’t
look upon a cash-flow income tax as a consumption tax or as a tax
which discriminates against the people who are less affluent. It
doesn’t do either of those things. It merits concern and our atten-
tiomr ought to be one of the ways that we consider revising the
system if we do. And in whatever we do, we ought to start on the
basis that maintaining the economic recovery and trying to inspire
greater amounts of capital for investment should be our two main
objectives in the process of achieving more fairness in the tax
system.

And I don’t think you can just summarily dismiss whatever is in
the Code now that inspires investment or ignore the fact that we
have a fragile recovery which could be harmed by any ill conceived
tax increases at this time.

Senator CHAFEE. Thank you. \

Senator Symms. Thank you, Mr. Chairman, and thank you, Con-
gressman Heftel. And, Mr. Chairman, you may not know, but he
used to have a radio station in my State. And I’'m delighted to see
you feeling well and here before us. And as always, Cec, you cer-
tainly lay it on the line. And I would just like to ask you how many
cosponsors do you have on this proposal?

Mr. HeFtEL. I haven’t even tried to get cosponsors at this junc-
ture. When I orginally did it, I was in California. And until I re-
draft, I won’t try to get cosponsors.

Senator Symms. Well, I would say one thing about it. If it's a
good idea, it only needs one sponsor anyway. And, obviously, I
think you have given us a lot of thought and I think it’s very inter-
esting. It goes more in a direction that I would like to see us go
with the Tax Code if we are going to do something dramatic and
simplify it. Most of the propositions that I have heard of, I would
like to look into a little more carefully.

And I want to encouraﬁe you to keep working at it. And I would
like to.at least let you know that I am interested in what your
proposition is. And encourage you to keep working at it.

Did you get some of these ideas originally from the Institute or is
this an idea that you have had for a long time?

Mr. HerreEL. Had the idea for a long time, Steve. And with noth-
ing to do in a hospital in Long Beach, CA, but think about this
type of process, it was easy to decide to develop some kind of a leg-
islative proposal. And then suddenly we had consumption taxes
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confusing the issue, and then we had people seriously: pursuing the
subject. And now we are trying to conform it. ’

For instance, I started out using a different percentage scale to
address the deficit problem. I concluded that that was the wrong
way to go so we now make it revenue neutral. Since then also
Brookings has come out with a proposal which is virtually the
same thing that I have got. They have used the better name of the
cash flow income tax. And they have added some credibility to the
concept.

Senator Symms. Thank you very much.

Senator CHAFEE. Well, thank you very much. And, again, we
want to say, Congressman Heftel, how delighted we are to see you
back and doing so well.

Mr. HertEL. Thank you very much, Mr. Chairman.

Senator Symms. I assume you are unopposed in your election this
year.

Mr. HertEL. I have an opponent, but I can’t remember his name.
[Laughter.]

Senator SymMms. He’s wasting his time.

[The prepared written statement of Congressman Heftel follows:]
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TESTIMONY OF CONGRESSMAN CECIL HEFTEL
CONCERNING CASH FLOW INCOME TAX
SEPTEMBER 20, 1984
Mr. Chairman, I appreciate the opportunity to testify before

your Committee today to discuss the need for reform of our current

income tax system.

The present income tax structure is so weak and diminished by
exclusions, deductions, exemptions, credits and other tax
privileges that it is no longer capable of distributing the tax

burden in an equitable manner.

At the same time long term U.S. ecqnomic growth has been poor
at best. Our saving and investment rates are lower than our
faster growing allies of Canada, Japan, France and West Germany.
Today, income is taxed when it is first earned and, again, when
the savings generate additional income. The U.S. income tax code

éiscouraqes saving and subsidizes consumption.

The taxation of cash flow provides the best incentive for
savings and investment. Under the cash flow income tax system,
all income is taxed once -- either at the time of consumption or
at the time of death in estate tax form. Cash flow tax can be
deferred as long as one's lifetime, providing the stimulus for
capital formation. The formation of capital will result in

positive, long-term economic growth and enhanced employment.
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Therefore, I 1ntroducéa H.R, 5841, the Progressive
Consumption Tax Act of 1984, which would have provided for tax
reform and reduction of the federal budget deficits. However, we
have redrafted it as revenue neutral, so that it can be compared
directly with the other proposals‘which are designed to be
revenue neutral, 1 am proposing a cash flow tax which will
assess people according to their personal expenditures, not
according to their income. People would be taxed not by how much
they put .into the national product, but how much they take out.

In this bill, annual cash flow is derived by calculaéing the
value of his or her total receipts in the year using the wW-2 and
1099 forms as presently used. From that value is subtracted the
amount of net savings and investment made by the taxpayer during
the year. The difference between what was received and what was

saved over the year is cash flow - the tax base.

It is necessary that the taxable base of the cash flow tax be
broader than that of any income base since consumption by
definition is smaller than income. Thus to raise adequate revenue
levels, the tax base or tax rate on a comprehensive cash flow base

would have to be higher than that on a comprehensive income base.

In addition to the inclusion of all forms of income in the
taxable bagse -~ net capital gains, all dividends and (most)
interest, tetireﬁent income and all gifts, bequests, unemployment

compensation would be considered part of the taxable base.
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The remainder of the taxable base would be made up of net
borrowing amounts for that year. However, borrowing to buy a
principle residence is excluded from the tax base. COnvetsely;'
debt repayment is subtracted from the base, or the adjusted gross

cash flow.

A limited number of deductions, or a standard deduction,
would be subtracted from AGCF and graduated tax rates would be

applied to the taxable cash flow.

Deductions allowed to be subtracted for individuals include:
(1) mortgage interest payments on principal residence and interest
on indebtedness for purchase of investment assets and that
incurred in the conduct of trade 6: business (whether personal or
partnership); (2) medical expenses in excess of 5 percent of
adjusted gross cash flow; (3) charitable contributions up to 5
percent of an individual's adjusted gross cash flow; (4) state
and local income taxes; and, (5) uninsured property losses in

excess of $500.

We would also provide credits of $200 for each personal
exemption, which is equivalent to a $2,000 exemption. However,
the credit provides the same value at the 30% consumption rate

level, as it does at the 108 level.

The bill repeals most of the current credits and deductions
provided for businesses and individuals. Depreciation for

property placed in service by the corporation during the taxable
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year would be expensed or subtracted to arrive at adjusted net
income. Indexing would not be necessary since the current value
of money is the basis for the tax. Therefore, inflation has no
effect on the rates. ‘as an offset to the expensing of
depreciation, which is most.attractive for capital formation,
current deductions for capital gains, investment tax credits, and
foreign tax credits would all be repealed. Similarly, fringe
benefits, such as contributions by employers to health and life
insurance plans, would be included in the individual's taxable
base., The amount of medical insurance added to the taxable base
would likewise be accrued toward the 5% of adjusted gross cash
flow level necessary for the medical deduction. Deductlons\for
real and personal property taxes would also be repealed.

We provide for three progressive tate§§ taxing a family of
four at a level of $12,000 in consumed income. The rates will be:
10 percent, for married individuals filing jointly up to $15,000
in consumed income, and unmarried individuvuals up to $12,000; 23
percent for married individuals filing jointly and unmarried ‘
individuals up to the Social Security wage base; and 30 percent
for those above the Social Security wage base. Thetindexing of
the social security wage base provides for automatic indexing of
the 308 rate. However, language to index other individual rates
could be incorporated. Meanwhile, corporations would pay one

effective rate of 30%.
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We provide for zero bracket amount deductions of $4,000 for
individuals, $6,000 for heads of household, and $8,000 for joint
returns. A tax credit of $200 is included for each dependent

claimed.

A cash flow tax system would simplify our tax code by
repealing the loopholes listed in today's massive number of
deductions and credits., Expensing of depreciation and incentives
for savings and investments will provide the mechanism for the
increagsed capital formation needed for revitalization of American

business.
A cash flow tax system is workable, simpler, and more
effective in developing the capital necessary for long-term

economic growth.

Mr. Chairman, thank you for this opportunity.
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Senator CHAFEE. Now the next panel will be Mr. Raymond
Scheppach, James Hacking, and Mr. David Silverman. And while
they are coming up, I want to say that I welcome this debate. I be-
lieve that the testimony that we are having and have had and will
continue to have is extremely helpful. I believe that we are going
to make some changes in the code in 1985. Despite Mr. Mondale’s
charge, the President does not have a secret plan to raise taxes.
The Treasury Department study, which the President commis-
sioned, will not be out until December, and I don’t think that the
Treasure Department is any different from the rest of us. They are
Erobably going to put off their study Iiust as most of us did when we

ad to turn in term papers in school. They will put off the details
until the last moment.

So all the hearings that we are having here and in the Ways and
Means Committee are a warm-up to what we are going to be doing
in 1985. The real debate will be coming then.

It seems to me that the American public does want tax changes.
I, personally, in our office receive dozens of postcards every week
advocating a flat tax. The polls reveal that the American public
thinks that the Federal income tax is not fair, and most people, ac-
cording to polls that I have read, would prefer a national sales tax.
But I'm not sure that once they studied that more carefully that’s
what they would want.

So we don’t have any simple choice before us. We have discussed
the Bradley-Gephardt. We have discussed the Kemp-Kasten. These
aren’t simply flat taxes. They have sophisticated alternatives, pro-
gressive alternatives to the current system. I don’t want in any
way to throw cold water, as I say, on this debate. We look forward
to it and we are seriously going to be looking at all the alterna-
tives.

We really don’t have much time next year. We have got such a
full menu before this committee. As I mentioned before, I would
certainly oppose a surtax to raise revenue, but I would suggest that
we look at taking all the deductions and credits that currently are
used to arrive at taxable income, and instead of scratching some of
them or saving some of them, perhaps one of the things we might
do is just scale all of them down. That is, reduce them by 10 or 15
percent. And this, seems to me, is much fairer than a surtax be-
cause it raises the taxes for those who in many instances, as I have
stated, are not paying there fair share

We have got an interesting year coming up, and all the testimo-
ny is going to be most helpful. So we look forward to the panel
before us now.

And, Mr. Scheppach, why don’t you proceed first. He is with the
National Governors’ Association.

STATEMENT OF RAYMOND C. SCHEPPACH, EXECUTIVE DIREC-
TOR, NATIONAL GOVERNORS' ASSOCIATION, WASHINGTON, DC

Mr. ScHeppacH. Thank you, Mr. Chairman.

Let me submit my full statement for the record and I will try to
summarize it in the 1 minute allotted.

Let me first commend this committee for beginning the debate
on tax reform. The Governors are aware that the American taxpay-

w
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er and academic experts alike believe that the Federal tax system
is seriously deficient with respect to the three goals of any tax
system—simplicity, fairness, and efficiency.

A recent poll by ACIR indicated that the Federal income tax is
now the worst tax in the view of the taxpayers. From the State
perspective, there is a growing concern that the decreasing confi-
dence in the Federal tax system will be transferred to State and
local taxes.

In view of the growing congressional interest in tax reform and
the President’s directive for an options paper, the Governors have
established a task force on tax reform, chaired by Governor Lamm
of Colorado. Other members of this task force include: Governor
Thornburgh of Pennsylvania, Governor Alexander of Tennessee,
Governor Carlin of Kansas, and Governor Matheson of Utah.

It is our current plan to adopt a comprehensive tax policy at our
winter meeting in February.

With respect to your overall considerations, I would just like to
leave with you two major points. First, Federal tax policy decisions
do affect Sytate revenue collections and must be made with full
knowledge of this impact on States. For example, 45 States current-
ly levy a general sales tax. The rates range from a low of 8 percent
to a high of 7.5 percent. The average Federal tax savings from the
deductibility provision per itemizing taxpayer is about $60. The per
capita effect, however, runs from $105 in New York to $2 in
Oregon.

Consequently, the elimination of this deduction would have
major differential effects across States. z

A similar situation is found in the individual income tax. The
definition of income used by the States varies greatly; 29 States, for
example, use the Federal definition of income, 11 use their own
and 4 use the Federal tax liability. Thus, again, any option to
broaden the tax or make other changes can have major differential
impacts on the States.

imilarly, the same pattern holds for corporate taxes. The 1981
tax bill with its accelerated cost recovery system affected State tax
revenues directly. A number of States had to adjust their corporate
taxes on an emergency basis due to your changes. In any tax
change, a transitional period for States is essential, particularly be-
cause States cannot run deficits due to constitutional restrictions.
In 1981, tax changes were particularly troublesome given the over-
all weakness in the economy, the decline in State tax revenues and
the cuts in Federal grants. '

The second major point, Mr. Chairman, is that States are
pattners with the Federal Government in the funding and the ad-
ministration of many critical programs. So Governors should be
full participants in the decisions that affect the States’ capacities to
meet their obligations.

That completes my summary, Mr. Chairman. I will be very
happy to answer any questions.

Senator CHAFEE. Fine. Thank you very much.

(The prepared written statement Mr. Scheppach follows:]
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Mr. Chairman and Members of the Finance Committees

At the outset of my testimony, I wish to thank you, Mr. Chairman, and the members
of the Finance Committee for the leadership yc;u have shown in debating and acting on

some of the most complicated and important issues facing our nation today.

In my statement, I will summarize the state perspective on the importance of tax
reform, illustrate the profound and varied effect that federal tax decisions have on state
governments, and update you on actions taken by the Governors to prepare for the coming
debate on tax reform. Two eritical poln;g‘l wish to make to you are:

\ a 7 ‘
. ‘Flrst. federal tax policy decisions do affect state revenue collections and must

be made with full knowledge of their impact on states,

o Second, states are partners with the federal government in the funding and
administration of many eritical programs, so Governors must be full participants

in decisions that affect the states' capacity to meet their obligations.

Impetus for Tax Reform

State and local governments get most of their revenues from taxes they impose, not
from the federal government. As the experience of 1981 and 1982 proved again, weakness
in the national economy translates into severe fiscal stress for state governments,
cutbacks in their programs, increases in state taxes to maintain existing programs, and a

general inability to make necessary program expansions or start new priority initlatives.
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The national economy has made a strong comeback_.' While states are recovering
from the recession, the results of our latest survey indicate that the states' balances are
still well below the levels reached in fiscal years 1979 and 1980. In those years, aggregate
ending balances exceeded $11 billion, and, as a percent of expenditures, the balances
exceeded 9 percent. Overali, we estimate that states will end their 1884 fiscal years with
an aggregrate balance around $5 billion, which is equal to approximately 3 percent of
expenditures and is still below the 5 percent considered a prudent balance by most Wall

Street analysts.

In any case, the overriding interest of Governors in federal tax policy is the same as
the Finance Committee's: that the tax code be part of a national economie poliey that
promotes U.S. competitiveness and gains in real output. We urge the Committee to study
carefully the effect of tax reform options on the economy and to continue its efforts to

ensure that the tax code does not constitute an obstacle to economic growth.

Beyond this broad concern, Governors are aware that American taxpayers and
academic experts alike believe that the federal tax system is seriously deficient with
respect to the three goals of any tax system — simplicity, fairness, and efficiency. .u
1983 poll conducted by the Advisory Commission on Intergovernmental Relations (ACIR)
asked the public to identify "the worst tax." The federal income tax attracted a
35 percent response, substantially higher than the second worst tax, the property tax, with
28 percent. In response to the same question in 1972, only 19 percent chose the federal
income tax as the worst tax.

From the state perspective, there is growing concern that the decreasing confidence
in the federal tax system will be transferred to states. Specifically, concern on the part

of taxpayers that the federal ineome tax s unfair or is too high can create an
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unwillingness to comply fully with other taxes perceived as being part of the same system
(e.g., a state income tax.)) State and local officials therefore have a stake in the
simplification and improvement of the federal tax code, because disillusionment with

federal taxes may affect state revenue collections,

State Tax Profile

Although Governors support federal ‘efforts to simplify the federal tax system, NGA
does not underestimate the difficulty of the task. Moreover, Governors are well aware
that such changes could have a major impact on state government. The interconnection
betwean the federal tax code and state tax provisions {s very close, and the varied nature
of state tax laws means that a revision In the federal law will affect states in widely
differing ways. It is for these reasons that federal tax policies involve more than a
federal revenue decision; they often have an important impact on the intergovernmental

system as well

Let me give you a few examples that illustrate how state general sales, income, and
corporation net income taxes —the three largest sources of state revenue ~ are affected
by federal tax decisions. Forty-five states levy a general sales tax (as distinct from
selected sales taxes); the rates range from a low of 3 percent (in 7 states) to a high of 7.5

percent (in one state, Connecticut). Asa group, states raise over 30 percent of thele tax
revenue through the general sales tax, but the importance of the tax varies widely when
viewed on a staie-by-state basis, as table 1 shows. The state of Washington relies most
heavily on the general sales tax, generating 58.6 percent of its tax revenue using this
method, while in the five steies without a sales tax — Alaska, Delawace, Montana,
New Hampshire and Oregon — the percentage generated is obviously zero.
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Why Is the variation in state salas tax rates relevant to federal tax policy? For one
thing, it gxplalns\ why many states view continuation of federal tax provisions permitting
deductibility of sales taxes as an important priority, The average federal tax savings
from the deductibility provision per itemizing taxpayer is approximately $60, but the per
capita effect is $105 in New York, $85 in Washington, and $2 in Oregon (See table 2), This
variation makes reaching consensus on the sales tax deductibility issue more difficult and
suggests that if federal 6hanges were made, major revisions In state tax laws would likely

follow,

The base of the sales tax also varies greatly among the states, as table 3 shows., For
example, 42 states exempt prescription medicine, 41 states exempt barber and beauty
services, 24 exempt auto repair services, and so on down the list. This fact Is important
because it suggests that administration of any national sales tax would be more difficult
than many suppose. Businesses not now subject to a state sales tax presumably would be
covered by a national tax, The resulting paperwork and confusion for both the private

sector and the Internal Revenue Service could be considerable.

Turning to the individual income tax, we see the same pattern. Forty-three states
currently levy an income tax, but the tax in Connecticut, New Hampshire, and Tennessee
affects only interest and dividends, not wages and salaries. Alaska, Florida, Nevada, .
South Dakota, Texas, Washington and Wyoming have no income tax at all. About 30
percent of state revenues nationwide are generated by the income tax, but in Oregon
(which does not have a general sales tax) over 66 ;er.cent of the state revenue is raised
through a tax on personal income. Of course, the seven states without an income tax get

none of their revenue this way (see table 1),

The definition of income used by the states also varies greatly; 29 states use the

federal definition of income as the basis for state tax liability, 11 states use their own
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definitions of income, and four states use federal tax liability (see table 4), It is easy to
see that the Individual Retirement Account provisions included in the Economic Recovery
Act of 1981 (ERTA) would hav'a a dramatie effect on states that ';plggy-‘back" on federal
income definitions; state officials had to deal not only with the revenue consequences of

unpredictable economic conditions in 1981, but unpredictable federal tax policy as well.

"l‘he same paitern also holds for state corporate taxes.- About 8 percent of state
revenues across the country come from a corporate income tax, but tax rates and reliance
on the corporate tax vary widely. Indiana has adopted a rate of 3 percent, while lowa and
Minnesota apply a rate of 12 percent. Five states (Nevada, South Dakota, Texas,
Washington and Wyoming) have no state corporate fncome tax, while New Hampshire

raises 22 percent of its revenue through a corporate tax.

Before 1981, most states used federal definitions of corporate income for their own
tax systems, so when ERTA established a new and more rapid form of depreciation known
as the Acceleratod Cost Recovery System (ACRS), state tax revenues were dffected
directly., After ERTA's enactment, states had to decide whether and how to follow the
new federal depreciation provisions., In many cases, stata legislation that was enacted in
1981 or 1982 on an emergency basis had to be revised in 1983 after states had an
opportunity to assess the impact of the federal change. Thirteen states have decided not
to ‘allow part of ACRS and five states (California, Georglia, New Jersey, New York and
Oregon) do not use the federal definition of ACRS at all. Most states had sought to rely
on federal definitions as a convenience to corporations, but this objective has been
compromised because the resulting revenue loss was too great for many states. Moreover,
the very short lead time afforded states to examine the potential effect of the federal
change required action without full analysis, leading to further changes in state tax codes

and further inconvenience for corporations.

40-774 0 - 85 - 15



222

1 have concentrated on the fifty states in the state tax profile I have provided here,
but I must note that the U.S. flag territories have developed similar rellance on the
tederal tax code. The very name of the practice used in several of the territories — the
mirror-system = should alert policymakers to the impact that .federal tax code changes

have on the revenue systems of the territories.

To summarize then, the federal tax code i3 woven into the fabric of state tax
systems In a8 myriad of ways. Federal decisions must take this fact Into account by
determining before enactment what the effect of a proposal on states would be and by
consulting with state officials, and permitting adequate lead time for states to adjust if
there {s to be a tax code revision affecting them.

NGA Task Force on Tax Reform

In view of the growing congressional interest in tex reform and of the President's
directive ‘that he receive an options paper on the issue by the end of the year,
Kansas Governor John Carlin, Chairman of the Association, has established a Task Force
on Tax Reform, The Task Force will be chaired by Colorado Governor Richard Lamm, and
Governors Carlin, Thornburgh of Pennsylvania, Alexander of Tennessee, and Matheson of
Utah will serve as members. The charge to the group is to analyze the range of tax
reform options now being proposed and to complete the background work necessary to
enable the Governors to be active in the coming debate. It is our éurrent plan to discuss
tax reform in some detail at our winter meeting in February, and, if necessary, adopt a
comprehensive poliey at that time,

The work of the task force Is still (n the very early stages, but it appears that we
will be focusing on four major reform alternatives: a flat tax, a modified flat tax, (such
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as the Bradley-Gephardt or the Kemp-Kasten proposals), a "cash flow" (or personal
expenditure) tax, and a value added/retail sales tax.

We are looking at the flat tax and the modified flat tax as possible responses to

widespread public concarn that the tax code is unfair, due in part to the $270 billion in
deductions and credits that have been incorporated in it over the years. Broadening the
income tax base has the potential to improve the efficiency, simplicity and fairness of the
federal tax system. Such a reform also has the potential of reducing marginal tax rates,

which should increase incentives to work, save, and invest.

From a state and local government perspective, however, proposals to broaden the
tax base immediately raise a number of issues. The changes could affect the deductibility
of state and local income, property, and general sales taxes, which will weaken public
support for state taxes. Furthermore, changing federal tax provisions relating to the
deduotibility of one partlculal; state tax (e.g., sales tax) present a major problem because
the value of the deduction differs substantially among the states, as I pointed out earlier,

The priority states have placed on maintaining the tax-exempt status of munlc!pal
bonds has been conveyed to you in numerous forums over the years, More than one-third
of all state and local capital expenditures are financed through provisions in the tax code
affecting general obligation and revenue bonds, and preservation of these provisions is of
the highest priority, given the importance of infrastructure to the economy. Therefore,
this issue also will be a subject of study by the Task Force. ‘

The cash flow and value added/retail sales taxes are on the agenda because we

recognize that from a long-run economic standpoint, these taxes have the advantage of

using actual consumption as the base. Such an approach should reduce consumer spending

.
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and increase savings, leaving more money available for investment and leading to higher
productivity and growth in the long run. All other things being equal, these taxes should
have the effect of reducing interest rates and increasing investment. On the negative
side, however, sales and value added taxes can be regressive. Furthermore, if they are
imposed without a concurrent deduction in the federal income tax, the tax system would
meintain many of the efficiency and fairness problems which the reform effort is to

address.

From the state and local perspective, these consumption-oriented taxes pose a
problem because they intrude into the tax area traditionally relied upon by state and
local government, In addition to the general sales tax, which I mentioned earlier, states
impose selected sales taxes., Taken together, total sales and gross receipts taxes account
for 49 percent of state tax collections.

\

Conventional wisdom holds that taxpayers will- resist taxation above a certain
threshold. The difference between current taxation and the threshold is the "tax room,"
and any federal use of the tax base eats up what is left for state and local government
use, Also, federal consumption taxes might tend to reduce national spending as consumers
shift their consumption patterns in response to price increases due to the imposition of a
sales or a value added tax. Any reduction in sales would also reduce state and local tax
revenues to the extent that they depend on consumption. For these reasons, Governors

would be very concerned about the imposition of major new federal consumption taxes.
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Conelusion

In summary, our work on the tax issue to date suggests that states will apply the

tollowing criteria to any federal tax reform initiative:

e It must create incentives for real economic growth, providing long-term benefits
to our people and offering an adequate revenue base to support the programs of

federal, state, and local governments.

o It must ensure that the burden of any changes fall equitably on all affected by
the tax system.

e It must recognize the close connection of the federal and state tax systems,
Some tax code provisions — affecting tax-exempt bond financing and
deductibility of state and local taxes, for example, are clearly of an
intergovernmental nature. But federal decisions on matters which do not appear
related to state governments — such as th; Accelerated Cost Recovery System
and Individual Retirement Accounts — also have an important impaet on states.
This interweaving of state and federal tax codes means that careful study of the
full effect of a proposed change is essential prior to i{ts enactment and that
adequate lead time must be provided to enable states to adjuSt their systmes as

necessary,

o it must recognize that a marked expansion of federal reliance on excise or sales
taxes will have a widely varying impact from state to state and could hamper
some states' ability to raise additional revenues at a time when many important

responsibilities are being assumed by state governments.
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o It must incorporate the results of extensive consultation with state officials,

In any reform of the federal tax system, states must be viewed as partners in the
advancement of public policy improvements, not as just another interest group. Our
eoncerns, which by necessity must be expressed in terms of specific comments and
proposals, reflect truly generalized apprehension about the overall health of the economy
and the condition of the federal budget.

The states and the federal government have a commonality of Interest in
maintaining a growing and productive economy, which is the source of both our tax bases,
In addition, we have a shared responsibility in the funding and administration of many
eritical government services, ranging from health and welfxve programs to transportation
and environmental programs. These shared responsibilities argue for specific evaluation
of the impact of each proposal on state and local governments. The National Governors'
Association stands ready to assist you in this regard.
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‘TABLE 1

STATE GOVERNMENT TAX COLLECTIONS IN 1983

Percent Distribution of State Government Tax Revenue for Selected Taxes

General Individual Corporation
STATE Sales Income Net Income
Alabama . 28.2 23.8 5.7
Alaska (X) .1 13.0
Arizona 41.0 23.3 7.8
Ar'’ansas 32.7 29,0 6.5
California . 34.9 34.4 11.5
Colorado 38,7 37.6 3.2
Connecticut® 43.5 7.0 14.1
Delaware (X) 49,1 4.7
Plorida 83.6 (X) 6.0
Georgia - 33,5 38.3 6.8
Hawail 52,2 30.2 1.9
daho 26.7 36.1 5.0
Tinois 32.3 29,7 8.1
Indiana 47.6 25.8 4.4
lowa 28.4 35.9 8.9
Kansas 31.8 33.9 9.0
Kentucky . 26.9 24.9 8.6
Louisiana 27.8 7.6 10.7
Maine 34.7 30.2 4.2
Maryland 24.9 42,1 4.3
Massachusatts 20.4 48,0 12.8
Michigan 28.0 36.6 14.3
Minnesota 23.0 45.8 5.9
Mississippi 49.% 13.1 4.8
Missouri 37.3 33.5 4.5
Montana (X) 28.5 7.0
Nebraska 38.1 28.4 §.2
Nevada 4.3 (X) (X)
New Hampshire® (X) s.1 22.4
New Jersey 27.1 23.5 10.8
New Mexico 41.0 1.4 8.3
New York 21.8 51.1 8.3
North Carolina 20.5 38.5 7.8
North Dakota . 27.8 6.7 5.8
Ohio 29.8 29.3 6.2
Oklahoma 15.6 24.8 3.9
Oregon (X) 66.3 7.0
Pennsylvania 28.1 24.3 9.8
Rhode Island 29.2 35.9 5.9
South Carolina 32.17 34.0 8.1
South Dakota §3.5 (X) .8
Tennessee® 52.4 2.3 9.1
Texas 36.8 (X) (X)
Utah 40.2 35.5 3.2
Vermont 18.6 31.8 7.1
Virginia 20.7 4.5 5.3
Washington 58.6 (X) (X)
West Virginia 50.7 ~21.1 3.1
Wisconsin 28.1 40.4 7.3
Wyoming 25.8 (X) (X)

* Income tax IS not a tax on wages and salarles; it affects only interest and dividends.

SOURCE: State Government Tax Collactions in 1983
U.S. Depar¢ment of Commerce, Buraau of the Census
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TABLE 2

PEDERAL TAX SAVINGS FROM DEDUCTIDILITY PROVISION,
PER TAXPAYER,8/ BY STATE, 1980

Deduct ibtlity Deduceibilicy
of All State of Sales
and Locst Texes JJazes Only

Alabans $273.64 $74.41
Alsoks 326.92 42,24
Arizons 322.68 75,65
Arkansas 312.36 45.65
Calitornia $91.37 89.45
Colorado 400.2) 69,35
Conneceicut $20.)9 96.70
Delavere 614448 7.68
¥eshington, D.C. 916,74 75.47
Florida 226.91 58.76
Ceorgia 392.9% 60.20
Havait \ 564,126 83.88
1daho 365,96 40.59
11linots 432,31 88,44
Indganas 271.8) 56.89
Tova 613,47 43.03
Kansas 378.7M $4.00
Kentucky . $7.9
Louisians 192.01 2,36
Yaine 439,04 56,22
Mareland 640,19 67.89
Massachusects 656.9. .62
Michigan $53.4° $9.52
Minnesots $8%.38 4%.21
Mississippy 277, 76.56
Missourt 342,56 66.21
Montama 315.9» ’ 324
Nes>raska LiS bw 6iea2
Nevads 192,89 49.92
Nev Hampshire J<b.78 7469
New Jerser 569.95 66.05
Neo Mexico 295,62 73.8%
Yiew Yora 892,12 108.01
North Carolina 417,11 50.93
Noreh Daxota 251,24 .
PLETY 34b.53 $1.79
1¢iahosa 335.65 $7.37
Oreger 461.75 .16
Pennsvivania 465,3) $8.7¢
Rhode lsland 567,65 69,89
South Carolina Jol.dv 54,6
South Daxots 230,18 12,00
Tennessee 203.0) 89.16
Texas 232,78 75.5?
Yzen 329.37 62.a1
Versont 521.44 XL
Virgania 477.91 $8.¢7
Washington 236.82 83.4%
West Virginia 364,22 90,32
Wiscunsin $73.05 49,95
Wy aming 161.71 73.6c
VoS, Averasge b/ §410.21 $55.%7

8/ Number of taxpsyers ves calculated by adding number of single retutns
ftenizing state~local taxes to twice the nuamber of joint returns itesiz~
ing state-local taxes. 1In 1980, 31X of all returns ftesized state~local
taxes. 965 of the returns {tesfizing some stete~local tax ttemize?
sales tax deductions, (Internal Revenue Service, Statistics of Incove--
1980, Individual Income Tax Returns, Washington, 0.C.: LU.S, Government

Printi~g Nifice, 1962, Publication 79 (9-82), pp. b, $0.)

B’ U.5. toral ex:ludes Puerto Rico ond citizens adbroad. |

Source: ACIR staff computations uuu‘un;ublnmd 1980 IRS [ndividual
Income Tax Model file.
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TABLE 3

MAJOR SALES TAX EXEMPTIONS, 1984

Number of
States Exempting
Consumer Goods
Groceries 28
Prescription medicine 42
Motor fuels 37
Aleoholic beverages 4
Cigarettes 12
Services
Residential gas and electricity 27
Residential water 38
Telephone and telegraph 18
Laundry and dry cleaning ’ 28
Barber and beauty services 41
Amusements 21
Management consulting 43
Computer and data processing 26
T.sgal services 43
Maintenance services 37
Auto repair services 24
Agricultural Goods
Peed, seed, fertilizer, ete. ’ 43
Agricultiral machinery 24
Business Goods
Sales for resale oM
Production machinery 30
Materials used in processing 44

SOURCE: State of Texas Revenue Department
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STATES THAT USE FEDERAL DEFINITION OF
INCOME FOR STATE TAX BASE

STATES THAT USE THEIR OMN DEFINITION OF
INCOME FOR STATE TAX BASE

STATES THAT USE FEDERAL TAX
LIMBILITY FOR STATE TAX BASE
4 STATES

*Taxpayer has option of choosing method of

Source:
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29 STATES AND D.C. 11 STATES
Ar{zona Alabama Nebraska
Colorado Arkansas North Dakota*
Delaware California Rhode Island
DISTRICT OF COLWMBIA Comnecticut Yerwont
Georgfa Misstissippi
Hawaii New Hampshire
1daho New Jersey
11inots North Carolina
Indiana Pennsylvania
Towa South Carolina ,
Kansas Tennessee
Kentucky
Loufsiana
Maine
Massachusetts
Michigan
Minnesota
Missourd
Montana STATES WITH NO INCOME TAX
New Mexico 7 STATES
New York
North Dakota* Alaska Washington
Ohio Florida Wyoming
_~ Oklahoma Nevada
Oregon South Dakota
Utah Texas
VIRGINIA
West Yirginfa
Wisconsin

"Comparison of Selected Tax Rates in the District of Columbia With Those of the Fifty States"

D.C. Government June 1983
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STATEMENT OF JAMES HACKING, ASSISTANT LEGISLATIVE
COUNSEL, AMERICAN ASSOCIATION OF RETIRED PERSONS,
WASHINGTON, DC

Senator CHAFEE. Mr. Hacking.

Mr. Hacking. Thank you, Mr. Chairman.

I'm the assistant legislative counsel for the 16.7 million member
American Association of Retired Persons. This morning I'm accom-
panied by my colleague, David Certner, who is one of our legisla-
tive representatives specializing in tax issues.

1 \yill submit the association’s statement for the record and sum-
marize.

The economic expansion is now well into its second year. The
rate of growth has begun to slow. The leading economic indicators
for the past 2 months indicate further slowing of the economy next
< ~year. That may, in fact, anger the onset of economic stagnation, if
not another outright recession. .

AARP believes that to sustain the evconomic expansion, the ad-
ministration and the Congress will have to fashion a major deficit
reduction package next year. In the process of doing that, there
will be a major debate over spending reductions versus revenue in-
creases and over defense spending reductions versus entitlement
program spending reductions.

Inevitably, we feel significant amounts of new revenue will have
to be raised through one or more existing or new tax mechanism.
The magnitude of the revenue to be raised and the choice of instru-
ments selected to raise it must obviously take into account differen-
tial effects on the economy as we expect it to be in 1985 and 1986.
But there are other considerations that should be taken into ac-
count as well—important tax equity considerations. Given that, our
analysis indicates that at this point AARP could not under any cir-
cumstances support any of the value added, national sales or con-
sumption taxes that are under consideration.

However, we do feel that the Congress would be well disposed to
take a close look at the modified flat-rate tax plans that are out
there at this point in time. But there are a number of concerns to
be taken into account will respect to them.

First, any modified flat tax plan which is adopted must actually
ra;el;e significant new revenue. It is not enough to be revenue neu-
tral.

Second, there should be a clear set of guiding principles that
would be used to determine which tax preferences these plans
should retain. Certainly a modified flat tax plan that raises reve-
nue, maintains progressivity, and simplifies the Tax Code without
being inequitable in the redistribution of the tax burden downwaid
would have much to recommend it over the current system.

That concludes my statement. I thank you, Mr. Chairman.

Senator Cuarek. Well, thank you, Mr. Hacking.

[The prepared written statement of Mr. Hacking follows:]
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The American Association of Retired Persons, the nation's
largest aging organization with nearly 17 million members over the
age of 50, welcomes the Finance Committee's attention to the tax
reform issue. To the extent the various reform proposals focus
public attention on the need for tax reform ~- even if that reform
is simply a thorough review and evaluation of present tax prefe-
rences -- this is a welcome endeavor.

AARP shares the deep concern of many regarding the huge budget
deficits, estimated by the Congressional Budget Office to be $172
billion this year and expected to reach over $200 billion by 1989.
Our membership regards reduction of these tremendous budget deficits
as a major legislative imperative. At the same time that deficits
are brought under control, however, equity must be maintained.
Several legislative options have been presented to the Finance
Committee as alternatives or additions to the current tax system
which would not maintain equity for the elderly and other low-income
segments of the population -- the so-called "flat" taxes, including
the value~Added Tax (VAT), and the consumption tax plans.

The flat tax approach has been applied to various tax systems,
including sales tax, consumption tax, and income tax systems. Propo-
nents of a "pure” flat tax -- a tax which would discard the current
graduated tax rate in favor of a single tax rate, regardless of
taxpayer income -~ argue that a flat tax approach, combined with
base broadening, is the best means to achieve equity and an under-
standable tax system. Tax rates would be lowered, under a flat tax

system, by eliminating tax preferences.
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Critics of flat taxes note that rates for lower and middle income:
taxpayers may increase if a flat rate approach is adopted, particularly
if the flat rate system is intended to be revenue neutral. An exemp-
tion could be built into the system to protect low income persons and
retain some degree of vertical eguity, but such an exemption, because
of the tax broadening measures, would have to be substantial.

Advocates of the flat tax approach admit that lowered tax rates
for higher income persons will mean higher rates for lower income
persons, but argue that the increase experienced will only be temporary
because increased economic activity will eventually further reduce
the flat tax rate for all persons.

The VAT tax, which is an expenditure version of the flat rate
approach, would assess a tax on the product at each stage in the
chain of distribution. The tax, as a result, would be "hidden",
effectively built into the product cost at the consumer level.

(This differs from a sales tax, which is assessed only at the retail
level.)

The consumption tax, which has been suggested with both flat
and progressive tax rates, would assess taxpayers based on amounts
spent, as opposed to amounts earned. This tax system is intended to
increase savings and investment and thereby encourage economic growth,
Although income would continue to be reported, the tax could reach
consumption by requiring the taxpayer to report not only earnings,
but also borrowing, savings account withdrawals, and assets sales
proceeds. Amounts invested or saved during the taxable year could
then be deducted. Under a consumption tax, many present deductions
would no longer be available.

While simplification of the tax code is a desirable objective,

the elimination of the progressive rate structure is not. Tax reform
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should not mean abaﬂdonment of the longstanding and sound principle
that federal income tax liability should be based on "ability-tc-pay".
Flat taxes, and those based on expenditures would have a particularly
significant impact, inequitably redistribute the tax burden. ‘Those
persons of lower income and who by necessity must spend most of what
they earn would suffer a disproportionately heavy tax burden.

When a tax system builds from the idea that it is best to tax
when a person needs to borrow or spend their savings, as would be
the case under a consumption tax plan, it is those persons in the
middle and lower income brackets who will carry the weight of the
tax burden. Particularly affected will be the elderly who, no longer
able to work, must spend their savings on living expenses. After a
lifetime of saving and planning for retirement, the elderly are hit
especially hard by the regressive nature of consumption taxes.
Students, the unemployed, and families taking out loans for major
purchases would also be severely impacted by a consumption-based
plan. The recently released Joint Committee on Taxation's analysis

_of tax reform proposals noted that, under a consumption tax, the
elderly, the unemployed, and parents putting their children through
school would be worse off than under the present income tax.

Under the proposed sales tax or consumption plans, taxes would
increase for those who are able to save less, and an additional tax
burden would fall on persons who are currently liable for little or
no tax because their incomes are so low. Conversely, those who
spend only a small percentage of their income will find a decrease

in the amount of their tax burden.
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The regressive nature of a flat tax based on consumption is
not readily avoidable through adjustment of the tax rates, as some
proponents have indicated. Because the percentage of income wealthy
individuals must spend is far less than what middle and lower income
people must spend, graduating the rates to the degree needed to
maintain the progressivity of the present system would be impractical.

Such adjustment would be made even more difficult because tax rates
+

would have to start higher simply to have a revenue neutral system, 7

since consumption will, by definition, always pzovide4a smaller
tax base than an income-based system.

Tax reformers must not lose sight of the fact that the principle
on which our tax system ig premised -~ that those who are most able
to pay should pay more -- requires that tax be applied to the pover
to consume, not actual consumpéion. A tax on actual consumption
would lesgen the tax burden on higher income persons simply because
they need spend far less a percentage of income to maintain their
standard of living, and would igriore the fact that higher income
persons have greater access to investment opportunities and the
financial security to take advantage of them. Merely utilizing
differential rates or even exempting expenses for food, clothing,
housing and other necessities from the tax would fail to alleviate
this basic flaw in a consumption tax system, Additionally, exemptions
for certain necessities will require an increase in the tax rate
generally, thus those who must still spend a large percentage of
their income may not be better off.

Not only do the elderly as a group spend most of their income -~
income that has already been taxed as it was being earned over a

lifetime of work -- but they often spend a disproportionately higher
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percentage of income on necessities. Statistics reveal that the
elderly spend twice the percentage of income on fuel and utilities
and medical care than the average taxpayer does, and over 5% more

on food. According to Census Bureau figures on 1982 household income,
nearly 50% of elderly households have an annual income of less than
$10,000. With lower than average incomes, and higher than average
expenditures on basic necessities, the elderly will be forced to
shoulder a tax burden they éan neither bear nor prepare for.

A number of more specific objections have been made to the
flat and expenditure tax ideas. 1Initially, horizontal inequity
would result under these plans because no differentiation is made
for household size, as under the present system., Therefore, a
household with income identical to that of a single person would
bear a much heavier tax burden since their expenses would be
greater as a percentage of income.

The fact that the VAT. tax is a "hidden" tax -- added on through
the stages of production and subsumed in the consumer's cost -- means
that raising such a tax rate would be politically much easier, as a
change in such a tax would receive less attention since the tax is
less visible. Such a system is more susceptible to political manipulation.

Although consumption tax proponents argue that their plans would
provide incentives for savings, there is actually no clear evidence
that savings will increase, as illustrated by the lack of any real
effect on savings resulting from current tax breaks for capital income.
Even if the amount of money available for borrowing does increase as
a result of a consumption tax, the disincentive to spending that is
created (since any money spent will be taxed) may well offset any

stimulation caused by the consumption tax. The Congressional Research

40-774 O - 85 - 16
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Service, in its June 1984-released study, warned that since savings,
under a consumption tax plan, would no loﬁger be subject to tax,
people might perceive that their pre~consumption tax savings objectives
could be -achieved with even less saved. The study concluded that
there was no clear evidence that any increase in aggregate savings
would result from a consumption tax. .

Finally, the equity argument that loopholes would be elim;nated
through utilization of a flat consumptibh tax plan éannot be totally
accepted. In fact, such a plan would greatly expan& the present tax
breaks for savings and investment into what may be considered one
enormous loophole to be enjoyed by those with the most available
means to spend.

Besides the "pure" flat and consumption~type plans, to which
the Association is strongly opposed, a number of other reform options
can and should be considered. Broadening the tax base by eliuinating
those tax expenditures which have outlived their economic Surpose
is one option. Considering the size of the budget deficit, revenue
loss from outdated tax expenditures should not be tolerated. Not
only could needed federal revenue be raised, but the tax laws could
be simplified and higher tax rates avoided. Elimination of unneces~
sary tax expenditures would also reduce the use of income for tax
avoidance, thereby lessening the distortion of economic activity
and increasing dependence on the value of the investment opportunity.
Equity would also be furthered if many of these expenditures are
eliminated. It is estimated that at present only 30% of taxpayers
take advantage of tax preferences. Also, part of the intended
progressivity of the present system is defeated because current exclusions

and deductions represent a higher rate of subsidy to higher
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income taxpayers. Unless a tax preference is refundable, taxpayers
with no income are not even able to take advantage of the tax expen=
diture.

In examining the tax code for unnecessary tax expenditures which
might be eliminated, the Congress must be mindful of the tax system's
current role as a tool for implementation of social and economic
policy. Eliminating all deductions and credits in favor of a tax
system with no function but to raise revenue changes part of the tax
system's current purpose. without‘certain incentives built into the
tax code, money for maﬁy beneficial purposes, such as charitable
contributions, might dry up. Thorough examination must precede any
decision to eliminate a current preference since many serve useful
gsocial or economic purposes.

The modified flat rate plans under consideration would substan-
tially reduce tax rates, while keeping those rates graduated, and
would do this by eliminating most tax preferences. These tax simpli-
fication plans merit close scrutiny. The Association does, however,
have sgeveral general concerns reqa&ding the modified flat rate plans.

First, any plan which is designed to be revenue neutral avoids
the enormous problem of the budget deficit, a problem which requires
immediate answers. A second difficulty with the proposed plans is
that no guiding principles are presented to explain the selection
of the tax preferences the plans do incorporate. Without a clear
outline, the fairness the authors of these plans would hope to achieve
may not be perceived as such by the public. Also, the lack of a
systematic set of principles leaves open the door to political

maneuverings and continuing pressure for the inclusion of more tax

perferences so that the very purpose behind these modified flat rate
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plans =~ to maintain revenue levels while simplifying tax regulations
and lowering tax rates -- would be defeated. However, those modified
flat tax plans that maintain progressivity and simplify the tax code
without being inequitable in the redistribution of the tax burden
should be carefully studied and considered.

Nearly everyone agrees that tax reform is necessary. The
Association supports efforts at reform, but welcomes reform only if
it is achieved through careful delibsration, and not at the expense
of those lease able to bear a heavier tax burden. For these reasons,
AARP écrongly opposes those tax proposals -- among them pure flat
taxes,congumption taxes, and VAT taxes -- which inequitably redistri-
bute the tax burden to those with lower incomes, including the elderly,

who are least able to afford it.
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STATEMENT OF DAVID J. SILVERMAN, CHAIRMAN, GOVERNMENT
RELATIONS, NATIONAL ASSOCIATION OF ENROLLED AGENTS,
BETHESDA, MD

Senator CHAFEE. Mr. Silverman.

Mr. SiLvErMAN. Thank you, Mr. Chairman. My name is David J.
Silverman. I'm chairman of the Government Relations Committee
of the National Association of Enrolled Agents, whose members are
tax practitioners enrolled to represent taxpayers before the Inter-
nal Revenue Service pursuant to Treasury Circular 230, 81 Code of
Federal Regulations, part 10.

Our association supports this committee’s efforts in attempting
to simplify our tax laws. The National Association of Enrolled
Agents believes that far too many sections of our Tax Code are
written in an unnecessarily complex manner. And as a result, tax-
payers are burdened with complex provisions that lack economic
substance or purpose.

As complex as our tax laws are, there are many sections of the
Tax Code that have served this Nation well. Itemized deductions
for residential mortgage interest and real property taxes have
helped bring home ownership to 65 percent of our Nation’s house-
holds. Residential and business energy credits have helped us
weaken OPEC’s grip on our sources of energy. Itemized deductions
for charitable contributions have helped us care for our less fortu-
nate citizens. Medical research has been advanced and the human-
ities endowed by tax deductible contributions.

Tax credits have helped us rehabilitate and preserve our nation-

al landmarks. Pension and IRA deductions have assisted capital
formation while providing retirement income.
. Congress, its taxwriting committees in particular, should be com-
plimented for what these deductions and credits have accom-
plished. I fail to see what purpose self-condemnation concerning
our tax laws serves. By only seeing the hole in the doughnut, we
lose sight of what it is we are trying to change. Realizing that a
complete treatise on tax simplification is not possible in the
amount of time the committee has been gracious enough to grant
me, I would like to quickly review with you a few of my recommen-
dations for simplifying page 1 and 2 of form 1040.

The filing requirement for when a tax return must be filed
should be raised to the Department of Labor’s poverty level.
Income below this minimum level should be exempt from tax and
no tax filing should be required.

The requirement that paycrs of dividends inform taxpayers of
whether the dividend is either qualifying or nonqualifying for the
purpose of the $100 dividend exclusion should be eliminated. The
savings to American businesses would be enormous. Additionally, I
don’t believe that the complete elimination of the $100 dividend ex-
clusion would make anybody either rich or poor.

Currently, the recipient of a pension benefit may elect one of the
following six tax treatments: IRA rollover, special 10-year averag-
ing, partial rollover, life time annuity, having it fully taxed or
taxed at capital gains rates on pre-1974 contributions. I believe that
this shopping list of tax treatments is extremely burdensome. Some
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gf the methods reflect the improper tax treatment of pension bene-
its.

A pension is a wage continuation plan whose purpose is to pro-
vide a worker with an income after retirement and it should be
treated as such for tax purposes. Pension benefits should either be
paid out over the employee’s life expectancy and taxed at ordinary
rates, or if the employee feels that he could better manage his pen-
sion funds, he should be permitted to rollove: the funds his employ-
er has accumulated for him into an IRA with mandatory payments
made over his life expectancy. These payments should be taxed at
ordinary rates.

The computation required to determine if Social Security bene-
fits are subject to tax should be eliminated. If it is necessary to tax
Social Security benefits, they should be taxed in a manner similar
to other annuities. Benefits should only be taxable after a worker
has received back what he has paid into the Social Security fund.
Social Security is nothing more than an annuity and should be
treated as such.

Alimony deductions should be eliminated. .

Senator CHAFEE. Well, on that particular point on the Social Se-
curity, they are not taxed at all on half of it and that in theory is
the part that they have paid in.

Mr. SILVERMAN. I realize that. The thrust of my testimony is how
to simplify the filing of the form. Right now, retired people have to
make a rather complicated computation as to what portion be-
comes taxable. I would like to see that changed to having it treated
as an annuity. I think you would come back to the same effect be-
cause what they paid in would be almost equal to the part that is
currently being excluded, that 50-percent portion.

Senator CHAFEE. You lost me in that.

Mr. SiLvErMAN. Could I try again?

Senator CHAFEE. Try again.

Mr. SILvERMAN. Currently—--

Senator CHAFEE. You don’t even have to include half of it.

Mr. SiLvErMAN. That’s correct.

Senator CHAFEE. So that’s the part gou paid in.

Mr. SiLvERMAN. That’s correct. And my contention is if you treat
it as an annuity, you would be back to the same situation, not
being taxed on maybe half of it, if you deducted first what you paid
into it. And that would relieve taxpayers of the necessity to make
this annual computation as to what portion is taxable, if at all.

Senator CHAFEE. Let me take a look at that. I didn’t think they
had to make the computation.

Mr. SiLverMAN. Well, they have to take all their income, includ-
ing exemg:t income. If it falls over a certain threshold, then a maxi-
mum of 50 percent of the benefit becomes taxable. And it requires
a rather elaborate computation on the part of our senior citizens.
And I think this is an unfair burden. And I think proposals such as
this could go a long way into simplifying the actual physical act of
filing the form.

Senator CHAFEE. All right. Go ahead.

Mr. SILVERMAN. Alimony deductions should be eliminated. An in-
dividual’s tax liability shouldn’t be affected by the decision to di-
vorce. Divorce is a personal matter and should be treated as such
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without the Government subsidizing it. Alimony deductions are
perhaps one of the most litigated of all deductions claimed by tax-
payers, and may continue to be so notwithstanding the changes of
the 1984 Tax Reform Act.

The investment credit should be either 8 or 10 percent. Current-
ly, a taxpayer may elect a 10-percent credit instead of the 8-percent
credit if he reduces the basis of the investment asset for the pur-
pose of depreciation by 50 percent of the credit taken. I fail to see .
what purpose this election serves. If there is some purpose served
by this basis adjustment, may I suggest that there be some thresh-
old before a basis adjustment to the asset is required.

I believe that by a simple step-by-step commonsense approach we
can simplify our tax laws without creating a State of utter confu-
sion. I think that we all agree that change for the sake of change
accomplishes nothing. We have seen the results of these types of
changes in our schools.

I would like to call to the committee’s attention that the fact
that any tax simplification law that might be enacted will not sim-
plify the way one-third of our Nation currently files their tax re-
turns. In 1982, 95.3 million tax returns were filed. One-third of
these were filed on form 1040-EZ or 1040-A. In 1984, 38 percent of
all the individual returns filed through April 30th were filed also
on form 1040-EZ and 1040-A. Of the 59 million taxpayers who filed
their return on the long form in 1982, only 33.7 million claimed
‘itemized deductions. So, current.y, only one-third of all tax filers
are claiming itemized deductions.

I would like to thank the committee for the opportunity to make
my views known. If any member of the committee has any ques-
tions, I will be most happy to answer them.

Senator CHAFEE. Fine. Thank you.

[The prepared written statement of Mr. Silverman follows:]



244

STATEMENT ON TAX SIMPLIFICATION

BY
DAVID J. SILVERMAN
CHAIRMAN, GOVERNMENT RELATIONS COMMITTEE
NATIONAL ASSOCIATION OF ENROLLED AGENTS
866 UNITED NATIONS PLAZA
NEW YORK, MY 10017
(212) 752-6983

MADE BEFORE
THE UNITED STATES SENATE
HEARING ON TAX REFORM
SEPTEMBER 20, 198h.



246

Good Morning, Mr. Chairman.

My name is David J. Silverman. | am chairman of the Government
Relations Committee of the National Association of Enrolled Agents whose
members are tax practitioners enrolled to represent taxpayers before the
Internal Revenue Service pursuant to Treasury Circular 230, 31 Code of
Federal Regulations part 10.

OQur association supports this committeés efforts in attempting to
simplify our tax laws. The National Association of Enrolled Agents believes
that far too many sections of our tax code are written in an unnecessarily
c. plex manner and as a result taxpayers are burdened with complex provisions
that lack economic substance or purpose.

As complex as our tax laws are the;e are many sections of the tax code
that have served this nation well.

l:emiz;d deductions for residential mortgage interest and real property
taxes have helped bring homeownership to 653 of our nations households.

Residential and business energy credits have helped weaken OPEC'S grip
on our sources of energy.

ttemized deductions for charitable contributions have helped us care for
our less fortunate citizens. Medical research has been advanced and the
humanities endowed by tax deductable contrlbutioﬁs.

Tax credits have helped us rehabilitate and preserve our national
landmarks.

Pension and IRA deductions have assisted capital formation while
providing ratirement income,

Congress, its tax writing committees in particular, should be
compl;mented for what these tax deductions and credits have accomplished. |
fail to see what purpose self condemnation concerning our tax laws serves, By

only seeing the ""hole in the doughnut" we lose sight of what it is we are
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trying to change.

Realizing that a complete treatise on tax simplification is not possible
in the amount of time the committee has been gracious enough to grant me, |
would like to quickly review with you a few of my recommendations for
simplfying page | & 2 of Form 1040,

The filing requirement for when a tax return must be filed should be
raised to the Department of Labor's poverty level. Income below this minimum
level should be exempt from tax and no tax filing shouid be required.

The requirement that payors of dividends inform taxpayers of whether the
dividend is either qualifing or non qualifying for the purpose of the $ 100
dividend exclusion should be eliminated. The savings to Amzrican businesses
would be enormous. Additionally, | don't believe that the complete elimina~
tion of the $ 100 dividend exclusion would make anyone either rich or poor.

Currently the recipient of a pension benefit may elect one of the
following six (6) tax treatments, IRA rollover, Special 10-year Averaging,
partial rollover, life time annuity, having it fully taxed or taxed at
"capital gain rates on pre 1974 contributions. | believe that this shopping
list of tax treatments is extremely burdensome. Some of the methods reflect
the improper tax treatment of pension benefits.

A pension is a wage continuation plan whose purpose is to provide a
worker with an income after retirement and it should be treated as such for
tax purposes. Pension benefits should either be paid out over the employees
life expectancy and taxed at ordinary rates or, if the employee feels that he
could better manage his.pension funds he should be permitted to rollover the
funds his employer has accummuleted for him into an IRA with mandatory
payments made over his life expectancy. These payments should be taxed at

ordinary rates.
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The computation required to determine if Social Security benefits are
subject to tax should be eliminated. If it is necessary to tax Social
Security benefits they should be taxed in a manner similar to other
annuities. Benefits should only become taxable after a worker has received
back what he has paid into the Social Security Fund. Social Security is
nothing more than an annuity and should by treated as such.

Alimony deductions should be eliminated. An individuals tax liability
shouldn't be effected by their decision to divorce. Divorce is a personal
matter and should be treated as such without the government subsidizing it.
Alimqny deductions are perhaps oné of the most litigated of all the
deductions claimed by taxpayers and may continue to be so, not withstanding
the "TRA" changes of 1984,

The Investment tax credit should be either 8 or 10 percent. Currently a
taxpayer may elect a 10% investment credit, instead of the 8% credit, if he
reduces the basis of the investment asset, for the purposes of depreciation,
by 50% of the credit (taken). 1 fail to see what purpose this election
serves. If there is some purpose served by this basis adjustment may |
suggest that there be some threshold before a basis adjustment to the asset
is required.

| believe that by a simple, step by step common sense approach we can
simplify our tax laws without creating a state of utter confusion. | think
that we all agree that change for the sake of change accomplishes nothing.
We have seen the results of these types of changes in our schools.

| would like to call to the committees attention the fact that any tax
simplification law that might be enacted will not simplify the way 1/3 of our
nation currently files their tax returns. In 1982 95.3 million tax returns

. were filed. One third of these returns were filed on either Form 1040EZ or

Form 1040A. In 1984 38% of all individual returns filed through April 30
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were filed on form 1040EZ and 1040A. Of the 59.4 million taxpayers who filed
their return o1 the long form in 1982, only 33.7 million claimed itemized
deductions.

| would 1'ke to thank the committee for the opportunity to make my views
known. |f any nember of the committee has any questions, | will be most
nappy to answer them.

Thank you.

Senator CHAFEE. I would like to ask Mr. Scheppach about the
National Governors’ Association. You make the point, point one in
your testimony, that the States have a substantial stake in the Fed-
eral tax system. And in Federal tax reform. What about the argu-
ment in favor of stability in our policy? In other words, fewer
major shifts. Would that be helpful to you? And would you perhaps
seek a moratorium on tax changes?

Mr. ScHePPACH. I think the big problem there, Mr. Chairman, is
one of transition. When you passed the 1981 bill with the acceler-
ated cost recovery changes, it was retroactive and that forced
States to make a number of tax changes to offset their potential
revenue loss.

I think if there is transition pericd of 2 to 3 years to make the
changes, then I'm not sure that Governors would argue against any
kind of reform. Some State legislatures only meet every 2 years. So
if you make changes, that puts them in a difficult situation.

Senator CHAFEE. So what you are saying is if we are going to
make changes, give them enough leadtime.

Mr. ScHepPACcH. Give them enough leadtime for a transition to
make those changes.

Senator CHAFEE. And be careful about retroactivity.

Mr. ScHEPPACH. Very careful about that.

Senator CHAFEE. All right.

Mr. Hacking, you seem to favor the status quo for our tax
system, basing it on ability to pay with certain incentives to
achieve social and economic goals. But what about the apparent de-
cling public support for the existing system? As was mentioned,
you have heard some testimony about the growing underground
economy. That probably to a considerable extent is based on the
view that those who can hire a high powered lawyer are probably
getting away from paying their fair share. And, thus, there is some
disgruntlement abroad about the existing system.

Mr. HackinGg. Well, Mr. Chairman, while AARP is very much
committed to the ability to pay principal, I wouldn’t say we are
committed to the status quo. First, I made the point of saying that
revenue needs to be raised. And we need to look at existing tax
mechanisms as well as new ones for the purpose of deciding how
much revenue should be raised, and which is the most appropriate
instrument, deciding appropriateness on the basis cof differential
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imgalcg:g(son the economy as we expect the economy to be in 1985
an .

There are also other related equity considerations that have to
be taken into account. What I am saying is not let’s maintain the
status quo and not change anything. Quite the opposite. We agree
with you. Public opinion polls indicate that the public, including
the elderly, is very unhappy with the current income tax system
because the tax base has been so badly eroded through the variety
of special interests tax breaks that have been introduced and accu-
mulated over the years.

One approach to making the income tax structure as we have it
now more popular would be to review those tax expenditures and
eliminate or scale back those that have outlived their economic
usefulness.

But that is a long and difficult process. The Congress tried to do
some of that this year without a great deal of success. Neverthe-
less, the effort, I think, was well worth it. You may have to do it
again next year. ‘

But we also think that some of these modified flat tax proposals
could, in fact, be used as a substitute and still preserve a lot of the
pfinciples that AARP espouses, especially the ability to pay princi-
ple. o
Senator CHAFEE. Let me ask you this. There has been a lot of dis-
cussion by those advocating a flat tax and tax simplicity that the
personal exemption be substantially increased. Would it be AARP’s
view that that personal exemption, if it were, say, doubled, should
also pertain to those—that same exemption apply to those over 65?
In other words, the doubling of the exemption for the 65 and over.

Mr. Hacking. Well, there is a double exemption available to
them now under current law. We would want to look at the specif-
ics of any proposal and compare what would happen to the elderly
under the current system as opposed to what would happen under
any alternative. And that is one of the things that we are now in
the process of gearing up to do. That’s why we are not, at this time,
specifically endorsing any particular proposal.

Senator CHAFEE. Do you get what my question is though?

Mr. HackiING. Yes, I understand your question.

Senator CHAFEE. The question is would that same exemption—
let’s say it went to $2,000 that an individual got. Would your feel-
"ing also be that that should be doubled for those over 65? ’

Mr. Hacking. Well, the double exemption is the principle we
have under current law. But whether it should be retained would
depend on what the other features are that make up the overall
}p;ac(llcage, and what the net effect of that would be on elderly house-

olds.

Senator CHAFEE. Fine. Thank you all very much, gentlemen. We
appreciate your testimony.

Senator CHAFEE. Now Dr. Fink, Mr. Perry, Mr. Rosenbaum, Mr.
Graham, and Mr. Hopkins.

" All right, gentlemen, why doesn’t Dr. Fink start off?
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STATEMENT OF RICHARD H. FINK, PRESIDENT, CITIZENS FOR A
SOUND ECONOMY, WASHINGTON, DC

Mr. Fink. Thank you, Mr. Chairman, for this opportunity to de-
scribe to you my organization’s views on tax reform and tax abate-
ment.

My name is Richard H. Fink, president of Citizens for a Sound
Economy. I'm also president of CSE’s subsidiary, the National Tax-
payers Legal Fund, which represents 36,000 taxpayers. I'm a re-
?ear({};Aprofessor in economics at George Mason University in Fair-

ax, VA.

In the minutes that I have, I hope to accomplish two things.
First, I would like to inject an important perspective into the com-
mittee’s deliberations, a perspective that seems to be getting lost in
the current debate. And, two, as is typical with college professors, I
would like to recommend some readings that present the broader
perspective in which the specific tax proposals must be anzldyzed.

The readings I refer to are contained in the anthology, I edited,
called ‘“Supply Side Economics, a Critical Appraisal.” In particular,
I recommend chapter 8, entitled “Economic Growth, Alternative
Views.” There are two articles in this section. One by Lester
Thurow of MIT. One by Stanley Kaish, an economics professor at
Rutgers and the Democratic mayor of Springfield, NJ.

What is unique about this section is that it represents three per-
spectives from three different schools of thought in economics. De-
spite the different approaches, each author acknowledges an impor-
tant fact about economic growth. Namely, the level of savings, as
well as the sectors of the economy to which these savings are chan-
neled, is critically important to sustainable economic growth, the
economic well-being of the citizenry and most critically, lower
income families.

The perspective often ignored in the current debate is this: We
must question the desirability of revenue neutrality before we
change the Tax Code. Federal spending is analogous to consump-
tion spending. Such spending does not fuel economic growth. What
fuels economic growth is savings. What is needed for the economic
well-being of the citizenry is to return resources to private sources
for investment in the future. We can do this in three ways: De-
crease taxes, decrease Government spending, and decrease the cost
of Government interaction in the economy. This last can be done
by simplifying the Tax Code and reducing the resource misalloca-
tion caused by the complexity of the code.

The present system extracts too many dollars from the hands of
the citizens, jeopardizing individual savings and investment plans,
which in turn increases our dependence on the Government. The
present system is also too complicated. The cost of compliance is
enormous because of the complexity and the progressivity of the
system. It directs resources away from sectors that contribute to
economic growth by specifying deductibility in certain areas.

The Government also diverts too much of the country’s natural
Fesources into consumption programs. This diversion rechannels
these ﬁesources away from capital formation, and, hence, economic
growth.
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An appropriate flat tax program would go far to serve the goal of
sustainable economic growth, if it has a low rate that reduces tax
revenue and does not rely on tax neutrality.

A good flat-rate tax would increase individual savings and in-
crease capital formation. It would also reduce the cost of adherence
to the tax system, and reduce the misallocation of resources. For
example, the Government will mandate the destruction of 1.2 bil-
lion lemons this year partially because of the tax preferences in
lemon growing. We can examine almost every industrial sector of
the economy and show how resources are misallocated because of
tax preferences.

However, whatever tax reform is adopted, cuts in congressional
programs and Government spending, whether on domestic or de-
fense programs, are a necessary complement. My prepared state-
ment explains some of these points in greater detail.

Thank you, Mr. Chairman.

Senator CHAFEE. All right. Thank you very much, Mr. Fink.

[The prepared written statement of Mr. Fink follows:]

Pl
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Thank you, Mr. Chairman, for this opportunity to describe
to you my organization's views on tax reform and tax abatement.
My name is Richard H. Fink, President of Citizens for a Sound
Economy. I am also President of CSE's subsidiary, National
Taxpayers Legal Fund. I am a recearch professor in economics at
George Mason University in Fairfax, Virginia.

) ~As an economist and as president of CSE and NTLF, I am
axtremaly concerned anout the direction and tone which the debate
over tax reform has taken. Too many participants in this debate
have been operating under the illusion that serious tax reform
should necessarily be revenue neutral, that is, that the current
level of tax revenue should be maintained. Many argue that the
current level of federal spending is proper and that the current

administration has cut taxes. R

I submit that neither of these arguments éi:-valid. The
size of the federal budget continues to grow, albeit more slowly,
both in real and nominal terms. The federal budget deficit has
also grown significantly since 1980. bd government
spending continues to grow, amd the American taxpayet in general
has wad to foot the bill. The present recovery, while a good
sign, is unsustainable if Congress and the Administration do not
do something soon to becsn makA:g real spending and tax cuts.

CSE and NTLF believe that it is only in this context that
meaningful debate on tax reform can be undertaken,

In short, we support tax reform, specifically flat rate

40-774 0 - 85 - 17
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taxes, to the extent it is part of a workable and coherent
strategy to reduce taxe%,thereby uniting taxpayers in a common
effort to reduce the nisallocation of resources caused by the
current tax structure. We reject the assumption that the present
level of government revenues is the appropriate basis for tax
reform.

As an economist, I find the present income-tax system to
be inefficient and distortionary.

No tax system can be totally "neutral,” i.e., without any
effect on the economic system whatsoever. But some systems
produce more distortions than others, and, as a general rule-of-
thﬁmb. the more complex it is, the more distortions it induces.
The present complex system of deductions has led consumers,
investors, and entrepreneurs to allocate their resources in ways
that would be wasteful in the absence of the special deductio:L
and generate overall economic losses in the process. A
flattened tax system with lower marginal rates would reduce
ecéﬁomic uncertainty and reduce the resulting misallocation of
resources caused by the proliferation of inefficient tax
shelters.

Investment decisions should be made to meet consumer
demand, not the requirements of a distortionary tax code. Addi-
tionally, enormous resources are currently consumed in legal
fees, accountant's salaries, and Washington lobbying on behalf of
such deductions.

The current steeply graduated tax schedule contributes

greatly to the economic problems created by the present tax
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system. As most of my fellow economists like to point out, all
action is on the margin., What that means in the case of taxes is
that a wage-earner or lnvestér decides whether to earn an
additional dollar (the 'margiqal" dollar) on the basis of whether
the benefits of that dollar exceed the costs of earning it (in
business costs, transportation expenses, lost opportunities for
leisure, or Whatever). i;f the earner gets the whole dollar, then
it is worthwhiIe to Endezgo costs (including foregone oppor-

tunities for leisurg) of up to but not equaling or exceeding the

equivalent of one dollar to get that dollar. The difference
between the cost and the benefit is the earner's "net return."
By taxing that dollar, the benefit is forced down: a "wedge" is
introduced between the earned dollar and what the earner gets to
keep. This wedge can make the real benefit approach the cost.
When cost and benefgt mfz;: the earner stops earning; the
marginal dollar becémes:ﬁé’costly to earn, At that point, the
wage earner or investor will choose to allocate his or her time
to leisure and resources to consumption. iﬁﬁ,—¥ié greater the
wedge (i.e., the h}gher the marginal tax rate), the lower the
productivity level at which leisure and consumption become more
attractive than work and investment.

High marginal tax rates are currently strangling economic
activity that would otherwise take place. As Senator Bradley
says, 1§ower rates stimulate work, savings, and investment...The
broad g:neral effect of lower tax rates will contribute to
economic growth.*

One of the more dubious assertions flat-rate tax
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detractors have put forth is the notion that such a reform would
be favorable for the “haves" at the expense of the “have-nots."
While it is true that some péoposals represented as flat-tax
proposals would do this, it is undeniable that the purer and
lower flat-rate proposals will do exactly the opposite.
To illustrate my point, allow me to quote economist
Friedrich Hayek, the Nobel Laureate, who has written that "the
.most serious consequence...is the restriction of competition.
The system tends generally to favor corporate as against
- individual saving and -particula.ly to strengthen.the position of--;:
the established corporations against newcomers. It thus assists
to create quasi-monopolistic situations. Because taxes today
absorb the greater part of the newcomer's 'excessive' profits, hé
éannot, as has been well said, accumulate capital; he cannot
expand his own business; he will never become big business and a
— matchéfbr the vested interests. The old firms do not need to
fear his competition; they are sheltered by the tax collector.” k
Because of the current graduated system, it becomes
progressively more difficult for those on the lower rungs of the
eéonomic ladder to c¢climb up.
In the present context, our case becomes even stronger.(
The Centef on Budget and Policy Priorities has produced a report
entltléd "Inequity and Declire,” that shows that while tﬁ; 1981
Kemp-Roth tax rate reductions led to nominal tax cuts for those
with income over $30,000 per year, the offsetfinq effect of

inflation, bracket creep, and increased Social Security taxes

actually caused nominal tax increases for those below the $30,000 -
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a year level.

The lesson from this is clear: {ith an unindexed
graduated tax system, the government officials have a huge
incentive to inflate. The hard-fought bhattle for income tax
indexing, scheduled to take effect next year, has had to be

~ fought severalgg;S‘times since 1981, These battles expose the
fact that a graduated system pits those in one income tax btackeé
against another. With a single flat-rate, the "needf for

~"indexation would disappear, as inflation could not caﬁse bracket
creep.,

Historically, we find that the bracket creep phenomenon
has been significant. The income tax passed by Congress in 1913
as part of an "Act to Reduce Duties" had a maximum rate of 7
percent and was expected to be paid from the "excess" income of
very wealthy people. It was not a tax levied on the Qorking
clagss, A rate of 2 percent was assessed on incomes of $20,000 to
$50,000, gradually increasing to a 7 percent marginal rate on
$500,000 or more. o

When the Second World War served to excuse raising
maximum rates as high as 94 percent, still only a very few paid
these confiscatory rates. In 1947, 80 percent of the familiesviﬂ
the U.S. had an annual income of less than $5,000. The effective
tax rate was about 8.4 percent. For these Americans taxes had
doubled between 1939 and 1941 and doubled again between 1941 and
1947. Even so a worker making $5,000, wro was married and had

two children, paid around $420 in income tax plus $30 in social

security taxes. He faced a marginal tax rate of less than 20

e
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percent. Only 2.8 percent of the families in America had incomes
greater than $20,000, which then carried a 56 percent marginal
rate.

Today's dollar is worth only about one-fourth of the 1947
dollar, but the point is that in 1947; after the biggest war in
history, few people were in high marginal tax brackets.

As a result of inflation and economic growth, today 8

percent of the families in the U.S. have incomes over $10, 000,

.,

and 50 percent make more than $20,000. In other words, the

~mavetage worker 18 faczng cax rates 1ntended o:xginally only £or

Rt
- -

the "rich. Additionally, maximum employee social security
"contributions" have risen from a mere $30 annually in 1947 to
$2,170 in 1982, a phenomenal 7,233 percent increase in this tax.
For the first twenty years of social security, from 1937 to 1956,
"nobody contributed more in a year than today's worker is expected
to pay every other week.
Besides pure economic theory, the case for a flat-rate N
tax can be made on the grounds that it simplifies the current
_ system,
o A?he present tax codg runs.approximately 2,000 pageé of
deﬁse'téxt. Most taxpayers can't even begin to understaqd the
tangled system that has emérged through nearly seven decades of
Congressional adjustments and amendments, and this may be one'
factor behind the large numbers of non-filers. A tax system too
complex to understand invites arbitrary interpretation by
government agents and unequal treatment for taxpayers. Many

Americans are tired of hiring others to do their taxes and of
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making many financial decisions in resbo;;;_to obscure provisions
of the tax code. -

The current complex tax code is not w{fhout real economic
costs. NTLF has {ssued a study which shows.that the Internal
Revenue Service's (IRS) budget has grown E}amatically since 1958,
In that year, their budget was more than $331;m111£on. Their

..1983 budget stood at over Qqnbillipn;vg‘QgiiSe:cpnt nominal.
increase and é 265 pércent reSi increase., With a'flat-é;té.tax.
with few taxspreferences, the “"need" for~?he IRS's broad powers

iﬁéﬁgt-monk;gxingj&nd:éollggginggtaxeS“ﬁonIa:be:minlmizﬁd.aguth93$g§L
system was simplified. ‘

If Congress is not convinced by the dJérwhelming economic
case for the flat~-rate tax, perhaps the pure ;;iitlcal case will
convince them. A Harris survey has found that the American
people favor a flat-rate tax by a 62 to 25 percent margin.’_;t is

" bad politics, in my estimation,.to oppose Egé flat-rate éax. As B
the forms become more complex and the taxhb{lls become larger and
larger, the American taxpayers' frustratlon with the system

. S
grows, 'M has come where Congress must come to grips with
. L TS % -

a proble will not go away. - . "~
Thank you, Mr. Chairman, for this opportunity for me to

articulate CSE's and NTLF's position on fundamental tax reform.
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STATEMENT OF JOHN H. PERRY, JR., CHAIRMAN, AMERICANS
FOR THE NATIONAL DIVIDEND ACT, ROSSLYN, VA

Senator CHAFEE. Mr. Perry.

Mr. Perry. Mr. Chairman, my name is John H. Perry, Jr., and I
am a businessman. I am also the chairman of Americans for the
National Dividend Act, which is a proposed tax policy which is
both fair and simple. It has been introduced in the current session
of Congress as H.R. 5085, and its 35 cosponsors are as representa-
tive of the political and social diversity of this Nation as possible.

While the national dividend plan would not address personal
income taxes, it will create the most favorable possible economic
conditions for a fair and equitable application of taxes.

Mr. Chairman, I would like to summarize the elements of the na-
tional dividend plan at this time. I have provided for the record
more detailed information, including a copy of the bill, H.R 5085.

There are five reforms at the heart of the National Dividend Act
now pending before Congress in the Ways and Means Committee.
One, the national profitsharing. The central innovation of the plan
is the creation of the national dividend trust fund. All Federal cor-
porate income tax collections would be placed in this trust. Instead
of being spent as part of the government budget, the fund would be
distributed in quarterly dividends to all registered voters, so long
as the Federal deficit did not exceed the amount in the trust. Divi-
dend payments would increase as corporate productivity increased.

Funds would be distributed through local banks using local voter
registration lists. Banks would be compensated for the expenses in-
volved by serving as interest free depositories for specific short pe-
riods of time.

While the dividend payments would be exempt from Federal
taxes, they would be subject to State and local taxes at the discre-
tion of State and local governments, This additional revenue would
enable States and cities to operate with no new taxes. Because only
registered voters would receive dividend payments, the plan would
increase participation in the voting process.

Two, discouraging budget deficits.

Senator CHAFEE. Would everybody get the same amount?

Mr. PErRY. Everybody gets the same amount. That makes it easy
and costless to administer.

Total funds available for the national dividend would be reduced
each year by any Federal budget deficit. This feature is called the
automatic dividend deduction. The ADD provision of the national
dividend plan gives eveg voter a vested self-interest reason for re-
sisting Federal deficits. A Federal deficit would become a major po-
litical liability to a Member of Congress because that Member
would be held directly responsible for the reduction or absence of
his constituents’ dividend checks.

Three, eliminate double taxation of dividends. Corporate profits
presently are taxed twice by the Federal Government. First at the
corporate level and again in the individual level when distributed
to shareholders as dividends. Such a tax creates a disincentive to
invest. The national dividend plan would end the Federal personal
income tax on corporate dividends. This would attract investment
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dollars into the private sector. Thus, creating new jobs and stimu-
lating economic growth.

Four, a cap on corporate tax rates. The national dividend plan
addresses the issue of placing a ceiling on the Federal corporate
income tax rate. This plan is flexible on the level at which the cap
would be established. However, it suggests that the rate should not
exceed 46 percent, the present rate.

Placing a statutory ceiling on tax rates is a necessary check
against the self-interest of voters whose dividends in the short run
would increase in direct relation to an increase in the corporate
tax rate.

Five, control Government expansion. The national dividend plan
would be phased in over a 5-year period. To prevent disruption of
existing Federal programs during this time, a moratorium would
be placed on new Federal spending programs. The moratorium
would permit revenues, increasing from normal economic growth,
to catch up with current spending levels without threatening exist-
ing Government services. In the first year, one-fifth of all corporate
income taxes would be paid into the trust fund. In the second year,
two-fifths, and so on. In the fifth year, the program would be fully
operational. .

The plan requires no new taxes and would be funded entirely by
earned dollars as opposed to tax or deficit dollars. No additional
layer of bureaucracy would be required to administer the plan
since all money would be distributed through private banks.

Most important of all, the national dividend plan would guaran-
tee a majority constituency against excessive Government spend-
ing, and would reward the productivity of the American people.

We believe the national dividend plan is unique in that it will
treat the entire electorate in the same unbiased way. It will pro-
vide the incentive for the electorate to permit Congress to take the
nece}s;.sary and unprecedented step to cap spending until revenues
catch up.

The H.R. 5085 does five things. It redistributes income. It elimi-
nates Federal deficits and helps reduce inflation and interest rates.
It does not require tax increases. It does not cut social programs,
but it encourages the producers to work for the benefit of us all.

Every day the Congress delays passing H.R. 5085 it costs the Fed-
eral Government $500 million.

1 thank you.

Senator CHAFEE. Thank you very much.

Senator SymMms. Do you have a copy of that bill?

Mr. PErry. I will give you the whole thing right here.

[The prepared written statement of Mr. Perry follows:]
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TESTIMONY OF JOHN H. PERRY, Jr.
TO THE
COMMITTEE ON FINANCE
THE UNITED STATES SENATE
THURSDAY, SEPTEMBER 20, 1984

My name is8 John H. Perry, Jr. and 1 am a businessman.
1 am also Cﬁaitnan of Americans for the National Dividend
Act. I am presenting a proposed tax policy that 1is both
gimple and fair.

What I offer today is certainly an idea whose time
has come. I refer to the National Dividend Plan. This
plan has withstood the careful analyeis and scrutiny of
professionals in academics, finance, economics, banking,
the social sciences and politics to name but a few. [

‘have spent many years and millions of dollars 4in a careful
and detailed analysis of this proposal before I offered

it in legislative form. It has been introduced in the
current session of Congress as H.R. 5085 and its thircty
five (35) cosponsors are as representative of the political
and social diversity of this nation as possible.

While the National Dividend Plan would not address
personal income taxes, it will create the most favorable
possible economic conditions for a fair and equitable -
application of taxes.

Mr. Chairman, I would like to summarize the
elements of the National Dividend Plan at this time.
1 have provided for the record ndre detailed information
including a copy of the bill, H.R. 5085,
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Creating A Constituency for Real Economic Growth

The National Dividend Plan is a comprehensive
economic proposal to revitalize the most powerful economic
machine in history - the American Economy - and to allow
all of our citizens to participate and benefit from this
success. The plan accomplishes this by instituting five
related reforms that will encourage participation in the
private sector and assure a balanced federal budget.

Those five reforms are the heart of the National
Dividend Act, H.R. 5085, now pending before Congress.

I. NATIONAL PROFIT SHARING - The central innovation of
the Plan is the creation of the National Dividend Trust
Fund. All federal corporate income tax collections would

be placed in this Trust. Instead of being spent as

part of the government budget, the fund would be
distributed in quarterly dividends to all registered
voters — 8o long as the federal deficit did not exceed

the amount in the Trust, Dividend payments would increase
a8 corporate productivity increased.

Funds would be distributed through local banks using
local voter registration lists. Banks would be compen-
sated for the expenses involved by serving as interest-
free depositories for specified short periods of time.

While the dividend payments would be exempt from federal
taxes, they could be subject to state and local taxes

(at tine discretion of state and local goveraments). This
additional revenue could enable states and cities to
operate with no new taxes.
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Because only registered voters would receive dividend
payments, the Plan would increase participation in
the voting process.

Discouraging Budget Deficits ~ Total funds available
for the National Dividend would be reduced each year

by any federal budget deficit. This feature 18 called
the Automatic Dividend Deduction (ADD). The ADD pro-
vision of the National Dividend Plan gives every voter

a vested, self-interest reason for resisting federal
deficits. A federal deficit would become a wmajor
political liability to a member of Congress, because

that member would be held directly respoansible for the
reduction or absence of his constituents' dividend checks.

Eliminate Double Taxation of Dividends =~ Corporate profits
presently are taxed twice by the federal government,

first at the corporate level and again on the individual
level when distriuted t- shareholders as dividends. Such
a trx creastes a disincentive to invest. '

The National Dividend Plan would end federal personal income

tax on corporate dividends. This would attract investment
dollars into the private sector, thus creating new jobs
and stimulating economic growth.

A _Cap on Corporsts Tax Rates ~ The National Dividend Plan

addresses the issue of placing a ceiling on' the federal
corporate income tax rate. The plan is flexible on the
level at which the cap would established. However, it
suggests that the rate should not exceed 46 percent, the
current rate.
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Placing a statutory ceiling on tax rates is a necessary
check against the "self~interest” of voters whose ’
dividends, in the short run, would increase in direct
relation to an increasse in the corporate tax rate.

Control Government Expansion - The National Dividend

Plan would be phased in over a five year period.

To prevent disruption of existing federal programs
during this time, a moratorium would be placed‘on
new federal spending programs. The moratorium would
permit revenues, increasing from normal economic
growth, to catch up with current spending levels
without threatening existing government services.

In the first year, one-fifth of all corporate income
taxes would be paid into the Trust Fund. In the second
year, two-fifths, and so on. In the fifth year the pro-
gram would be fully operational.

The Plan requires no new taxes and would be funded entirely
by earned dollars, as opposed to tax or deficit dollars.

No additional layer of bureaucracy would be required to
administer the Plan, since all money would be distributed
through private banks. :

Most important of all, the National Dividend Plan would
guarantee a majority constituency against excessive
government spending and would reward productivity of
the American people.

The NDP is a recognition of the fact that this country's
economic problems are not caused by flaws in the science
of economics. They are the unquestionable result of our
political system which weighs the Pol}ticgl impact among
varied interest groups of this nation to laws pertaining
to our methods of financing government.
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We believe the National Dividend Plan is unique in that
it will treat the entire electorate in the same unbiased
way. It will provida the incentive for the electorate
to permit Congress to take the necessary (and unpre-~
cedented) steps to cap spending until revenues catch up.

Mr. Chairman, each day that we delay passage of H.R. 5085
it costs the taxpayers 1/2 billion dollars io Federal
deficits.

Thank you for the opportunity to appear.

.
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Americans for the National Dividend Act, inc.

1901 N. Ft. Myer Orive
Mtv:.\'lnl'”nlnl‘ 22209
(703) 841-0026
Gen. Wm. C. Wastmoreland (U.8. Army, Ret)
Chairman, Advisory Boerd
okl September 17, 1984

Hon. Robert Dole

Chairman, Senate Finance
Committee

141 Hart Building

Washington, D.C. 20510

Dear Bob:

In view of the current dilemma of whether or not to
raise taxes, I thought it might be appropriate to call your
attention to some recent press comments on H.R. 5085 -- The
National Dividend Act. The attached AP column by John Cunniff
does an excellent and succinct job of explaining the Act's
advantages and also there is attached some editorial opinion
on the subject.

As you know, there are now 35 sponsors on the bill,
representing a very broad spectrum of House support to get the
budget under control. Fourteen of the sponsors are on the Ways
and Means Committee.

I suspect that the Administration is considering seek-
ing a fundamental change in our tax system after the election.
But in view of the complexity of our present tax system built
up over decades with its carry-forwards and carry-backs and the
rights of our citizens to challenge the Constitutionality of any
of the provisions, including such issues as fairness and protec~-
tion of property rights, I do not believe that it is possible
to make a fundamental change in the way our taxes are collected.
It is much easier to change the way we spend the money than it
is to change the way we collect the money.

Some ideas may sound good but the minute that you
examine them, they fall apart ~-- not necessarily because they
are not good ideas, but because politically it is not feasible
to make a drastic change.

on the other hand, H.R. 5085 does not attempt to
tamper with the basic system. It merely changes the way the
system pays out some of the tax collections and in a manner
that is simple and one that increases incentives. In addition,
it provides an answer to the fairness issue. The only change
it makes in the collection part of the system is one which merely
eliminates several hundred tax code provisions.
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Finally, most all of the new proposals fail to address
themselves to the basic flaw that is causing all the fuss in the
first place, i.e., excessive government spending and its role in
the economy. None of them prevent the excesses and abuses which
have caused the problem. They address themselves to the problem
of raising more money faster so as to cure the twin demons of
debt and deficit. If one or the other of the proposed systems
were in effect, the old "tax, tax, spend, spend, elect, elect"
syndrome would still be at work but more guilty than ever
because it would then be so easy to solve the shortages by merely
raising the percentages.

We dare rnot forget a fundamental requirement -~ we .
need earnings in real dollairs to pay for the transfer payments,
the entitlements, the "bread and circuses" or else we are going
down the same old route that has been responsible for the
collapse of so many preceding civilizations -~ never in the
history of the entire world has a solution to this problem been
more important and urgently needed.

The time is ripe to have this concept given serious
consideration. The voters will be overwhelmingly behind you
since money that former1§ was used to build up the bureaucrats’
power will now be going directly to them. This plan will not
require a Constitutional Amendment but will accomplish the same
end result with added political dividends.

EVERY DAY that the Congress delays in passing H.R. 5085,
it costs the federal government ONE-HALF BILLION DOLLARS, because
that 1s the current daily cost of.our annual deficits. The
National Dividend Act would stop the deficits because the voters
would insist on it, so that they could receive their National
Dividends.

I remain,

Sincerely yours,

John H. Perry, Jr.
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THE CAUSES

How did we get into this financial problem? Using a
policy of stimulating the economy through demand-side
economics, we took on more federal programs than we could
afford. Then supply-side economics was introduced to cut
inflation. But when we reduced inflation, we also reduced
income tax bracket creep and this choked off federal revenues.
In addition, increases in military spending, and indexing of
Qelfare and Social Security put the federal budget even more

out of control, paving the.way for more debt and deficits.

40-774 0 - 85 - 18
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"HOW TO GET
THE FEDERAL BUDGET
UNDER CONTROL
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THE SOLUTION

We need a politically feasible way to curb the forces which cause the
federal budget to remain in deficit.

We must separate the management of the debt from management of the
humanely motivated social programs of the last half century before they
fall victim to a massive financial crunch.

We must have both supply-side and demand-side economics.

H.R. 5085 (The National Dividend Act) is a major step in the right
direction because it: )

Provision1. Imposes a moratorium on any federal budget increases.

Provision 2. Imposes a maximum rate on the federal corporate income
tax at the present 46 percent.

Provision 3. Ends the present double tax on dividends.

Provision 4. Bstablishes a trust fund of ail eorfx:rate income tax
revenues collected by the federal government each year and provides for
its distribution on a per capita basis to all registered voters in the nation.

Provision 5. Provides that the total amount of the trust fund to be
paild out would be reduced by the amount of any federal budget deficit.

»



HOW PROVISIONS OF THE NATIONAL DIVIDEND PLAN
WOULD PUT THE FEDERAL BUDGET INTO SURPLUS

FEDERAL
BUDGEY
BILLIONS

$1,000 S ) ) ows

By eliminating any further increase in ESTIMATED REVENUE
Federal Government program costs, the
ratio of total government expenditures
(Federal. State and Local) to national
income will gradually move do is

9004 to 25% or less.

CBO (CURRENT RESOLUTION 91)
ESYIMATED REVENUE

CBO RESOLUTION BASELINE
ESTIMATED REVENUE

|BURPLUS

FREEZE GOVT. EXPENDITURES
AT ESTIMATED F.Y. ‘34 LEVELS

By leveling off government expen-
ditures and by phasing in NDP over
a S-year period there will soon be
sufficient revenues to pay for NDP

7004

out of surplus.
6004
5004
1982 83 84 85 86 ; 87 88 89

FISCAL POLICY COUNCIL, 100 E 17TH ST., RIVIERA BEACH, FLORIDA 35404

aole
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Provision No. 2

WHY A MAXIMUM CORPORATE
INCOME TAX RATE OF 46%

1. It provides investors assurance that corporate income tax rates will not
discourage investment.

2.. By holding the maximum corporate tax rate at 46% we can prevent taxes
from exceeding the law of diminishing returns and thereby gei the most revenues
for distribution to registered voters and to the stockholders.

3. It will enable business executives to plan capital outlays for expansion
and new ventures without worrying about an unexpected increase in the corporate

income tax rate.
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Provision No. 3

WHY MAKE DIVIDENDS TAX-FREE?

Ending the present double tax on corporate earnings will:

Encourage savings and provide new incentives for investment, keeping this

money in the productive private sector.

Encourage business proprietors and management to make business decisions

instead of tax decisions.

Simplify tax law by eliminating 51 sections of the present code.
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Provision No. 4

WHY DISTRIBUTE CORPORATE
INCOME TAXES TO VOTERS?

Distribution of federal corporate income tax re‘venues on an equal share
basis to the nation's registered voters each year:

1. Will put $80-$100 billion in real, earned dollars back into consumer pur-
chasing power, providing a stable demand in the marketplace for the production
and consumption of goods in the job-creating, private sector of the economy.

2. Will be accomplished with no administrative cost to the federal governr;lent.

3. Will involve distribution of real dollars and will provide economic stimula-
tion without creating the inflationary pressures resulting from outlays of tax-added
dollars.

4. By building a political constituency with the registered voter, we can en-
courage the Congress to be more in favor of profits, less waste, less caving-in to
special interests, and above all, a recognition that we must have a sound, stable

economy if we are to restore prosperity.
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Provision No. 5

WHY DEDUCT BUDGET DEFICITS
FROM THE
NATIONAL DIVIDEND TRUST FUND?

Deducting federal budget deficits from the trust fund before distribution to

the registered voters will:

Ensure an early end to deficits by involving the voters on a personal basis
with the budget process. Voters will insist on surpluses out of which they can
receive their national dividend check.

H.R. 5085 will shrink the relative size of the federal government so that the
total tax burden, relative to our ability to pay for it, is reduced permanently to

a non-inflationary level.
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- A NEW DOCTRINE

H.R. 5085 offers the American voters a quid pro quo: A ghare in the nation's
profits in exchange for a cap on federal expenses for the next flve years., Having
the voters as part of the capitalistic system will do more to reduce unemployment
than any other factor. By encouraging both demand and supply economics for the

benefit of the general welfare, we no longer will have to cut back on government

spending or use other methods to reduce inflation at the expense of increased "~~~ ~- -

unemployment.

Necessary constituency support will be generated through the National Dividend
Act because American voters can get more benefits in the long run from their
dividends, froma stable economy and from the knowledge ;hat ti.ey are getting
their fair share of what is available from corporate profits. It must become obvious
to them that no one is entitled to any funds that have rot been earned. '

In some ways, our well-meaning policies of the past have attempted the philosophy
of, "To each according to his need...," a policy which has committed us to more
humanitarian programs than we can afford and thus jeopardized our free economic
system. But, as a free society, we have always found the strength and wisdom to
work our way out of the dilemmas and achieve even greater heights,

We believe that in our democratically based, capitalist society, our doctrine must
be, "To each according to our free society's ability to pay and to encourage the
producers to work for the benefit of us all." Getting the budget back under control

ig the necessary first step toward achieving that ability.
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ANDA, Inc.

Americans for the National Dividend Act
1901 Noxth Ft. Myexr Drive
Twelfth Floor
Rosslyn, Virginia 22209

(703) 841-0626

September 1984



H.R.5085

1. IT REDISTRIBUTES INCOME.

2. IT ELIMINATES FEDERAL DEFICITS & HELPS
REDUCE INFLATION & INTEREST RATES.

3. IT DOESN'T REQUIRE TAX INCREASES.
4.IT DOESN’'T CUT SOCIAL PROGR AMS.

5.1T ENCOURAGES THE PRODUCERS TO
WORK FOR THE BENEFIT OF US ALL.

EVERY DAY THAT THE CONGRESS DELAYS PASSING H.R. 5085,
IT COSTS THE FEDERAL GOVERNMENT 2 BILLION DOLLARS.

6L
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Americans for the National Dividend Act, Inc.
1801 N. Ft. Myer Drive

Twelfth Floor
Rosalyn, Virginia 22209
(703) 841-0626
Gen. Wm. C. Westmoreland (U.S. Army, Ret)
Chairman, Advisory Board
John H. Perry, Jr.
Chalrman
H.R. 5085

(98th Congress, 2nd Session)
THE NATIONAL DIVIDEND ACT OF 1984

This act has § interrelated provisions:

"1. Allthe federal corporate income tax collections would be put into a national profit sharing trust fund to

be distributed on a per capita basis to all U.S. registered voters. This would amount to somewhere
between $700 and $1000 per annum depending on how many voters register and how much corporations
eam. The reason for this is obvious: The voters will now be for more corporate profits rather than less. The
result will be an enormous increase in the genera! und-satanding of what profits really are and a marked
lessening of demagogic attacks on the system whicis has been responsible for making our country so
successful. .

2. Inorder to put an end to further federal deficits and to halt the rise in the federal debt there would be no
national dividend payments unless there was a surplus from which to pay the dividend. Voters would insist
on a surplus and Congress would soon get the message.

3. Inorder to insure that there is a surplus there would be a § year freeze in federal spending at the present
level. Growth revenues thus would put us in surplus in approximately 2% years (see chart).

4. Inorderto insure that there would be maximum incentive for profitable productivity, the double tax on
dividends would be eliminated. This would have many beneficial effects on improving business efficiency,
eliminating about 300 provisions of the tax code and reversing the p imbal bets return on
risk equity and incerest on bond indebtedness which has kept this nation’s savings far below levels
necessary to prevent inflation and to keep interest rates down. Business managers would start making
business decisions instead of tax decisi

5. In order to insure that federal corporate taxing would not go beyond the point of diminishing returns
there would be a ceiling at the present 46% maximum rate. This would insure maximum revenue for both
the registered voter and the corporate stockholder whose ownership rights would now be greatly
strengthened.
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b H. R. 5085

To ame;d the Internal Revenue Code of 1954 to eliminate the double tax on

Mr.

dividends, to allocate corporate income tax revenues for payments to quali-
fied registered voters, and for other purposes. A

IN THE HOUSE OF REPRESENTATIVES

MARCH 8, 1984

ALEXANDER (for himself, Mr. MARTIN of North Carolina, Mr. VanDER
JaoT, Mr. Moore, Mr. ScHuLze, Mr. FLipPo, Mr. NELSON of Florida, Mr.
HaNcCE, Mr. FowLER, Mr. JENKINS, Mr. SHUSTER, Mr. HEFNER, Mr. AN
THONY, Mr. FORD of Tennessee, Mr. GrAY, Mr. SPENCE, Mr. DuNcCaN, Mr.
QuiLLEN, Mr. JoNES of North Carolina, Mr. ROEMER, Mr. MITCHELL, Mr.
CampBELL, Mr. Younc of Alaska, Mr. Dowpy of Mississippi, Mr. BONER of
Tennessee, Mr. PHiLip M. CRANE, Mr. MONTGOMERY, Mr. DARDEN, Mr.
DanieL B. Crane, Mr. RowLaND, Mr. HARTNETT, and Mr. DORGAN) in-
troduced the following bill; which was referred to the Committee on Ways
and Means

In addition: Newt Gingrich (R-Ga.); Bob Stump (R-Ariz.);
—Sam B, _Hall, Jr. (D-Tex.) .

A BILL

To amend the Internal Revenue Code of 1954 to eliminate the

1

double tax on dividends, to allocate corporate income tax
revenues for payments to qualified registered voters, and for
other purposes. -

Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,
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1 SECTION 1. SHORT TITLE.

2

This Act may be cited as the ““National Dividend Act of

3 1984".
4 SEC. 2. NATIONAL DIVIDEND PAYMENT TO REGISTERED

5
6

VOTERS.

(a) PAviENTS FOR DISBURSEMENTS TO REGISTERED

7 VOTERS OF EACH STATE.—

8

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
- 26

(1) IN GENERAL.—The Secretary of the Treasury
shall pay during each calendar year after 1984 to the
chief financial officer of each State an amount equal to
the national dividend payment for the immediately pre-
ceding calendar year multiplied by the number (pro-
vided to the Secretary by such officer) of individuals
who are qualified registered voters of such State for
such preceding year.

(2) SEMIANNUAL INSTALLMENTS.—One-half of
the amount payable under paragraph (1) to the chi;ef
financial officer of any Stat‘e during calendar years
1985, 1986, and 1987 shall be paid to such officer at
the beginning of the second and fourth calendar quar-
ters of such year.

(3) QUARTERLY INSTALLMENTS.—One-fourth of
the amount payable Aunder paragraph (1) to the chief
financial officer of an& State during any calendar year
after calendar year 1987 shall be paid to such officer

at the beginning of each calendar quarter of such year.
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3
(b) AMOUNT OF NATIONAL DIVIDEND PAYMENT.—

The national dividend péyment for any calendar year shall be
an amount equal to—
(1) the excess of—
(A) the sum of (i) the aggregate amount
t;'ansfened under section 3(b)(3) to the National
Dividend Payment Trust Fund during the fiscal
year ending during such calendar year plus (ii)
any interest credited during such fiscal year to the
Trust Fund under section 3(c)(2)(B)(iii); over
(B) the sum of (i) the amount transferred out
of the Trust Fund during such fiscal year under
section 3(b)(4) plus (i) the deficit adjustment
amount calculated pursuant to section 6(a) of this
Act; divided by
(2) the number of individuals who are qualified
registered voters for such calendar year, on the basis of
reports submitted, not later than November 30 of such
calendar year, to the Secretary (in such manner as the
Secretary may by regulations prescribe) by the chief fi-
nancial officer of each State.
{¢) METHOD OF DISBURSEMENTS TO QUALIFIED REG-
ISTERED VOTERS.—
(1) IN GeENERAL.—The national dividend payment

for any calendar year shall be paid to each qualified
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4

registered voter of a State by an incorporated bank
which is selected (in accordance with paragraph (2)) for
such year by the chief financial officer of such State as
the disbursing agent of such State.

(2) SELECTION OF DISBURSING AGENT.—Any in-
corporated bank may be selected as the disbursing
agent of any State under paragraph (1) by the chief fi-
nancial officer of such State if—

(A) such bank is operating within such State,
as determined by such officer;

(B) such bank submits a sealed bid to such
officer in which such bank—

(i) specifies an amount which it agrees
to pay such State as consideration for each
year for which it pays national dividend pay-
ments to qualified registered voters of such
State;

(ii) specifies procedures it agrees to
follow in making such payments; and

(iii) agrees to limit the investment of
any funds received for the purpose of making
such payments to interest-bearing obligations
of the United States or to obligations guar-
anteed as to both principal and interest by

the United States; and
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5

1 (C) such officer approves such bid, taking
2 into consideration with respect to all such bids—

3 (i) the amount of such consideration;

4 (i) any previous experience of such
5 bank in making such payments; and

6 (iii) the ability and reliability of such

7 bank to make such payments.

8 (3) TRANSFER OF FUNDS TO DISBURSING
9 AGENT.—Funds received under subsection (a) by the
10 chief financial officer of any State shall be transferred
11 by such officer to the disbursing agent for such State
12 not less than 10 days after the date such officer re-
13 ceives such funds.

14 (4) PAYMENT BY DISBURSING AGENT.—A nation-
15 al dividend payment shall be paid by the dishursing
16 agent of each State to each qualified registered voter
17 of such State who is included on a list provided to such
18 agent by the chief financial officer of such State. Such
19 payment shall be in the form of a negotiable instru-
-20 ment—
21 . (A) which is drawn on an account of such
22 agent;

23 (B) which is made payable to such voter; and
24 (C) which states, on the endorsement side of
25 such instrument, that—

40~774 0 - 85 - 19
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6

(1) such instrument must be negotiated
within the 90-day period which begins on the
date such instrument is drawn;

(ii) each qualified registered voter is en-
titled to only 1 national dividend payment for
each calendar year; and

(iii) any individual who negotiates any
such instrument and who is not entitled to
the payment made by such instrument is sub-
ject under Federal law to fine, or imprison-
ment, or both.

(5) NATIONAL DIVIDEND PAYMENT INSTALL-

MENTS.—

(A) SEMIANNUAL _INSTALLMBNTS.—One-
half of the amount of the national dividend pay-
ment payable during calendar years 1985, 1986,
and 1987 to any qualified registered voter shall be
paid to such voter at the close of the second and
fourth calendar quarters of such year.

(B) QUARTERLY INSTALLMENTS.—One-
fourth of the national dividend payment payable to
any qualified registered voter during any calendar
year after 1987 shall be paid to such voter at the

close of each calendar quarter of such year.

(d) QUALIFIED REGISTERED VOTER.—
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7
(1) IN GENERAL.—For purposes of this section,

an individual is a qualified registered voter for any cal-
endar year if—

(A) such individual was entitled to vote in
the most recent Federal election before such cal-
endar year; and

(B) such individual certifies to the State or
local authority which supervises the voting of
such individual that, during such calendar year,
he complies with all conditions of his entitlement
to vote.

(2) REGISTERED VOTERS.—In the case of any m
dividual who in any calendar year registers to vo{e
under State or local law, such registration shall be
treated as complying with the certification under para-
graph (1)B) for such year.

(e) APPLICATIONS PERMITTED.—

(1) IN GENERAL.—The chief financial officer of
each State may require individuals to apply to receive
any national dividend payment under this Act.

(2) CRIMINAL PENALTY.—Any person who know-
ingly makes any faise statement or representation of a
material fact in any application submitted pursuant to
paragraph (1) or in any certification under subsection

(d) shall be fined not more than $10,000, or imprisoned
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8
not more than 10 years, or both for each such false

statement or representation.

(Hh PAymENTs To BE MapE FrOM NATIONAL DIvi-
DEND PAYMENT TRUST FUND.—Amounts in the National
Dividend Payment Trust Fund shall be available, to such
extent and in such amounts as are provided in appropriation
Acts, for making the payments under this section.

SEC. 3. ESTABLISHMENT OF NATIONAL DIVIDEND PAYMENT
TRUST FUND.

(a) CREATION OF TRUST FUND.—There is hereby es-
tablished in the Treasury of the United States a trust fund to
be known as the National Dividend Payment Trust Fund.

(b) TRANSFER OF AMOUNTS EQUIVALENT TO CORPO-
RATE INCOME TaxEs T0 THE TRUST FUND.—

(1) IN GENERAL.-——There are hereby authorized to
be appropriated to the Trust Fund amounts determined
by the Secretary to be equivalent to amounts received
in the Treasury, in fiscal years beginning after Septem-
‘ber 30, 1984, from the following taxes:

(A) the taxes imposed by sections 11 and

1201(a) of the Internal Revenue Code of 1954;

and

(B) the taxes under subchapter L of chapter
1 of such Code.
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(2) TRANSITION RULE.—Notwithstanding para-
graph (1), in the case of a fiscal year beginning before
October 1, 1988 the amoqnt'authorized to be appropri-
ated to the Trust Fund for such year shall be the fol-
lowing percentage of the amount determined under
paragraph (1)— ‘

(A) 20 percent in the case of the fiscal year
> beginning October 1, 1984; ,
(B) 40 percent in the case of the fiscal year
beginning October 1, 1985; |
(C) 60 percent in the case of the fiscal. year
beginning October 1, 1986; and
(D) 80 percent in the case of the fiscal year

beginning October 1, 1987,

(3) METHOD OF TRANSFER.—The amounts ap-
propriated pursuant to this subsection shall be trans-
ferred at least quarterly from the general fund of the
Treasury to the Trust Fund on the basis of estimates
made by the Secretary of the amounts referred to in
paragraph (1) (as modified by paragraph (2)). Proper
adjustment shall be made in the amounts subsequently
transferred to the extent such estimates are in excess

of or less than the amounts required to be transferred.
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(4) TRANSFER FROM TRUST FUND FOR ADMINIS-
TRATIVE EXPENSES.—The Secretary may from time
to time transfer from the Trust Fund—

(A) to the general fund of the Treasury the
amount estimated by him as the costs incurred by
the Department of the Treasury in the administra-
tion of section 2, and

‘ (B) to the Board the amount estimated by

the Board as its costs in carrying out its duties

under this Act.

Proper adjustment shall be made in the amounts subsequent-
ly transferred to the extent such estimates are in excess of or

less than the amounts required to be transferred.

(c) TRusT FUuND BOARD.—

(1) IN GENERAL.—There is hereby established a
review board to be known as the ‘‘National Dividend
Review Board” which shall consist of 5 members ap-
pointed by the President, by and with the advice and
cohsent of the Senate, from among individuals who are
not officers or employees of the Federal Government.

(2) DuTiES.— '

(A) ReporT.—It shall bo the duty of the

Board to review the manner in which payments

under section 2 are made, to hold the Trust Fund,

and to report to the Congress each year on such
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11
review and on the financial condition and the re-

gults of the operations of the Trust Fund during
the preceding fiscal year and on its expected con-

dition and operation during the next 5 fiscal

_years. Such report shall be printed as a House

document of the session of the Congress to whic\h
the report is made.
(B) INVESTMENT.—

() IN GENERAL.—The Board may
invest any amount of the Trust Fund which
the Board determines is not required to meet
current payments from the fund. Such invest-
ments may be made only in interest-bearing
obligations of the United States or in obliga-
tions guaranteed as to both principal and in-
terest by the United States. Such obligations
may be acquired (I) on original issue at the
issue price, or (II) by purchase of outstand-
ing obligations at the market i)rice. The pur-
poses for which obligations of the United
States may be issued under the Second Lib-
erty Bond Aot are hereby extended to au-
thorize the issuance at par of special obliga-

" tions exclusively to the Trust Fund. Such

special obligations shall bear interest at a
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rate equal to the average rate of interest,

computed as to the end of the calendar
month next preceding the date of such issue,
borne by all marketable interest-bearing obli-
gations of the United States then forming a
part of the public debt; except that if such
average rate is not a multiple of one-eighth
of 1 percent, the rate of interest of such spe-
cial obligations shall be the multiple of one-
eighth of 1 percent next lower than such
average rate. Such special obligations shall
be issued only if the Board determines that
the purchase of other interest-bearing obliga-
tions guaranteed as to both principal and in-
terest by the United States on original issue
or at the market price, is not in the public
interest. \

(i) SALE OF OBLIGATIONS.—Any obli-
gations acquired by the Trust Fund (except
special obligations issued exclusively to the
Trust Fund) may be sold by the Board at the
market price, and such special obligations
may be redeemed at par plus accrued.

interest.
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(i) INTEREST ON CERTAIN PRO-

ceED8.—The interest on, and the proceeds
from the sale or redemption of, any obliga-
tions held in the Trust Fund shall be credited
to and form a part of the Trust Fund,

(8) TERM, PAY, AND TRAVEL BXPENSES OF

MEMBERS, —-

(A) TrrM.—Each member of the Boarde
shall be appointed for a term of 2 years; except
that any member appointed to fill a vacancy oc-
ourring before the expiration of the term for
which his predecessor was appointed shall be ap-
pointed only for the remainder of such term,

(B) Pay.—Members of the Board shall re-
ceive compensation at the rate of $100 for each
day they are engaged in the performance of their
duties as members of the Board.

(C) TRAVEL EXPENSES.—While away from
their homes or regular places of business in per-
formance of services for the Board, members of
the Board shall be allowed travel expenses, in-
oluding a per diem in lieu of subsistence, in the
game manner a8 persons employed intermittently

in the Government service are allowed expenses
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14
under section 5708 of title 5 of the United States

Code.

(d) RestrioTION ON THE USE OF THE TRUST
Funp.—Except as provided in subsection (b)4), amounts in
the Trust Fund shall be available only for purposes of making
payments ander section 2,

SEC. 4, ELIMINATION OF DOUBLE TAX ON DIVIDENDS.

(a) DIvIDENDS RECEIVED BY INDIVIDUALS,—

(1) IN GENERAL.—Subsection (a) of section 116
of the Internal Revenue Code of 1954 (relating to par-
tial exclusion of dividends received by individuals) is
amended to read as follows:

‘“a) ExouusioN FroM Gross INCOME.—Gross
income does not include amounts received by an individual as
dividends from domestic corporations. For purposes of the
preceding sentence, amounts received by an individual as na-
tional dividend i)ayments under the National Dividend Act of
1984 shall  be treated as dividends from domestic
corporations,”

(2) TECHNICAL, CONFORMING, AND CLERICAL
AMENDMENTS,—

(A) The section heading of such section 116
is amended by striking out “PARTIAL EXOLU-

8ION" and inserting in lieu thereof “EXCLUSION".
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1 (B) The table of sections for part III of sub-
2 chapter B of chapter 1 of such Code is amended
8 by striking out the item relating to section 116
4 and inserting in lieu thereof the following:

“Sec. 116, Exclusion of dividends received hy individuals.”

b (C) Paragraph (4) of section 301(e) of such
6 Code (relating to special rules) is amended by
7 striking out ‘‘partial exclusion” and inserting in
8 lieu thereof “‘exclusion”.

9 (D) Paragraph (7) of section 843(a) of such
10 Code (relating to certain definitions) is amended
11 by striking out “partial exclusion” and inserting
12 in lieu thereof “exclusion”.

18 (b) D1viDENDS RECEIVED BY CORPORATIONS,—

14 (1) IN GENERAL.—Subsection (a) of scction 243
15 of such Code (relating to dividends received hy corpo-
16 rations) is amended to read as follows:

17 “(a) GENERAL RULE.—In the case of a corporation,

18 there shall be allowed as a deduction an amount equal to 100
19 percent of the amount received as dividends from a domestic

20 corporation which is subject to taxation under this chapter.”

21 (2) DIVIDENDS ON CERTAIN ' PREFERRED
22 STOCK.—Section 244 of such Code (relating to divi-
23 dends received on certain preferred stock) is amended

24 to read as follows:
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1 “S8EC. 244. DIVIDENDS RECEIVED ON CERTAIN PREFERRED
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“In the case of a corporation, there shall be allowed as

a deduction an amount coms)utcd as follows:

“(1) First deternjine the amount received as divi-
dends on the preferred stock of a public utility which is
subject to taxation under this chapter and with respect
to which the deduction provided in section 247 for divi-
dends paid is allowable, '

*“(2) Then multiply the amount determined under
paragraph (1) by the fraction—

| “(A) the numerator of which is 14 percent,
and

“(B) the denominator of which is that per-

centage which equals the highest rate of tax spec-

ified in section 11(b).

*“(8) Finally ascertain tﬁe amount which is 100
percent of the excess of—

“(A) the amount determined under purngﬁlph

(1), over v

*“(B) the amount determined under paragraph

@

(8) TECHNICAL, CONFORMING AND CLERICAL
AMENDMENTS,—

(A) Section 243 of such Code (relating to

dividends received by corporations) is amended by
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striking out subsection (b) and by redesignating

subsections (¢) and (d) as subsections (b) and (e),
respect-ively.

(B) Subsection (b) of section 246 of such
Code (relating to rules applying to deductions for
dividends received) is amended by striking out
“248(a)(1), 244(a)” each time it appears -and
inserting in lieu thereof ‘248, 244" and by strik-
ing out ‘85 percent of”’. -

(C) Paragraph (4) of section 804(a) of such
Code (relating to application of section 248(b) to
taxable investment income) is amended by striking
out ‘“248(a)(1), 244(a)” and inserting in lieu
thereo.f 248, 244", N

(D) Subparagraph (B) of section 809(d)(8) of
such Code (relating to application of section
246(b) to gain or loss from operations) is amended
by striking out ‘“248(a)(1), 244(a)"” each place it
appears and inserting in lieu thereof *'248, 244",

(E) Subparagraph (C) of section 861(a)2) of
such Code‘ (relating to income from sources within
the United States) is amended by striking out
“243(d)"" and inserting in lieu thereof *‘243(c)".

(F) Subparagraph (B) of section 1504(c)(2) of

such Code (relating to definition of includible in-
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surance companies), is amended by striking out

clause (i) and by re(iosignating clauses (ii) and

(iii) as clauses (i) and (ii), respectively.
(c) The amendments made by this section shall apply to
taxable years ending after the date of the enactment of this
Act.
SEC. 8. LIMITATION ON CORPORATE INCOME TAXES AND ON

NEW FEDERAL SPENDING.

(8) LimiTATION ON CORPORATE INCOME TAXES.—
Notwithstanding any other provision of law, the maximum
rate of tax imposed by section 11 of the Internal Revenue
Code of 1954 shall not be increased above 46 percent.

(b) LimitaTION ON NEW FEDERAL SPENDING.—Title
IV of the Congressional Budget Act of 1974 is amended by
redesignating section 404 as section 405 and by inserting the
following new section after section 408;

“LIMITATION ON NEW FEDERAL SPENDING

“SEc. 404. (a) It shall not be in order in either the
House of Representatives or the Senate to consider any bill -
or resolution under section 801 or 310 of this Act in which
the appropriate level of total budget outlays exceeds the level
of total budget outlays set for the fiscal year ending Septem-
ber 80, 1983, in the resolution adopted under section 810 of.
this Act with respect to that year.



299

19

“(b) This section shall expire five years from the day the
National Dividend Act of 1984 becomes effective.”
SEC. 6. CALCULATION OF DEFICIT ADJUSTMENT AMOUNT.

(a) The amount to be deducted from the national divi-
dend payment under section 2(b)(1)(B) of this Act as the defi-

cit adjustment in any year shall be—

DO W I A Ot B W D e

LT - - T - T - T - T e S O S ey —

(1) the appropriate level of the Federal budget
deficit set for the fiscal year ending in the calendar
year in which the national dividend payment is to be
made by the second concurrent resolution on the
budget adopted with respect to that fiscal year pursu-
ant to titlg ITI, section 810 of the Congressiohal

Budget Act of 1974.

SEC. 7. DEFINITIONS,

_ For purposes of this Act—

(1) Boarp.—The term ‘“Board” means the Na-
tional Dividend Review Board established hy section
3(c).

(2) FeperaL ELECTION.—The term ‘‘Federal
election” means any general election in which Mem-
bers of (including any Delegate or Resident Commis-
sioner to) Congress are elected or in which the Presi-
dent and Vice President are elected.

(3) SECRETARY.~—The term “Secretary’”’ means

the Secretary of the Treasury or his delegate.
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(4) STATE.—The term “State” includes the Dis-

triet of Columbia, the Commonwealth of Puerto Ricg,
and any territory or possession of the United States.

(6) Trust rUND.—The term “Trust Fund”
means the National Dividend Payment Trust Fund es-
tablished by section 3(a).
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STATEMENT OF RICHARD ROSENBAUM, COUNSEL, COMMITTEE
FOR A RESPONSIBLE TAX POLICY, WASHINGTON, DC

Senator CHAFEE. Mr. Rosenbaum.

Mr. RoseNBAUM, Mr. Chairman, Senator Symms, I'm Dick Rosen-
baum, counsel to the Committee for a Responsible Tax Policy. And
this is my colleague on my left, Benjamin "9in. We appreciate very
much this opportunity to appear before you to fresent a new

‘reform . program, which if adopted would greatly limit tax abuse
and simplil;' the tax system. It would do so without abandoning the
frinciple of a progressive income tax or sacrificing the use of the
ncome tax as an instrument for public policy.

Certain proposed legislation would substitute for measured
reform a radical restructuring of the present tax system. Less
swee inf changes could accomplish similar goals and avoid the eco-
nomic disruptions that a flat tax would bring with it.

flat tax system, necessarily undercuts the fundamental princi-
ple of progressivity. A new system under which the millionaire
would pay the exact same smrcentage of his income as a middle-
class wage earner is not likely to retain support. As millions of eco-
nomic decisions have already been made on the reasonable assump-
tion that tax changes will proceed incrementally, a flat tax system
would lead to economic chaos. There are, therefore, staggerinflfr
high economic and social costs connected with a flat tax, the full
extent of which we believe are unknowable.

A flat tax would deprive Congress of the tax system as an eco-
nomic tool to stimulate various forms of economic activity. The
construction and rehabilitation of low-income housing, the promo-
tion of energy production and conservation, including new sources
of energy, are but two examples of the use of the tax system as a
supple tool for directing investment to promote public policy. .-

As a result of a flat tax, economic disruptions would ensue in
many businesses where decisions have been made in good faith reli-
ance on the current Tax Code. ,

flat tax system, whatever its simplistic appeal as a nostrym,
::isestivery serious problems. Therefore, we offer the following ‘al-
rnative.

Simplification of the current system. Our proposal, though novel,
empl?s modest changes in the tax system while realizing the re-
sults desired by so many faxpayers.

To simplify the filing of tax returns, we suggest the elimination
of most or all of the nonrefundable personal credits as well as cer-
tain itemized deductions. These items are set forth in our submit-

ted paper.

“& would substitute a higher allowance for personal exemptions
and a substantially increased zero bracket amount. In conjunction
with those changes, a new tax rate structure beginning at about 20
percent would be adopted. That bracket would be enlarged to apply
to taxpayers who earn up to $85,000 a year. Effectively, this would
be a flat tax for over 650 percent of American families.

When most taxpayers bewail the system’s complexity, they are
really talking about the host of tax forms and schedules. We esti-
mate that three out of every four Americans would thus be able to
* file their return on a modified short form. This is simplicity.

' 40~774 O v+ 85 - 20
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The backup tax is the second part of our proposal, and it's in-
tended to ensure that everyone pays a minimum amount of tax re-
gardless of deductions, credits, or losses. We do not ee with -
those who want to eliminate all such items from the Tax Code.
What we do believe is that the rich should not be permitted to ex-
ploit favorable tax treatment of particular provisions so as to elimi-
nate any tax liability. To achieve the goal of eliminating such
abuse, an enhanced minimum tax, the backup tax, is the appropri-
ate vehicle.

The present alternative minimum tax is a nightmare. Some tax-
payers are still able {o reduce or eliminate earned income and in-
vestment income and thereby to negate the very purpose of the
minimum tax. Notwithstanding its existence, many perceive that
the wealthy are still able to avoid such taxes.

We propose that the Fx'esent alternative minimum tax be
scrapped and that in its place be substituted an all-encompassing
backup tax. The backup tax would require that taxpayers pay tax
at regular income tax rates on at least 30 percent of their real
gross income. In order to ensure that this does not apply to middle-
and lower-income taxpayers, and increase complexity, 4 specific de-
duction of $20,000 would be allowed after determining 30 percent of

. real gross income.

Regular income tax rates ranging from about 20 percent to 50
percent would apply to the ireater of 30 percent of the taxpayers’
real gross income or his taxable income. A backup tax calculated in
this manner would ensure that taxpayers will pay taxes on their

rincipal source of income without regard to unrelated loss produc-
ing activities. It treats all deductions and losses alike, but it does
not permit a taxpayer to use too many such deductions to reduce
his tax liability to nothing.

The specifics of calculating real gross income under our proposal
are set forth at greater length in the paper we have submitted to
the committee.

Under the backup tax there is no change in the types of incen-
tives granted under the tax law, incentives which are an essential
component of econcmic planning. The proposal ends the current
confusion of the existing alternative minimum tax system, by
which certain losses or deductions are tainted deductions, while
others are not. It carries out the intent of an alternative or backup
tax. It ensures that every taxpayer with real gross income of
$67,000 or more would pay some tax at a progressive rate. Howev-
er, it does not do away with either the principle or fact of deduc-
tions and credits as such.

In conclusion, in our eagerness to achieve the goals of equity and
simplicity, we should not ignore the fact that the present tax
system is an expression of the complicated and advanced economic
system of which it is a part. We believe that our proposals will do
much to achieve these goals without necessitating the wholesale
abandonment of our progressive tax system. We believe that it will
do much to simplify the filing of tax returns by most citizens, and
to ensure that wealthy taxpayers do not abuse the favorable tax
treatment accorded certain activities. And we look forward to coop-
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erating with Congress, the Treasury, and the joint committee in
further study and development of our proposal.

Thank you very much.

Senator CHAFEE. Thank you very much.

[The prepared written statement of Mr. Rosenbaum follows:)
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STATEMENT OF RICHARD M. ROSENBAUM
COUNSEL TO THE COMMITTEE FOR A RESPONSIBLE TAX POLICY
DELIVERED TO THE SENATE FINANCE COMMITTEE

ON THURSDAY, SEPTEMBER 20, 1984

I. INTRODUCTION
I AM DICK ROSENBAUM, COUNSEL TO THE COMMITTEE FOR A

RESPONSIBLE TAX POLICY, AND THIS IS MY COLLEAGUE, BEN PEIN.
WE APPRECIATE THIS OPPORTUNITY TO APPEAR BEFORE YOU TO PRESENT
A NEW REFORM PROGRAM WHICH IF ADOPTED WOULD GREATLY LIMIT TAX
ABUSE AND SIMPLIFY THE TAX SYSTEM. IT WOULD DO SO WITHOUT
ABANDONING THE PRINCIPLE OF A PROGRESSIVE, INCOME TAX OR
SACRIFICING THE USE OF THE INCOME TAX AS AN INSTRUMENT OF PUBLIC
POLICY. ’ ,

CERTAIN PROPOSED LEGISLATION WOULD SUBSTITUTE FOR MEASURED
REPORM A RADICAL RESTRUCTURING OF THE PRESENT TAX SYSTEM., LESS
SWEEPING CHANGES COULD ACCOMPLISH SIMILAR GOALS AND AVOID THE
ECONOMIC DISRUPTIONS THAT A FPLAT TAX WOULD BRING WITH IT.

IXI. SHORTCOMINGS OF THE FLAT TAX

A FLAT TAX SYSTEM NECESSARILY UNDERCUTS THE FUNDAMENTAL
PRINCIPLE OF PROGRESSIVITY. A NEW SYSTEM UNDER WHICH THE
MILLIONAIRE WOULD PAY THE EXACT SAME PERCENTAGE OF HIS INCOME
AS A MIDDLE-CLASS WAGE BARNER 18 NOT LIKELY T0 RETAIN SUPPORT.
AS MILLIONS OP ECONOMIC DECISIONS HAVE ALREADY BEEN MADE ON

THE REASONABLE ASSUMPTION THAT TAX CHANGES WILL PROCEED
TTTINCREMENTALLY, A PLAT TAX SYSTEM WOULD LEAD TO ECONOMIC CHAOS.
THERE ARE, THEREFORE, STAGGEBRINGLY HIGH ECONOMIC AND SOCIAL
COSTS CONNECTED WITH A FLAT TAX, THE PFULL BXTENT OF WHICH,

{ WE BELIEVE, ARE UNKNOWABLE.
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A FLAT TAX WOULD DEPRIVE CONGRESS OF THE TAX SYSTEM AS -
AN ECONOMIC TOOL TO STIMULATE VARIOUS FORMS OF ECONOMIC ACTIVITY.
THE CONSTRUCTION AND REHABILITATION OF LOW-INCOME HOUSING,
THE PROMOTION OF ENERGY PRODUCTION AND CONSERVATION INCLUDING
NEW SOURCES OF ENERGY, ARE BUT TWO EXAMPLES OF THE USE OF THE
TAX SYSTEM AS A SUPPLE TOOL FOR DIRECTING INVESTMENT TO PROMOTE
PUBLIC POLICIES.

AS A RESULT OF A FLAT 'PAX,‘ ECONOMIC DISRUPTIONS WOULD
ENSUE IN MANY BUSINESSES WHERE DECISIONS HAVE BEEN MADE IN
GOOD FAITH RELIANCE ON THE CURRENT TAX CODE. A FLAT TAX SYSTEM,
WHATEVER ITS SIMPLISTIC APPEAL AS A NOSTRUM, RAISES VERY SERIOUS

PROBLEMS. WE OFFER THE FOLJ.OWING ALTERNATIVE,
III. A _NEW PROPOSAL
A. SIMPLIFICATION OF THE CURRENT SYSTEM
OUR PROPOSAL, THOUGH NOVEL, EMPLOYS MODEST CHANGES IN

THE TAX SYSTEM WHILE REALIZING THE RESULTS DESIRED BY 80 MANY
TAXPAYERS.

TO SIMPLIFY THE PILING OF TAX RETURNS WE 8UGGEST THE
ELIMINATION OF CERTAIN NONREFUNDABLE PERSONAL CREDITS8 AS WELL
AS CERTAIN ITEMIZED DEDUCTIONS. THESE ITEMS ARE S8ET PORTH
IN OUR SUBMITTED PAPER. WE WOULD SUBSTITUTE A HIGHER ALLOWANCE
FOR PERSONAL EXEMPTIONS AND A SUBSTANTIALLY INCREASED ZERO
BRACKET AMOUNT. IN CONJUNCTION WITH THOSE CHANGES A NEW TAX
RATE STRUCTURE BEGINNING AT 20-25% WOULD BE ADOPTED. THAT BRACKET
WOULD BE ENLARGED TO APPLY TO TAXPAYERS WHO EARN APPROXIMATELY
uP TO 335-40,00Q A YEAR. EFFECTIVELY, THIS WOULD BE A PFLAT
TAX FOR OVER 50% 6? AMERICAN PAMILIES.

WHEN MOST TAXPAYERS BEWAIL THE SYSTEM'S COMPLEXITY, THEY
ARE REALLY TALKING ABOUT THE- HOST OF FORMS8 AND SCHEDULES. WE

AY
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ESTIMATE THAT THREE OUT OF EVERY FOUR FAMILIES WOULD THUS BE
ABLE TO FILE THEIR RETURN ON A MODIFIED SHORT FORM.

B. THE_BACK-UP TAX
THE SECOND PART OF OUR PROPOSAL IS INTENDED TO INSURE

THAT EVERYONE PAYS A MINIMUM AMOUNT OF TAX REGARDLESS OF HIS
DEDUCTIONS, CREDITS, OR LOSSES. WE DO NOT AGREE WITH THOSE
WHO WANT TO ELIMINATE ALL SUCH ITEMS FROM THE TAX CODE. WHAT
WE DO BELIEVE 1S THAT THE RICH SHOULD NOT BE PERMITTED TO EXPLOIT
FAVORABLE TAX TREATMENT OF PARTICULAR PROVISIONS 80 AS TO
ELIMINATE THEIR TAX LIABILITY. TO ACHIEVE THE GOAL OF ELIMINATING
SUCH ABUSE, AN ENHANCED MINIMUM TAX--THE BACK-UP TAX--18 THE
APPROPRIATE VEHICLE.

THE PRESENT ALTERNATIVE MINIMUM TAX I8 A NIGHTMARE. SOME
TAXPAYERS ARE STILL ABLE TO REDUCE OR ELIMINATE EARNED INCOME
AND INVESTMENT INCOME AND THEREBY TO NEGATE THE VERY PURPOSE
OF THE MINIMUM TAX. NOTWITHSTANDING ITS EXISTENCE, MANY PERCEIVE
THAT THE WEALTHY ARE STILL ABLE TO AVOID SUCH TAXES.

WE PROPOSE THAT THE PRESENT ALTERNATIVE MINIMUM TAX BE
SCRAPPED AND THAT IN ITS8 PLACE BE SUBSTITUTED AN ALL~ENCOMPASSING
BACK~UP ;I‘AX. THE BACK-UP TAX WOULD REQUXRE THAT TAXPAYERS PAY
TAX AT REGULAR INCOME TAX RATES ON AT LEAST 30% OF THEIR "REAL
GROSS INCOME". 1IN ORDER TO INSURE THAT THIS DOES NOT APPLY
TO MIDDLE AND LOWER INCOME TAXPAYERS AND INCREASE COMPLEXITY,
A SPECIFIC DEDUCTION OF $20,000 WOULD BE . ALLOWED AFTER
DETERMINING REAL GROSS INCOME.

REGULAR INCOME TAX RATES (RANGING PROM 25 TO 50 PERCENT)
WOULD APPLY TO THE GREATER OF A TAXPAYER'S REAL GROSS ~INCOME
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OR HIS TAXABLE INCOME. A TAX CALCULATED IN THIS MANNER WOULD
INSURE THAT TAXPAYERS WILL PAY TAXES ON THBIR PRINCIPLE SOURCE
OF INCOME WITHOUT REGARD TO UNRELATED LOSS PRODUCING ACTIVITIES.
IT TREATS ALL DEDUCTIONS AND LOSSES ALIKE, BUT IT DOES NOT
PERMIT A TAXPAYER TO USE TOO MANY SUCH DEDUCTIONS' TO REDUCE
HIS TAX LIABILITY TO NOTHING.

THE SPECIPICS. OF CALCULATING “REAL GROSS INCOME" UNDER
OUR PROPOSAL ARE BET FORTH AT GREATER LENGTH IN THE PAPER WE
HAVé SUBMITTED TO T HE COMMITTEE.

UNDER THE BACK-UP TAX THERE IS NO CHANGE IN THE TYPES
OF INCENTIVES GRANTED - UNDER THE TAX LAW, INCENTIVES WHICH ARE
AN ESSENTIAL COMPONENT OF ECONOMIC PLANNING. THE PROPOSAL ENDS
THE CURRENT CONFUSION OF THE EXISTING ALTERNATIVE MINIMUM TAX
SYSTEM, BY WHICH CERTAIN LOSSES OR DEDUCTIONS ARE “TAINTED
DEDUCTIONS" WHILE OTHERS ARE NOT. IT CARRIES OUT THE INTENT
OF AN ALTERNATIVE OR BACK-UP TAX. IT INSURES THAT EVERY ‘I‘AXPAYBR'
WITH REAL GROSS INCOME OF $57,000 OR MORE WOULD PAY SOME TAX
AT A PROGRESSIVE RATE. HOWEVER, IT DOES8 NOT DO AWAY WITH EITHER
THE PRINCIPLE OR FACT OF DEDUCTIONS AND CREDITS AS SUCH.

IV. CONCLUSION
IN OUR EAGERNESS TO ACHIEVE THE GOALS OF EQUITY AND

SIMPLICITY, WE SHOULD NOT IGNORE THE PACT THAT THE ‘PRBSBN‘I'
TAX SYBTEM I8 AN EXPRESSION OF THE COMPLICATED AND ADVANCED
ECONOMIC SYSTEM OF WHICH IT IS A PART. WE BELIEVE THAT OUR
PROPOSALS WILL Db MUCH TO ACHIEVE THESE GOALS WITHOUT
NECESSITATING THE WHOLESALE ABANDONMENT OF OUR PROGRESSIVE
TAX SYSTEM. WE BELIEVE THAT IT WILL DO MUCH TO SIMPLIFY THE

FILING OF TAX RETURNS BY MOST CITIZENS, AND TO ENSURE THAT
WEALTHY TAXPAYERS DO NOT ABUSE THE FAVORABLE TAX TREATMENT

ACCORDED CERTAIN ACTIVITIES. WE LOOK FORWARD TO COOPERATING
WITH CONGRESS, THE TREASURY, AND THE JOINT COMMITTEE IN FURTHER
STUDY AND DEVELOPMENT OF OUR PROPOSAL.

il
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I. INTRODUCTION

The Committee for a Responsible Tax Policy (CFRTP)
is a national business, academic, legal, civic, minority
and labor coalition committed to educating government
and the public about the disastrous effects a drastic
change in the proqrqssive tax system would have on virtually
all taxpayers and on the economy as a whole. CFRTP balieves
that full debate and public scrutiny should precede any
change in Federal tax law. The American public must realize,
before it is too late, that a tax system can either encour~
age investment, vitalize industry and benefit all segments

of our society, or remove incentives, slow industrial

expansion and curtail economic growth.

A troubled economy presents problems for everyone.
A misguided tax system could present problems for genera-

tions.

CFRTP, therefore, wishes to express its appreci~
ation to the Senate Committee on Finance for the opportunity
to comment on the so-called flat br fair tax plans that
are currently receiving attention in Congress and to present
to this Committee an alternative tax proposal which will
preserve our progressive tax system yet at the same time
simplify the tax system for the overwhelming majority

of taxpayers.
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I1. Need for Tax Reform

A, Overview
There is widespread belief today that the present
federal income tax system is too complicated, riddled
as it is with a multitude of credits, exclusions and deduc-
tions; that the present tax rates are too high; and that
the system is unfair because upper income groups pay little
or no income tax. Correspondingly, there is a clamor
among these taxpayers for tax reform based upon the belief
that an inevitable consequence of tax reform is tax relief.
In response to these taxpayers, a number of
federal legislators have introduced bills before Congres-
sional tax commit{eea, the common effect of which would
be a radical restructuring of the present tax system by
shifting from a progressive to a flat tax system. It
is our position that a shift to any of the proposed flat
tax systems would not only fail to adequately address
the concerns raised by the vast majority of taxpayers,
but, moreover, would harm the economy and nation as whole.
It is our position that many of the goals sought after
by the vast majority of taxpayers may be achieved with
céftain changes to the present tax system and little,
if any, economic disruption.
Before setting forth our proposal, we believe

it necessary to set forth considerations in evaluating
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a tax reform proposal and the major proposals currently

under discussion,

B. Essential Considerations-

Whether creating or evaluating a comprehensive
tax reform proposal, an individual must take into account
gaeveral important conaideration;. First, revenue which
is raised by 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.
Second, the tax system of a complex economic society is
used as an important policy tool in stimulating and direct-
ing the economy. 1In short, whether creator or evaluator
of a tax proposal, the individual must judge the proposal
by considering equity, efficiency, simplicity, and overall

economic policy.

C. Major Flat Tax Proposals

During the 98th Congress more than a dozen flat~-
tax proposals were introduced into both houses of Congress.
Although these bills vary, the common theme of all flat~
tax proposals is a substantial broadening of the tax base
coupled with a significant reduction of marginal tax rates.
The theory underlying this theme is that once you have .
eliminated the many exclusions, deductions and credits

found in the Internal Revenue Code the amount of income
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that is subject to tax increases, permitting present levels

of revenue to be raised with lower tax rates,

For the sake of brevity we will not discuss
all of the flat-tax bills which are now pending. 1Instead,
we will set forth a summary of the two better known flat-
tax propogalsz The Fair Tax Acékof 1983 (FAIR) introduced
by Senato; Bradley (D-NJ) as S1421 and the Fair and Simple
Tax Act of 1984 (FAST) introduced by Senator Kasten (R-Wis)
as $2948.

1. Thé PAIR Proposal

As a flat tax system, FAIR broadens the income
tax base by eliminating or limiting many tax credits,
deductions and exclusions available to taxpayers, whiie
at the same time reducing effective tax rates to a range
from 14 to 30 percent for individuals through the use

of a two tier structure for determining tax liability.

The two tier structure provides that taxable
income (adjusted gross income minus deductions an@ exemp-
tions) is subject to a regular tax at a 14 percent rate.
In addition, the structure provides that adjusted gross
income above certain levels is subject to a surtax from
12-16%. The combined effect of these two taxes is to
create three income tax brackets: 14 percent, 26 percent

and 30 percent.
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Significant deductions and exclusions eliminated

are:

State and local tax deductions (other than income
and real property).

The two-earner deduction.

The dividend exclusion.

Medical insurance and group term life insurance
premiums paid by employers but which are nontax-
able to employees.

The exclusion of interest on mortgage subsidy
and industrial revenue bonds.

The capital gain deduction.
Significant tax provisions retained are:

Home mortgage interest deduction.

State and local income and real property tax
deduction.

Charitable contribution deduction.

Individual retirement account (IRA) and Keogh
plan deductions.

Exclusion for general obligation municipal bond
interest.

Earned income credit.
Social security benefit exemption for low and
moderate income individuals.

Other significant special tax provisions are retained.

However, they are modified by’FAIR. These include the

following:
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Homeowner exclusion of up to $125,000 of the
gain on the sale of a residence by a taxpayer
age 535 and older (retained for computing FAIR's
base tax but not the surtax).
Personal interest deductions. (FAIR allows
nonbusiness interest deductions, other than
home 'mortgage interest, only to the extent that
the amount’ does not exceed the net investment .
income of the. taxpayer for the taxable year,
© incorporating cohcepts similar to those in the
existing alternative minimum, tax.)
The medical expense deduction is retained, how-
ever, only expenses above ten percent of adjusted
gross income would be deductible.
In short, the bill retains those provisions (although
modified in some cases) tha: are of most concern to a
majority of taxpayers. But, it is important to note that
the tax benefits of these popular deductions have been
"turned on their heads." Under FAIR's two tier tax struc-
ture, the home motégage interest and other deductions
offset income only at the taxpayer's base rate of 14 percent.
Income subject to the 12-16% surtax, however, may not
be offset by these deductions. For middle income taxpayers,
those who would be subject to tax liabilities of from
26-30%, the effect of this structure is to reduce by about
one~half the value of those deductions. Similarly, although
FAIR raises the zero bracket amount (renamed the standard
deduction) and the personal exemption, the tax benefit
of each, because they offset income only at the base rate

of 14%, is reduced by about one-half.
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Another provision requires inclusion in income
of gain derived from increases in cash surrender value
and dividends from annuity, life insurance and endowment
contracts. In addition, the accelerated cost recovery
system would be drastically revised, with the recovery
periods greatly stretched out (éot example the period
for buildings would increase from 18 to 40 years), but
the double declining balance rate applicable would increase
from 175% to 250%. The alternative minimum tax would

be repealed.

FAST

The FAST proposal like the FAIR proposal advocates
a flat-tax structure. Accordingly, it too would broaden
the income base and reduce the income tax rate to be applied.
Unlike the FAIR proposal it woulé index for inflation
the personal exemption and zero bracket amount (both increased
under the proposal), as well as a new employment income
exclusion, and the basis of certain property for computing

capital gain or loss.

FAST eliminates many special tax provisions
for individuals. Significant ones are:

State and local tax deductions (except real
property).

Two-earner geduction.
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Dividend exclusion.

Capital gain deduction. However, capital losses
are deductible in full and without limit after

a ten-year phase-in.

Personal interest other than on home mortgage
and edycational loans.

Casualty and theft loss deduction.

Similar to FAIR, FAST retains the more popular
deductinns. These are:

Home mortgage interest deduction

Real property tax deduction

Charitable contribution deduction.

IRA and Keogh deductions.

General obligation municipal bond interest exclu-
sion.

Earned income credit (slightly modified).
Homeowner exclusion of up to $125,000 of the
gain on the sale of a residence by taxpayers
age 55 and older.

Social security benefit exemption for low and
moderate income individuals.

The medical expense deduction is retained, how-

ever, only expanses above ten percent of adjusted
gross income would be deductible.

FAST contains provisions identical to FAIR repeal-
ing the exclusions for mortgage subsidy and industrial
revenue bond interest, and including unrealized income

from annuity, life insurance and endowment contracts.
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FAST retains the alternative minimum tax.

Although the bottom tax rate under FAST is con-
siderably higher than the bottom rate under FAIR, FAST
permits tgxpayers to exclude a percentage of their employ-
ment income in arriving at taxable income. The percentage
is reduced as adjusted gross in;ome rises, Under FAST
the effective rate of tax ranges from 20 percent for employ=-
ment income below $39,300 to 25 percent for employment
income in excess of $102,000. It should be noted that,

all investment income is also taxed at 25 percent.
D. Shortcoming of the Major Plat Tax Proposals

An analysis of the major flat tax proposals
highlights a number of problems. One is that these flat
tax proposals undercut the fundamental principle of United
States tax policy for the bast seven decades ~-- namely,
progressivity; that is, the amount of an individual's

tax liability is based upon the ability to pay.

It may be argued that progressivity should not
be the basis upon which the income tax system is based.
Without reaching the merits of this position, it is essen-
tial to understand that right or wrong, good or bad, a
great many economic decisions have been arrived at based

7
upon this policy. Moreover, many of the normative values

40~774 0 - 85 ~ 21
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upon which this society developed rely in part on the
concept of a progressive income tax system. The adoptfon
of either flat-tax system, therefore, despite claimg that
it is neutral with respect to investment decisions and
current revenue raising, poses both dollar and social

costs the amount or extent of which are unknown and perhaps
unknowable. 1Indeed, the Jointléommittee on Taxation has
acknowledged this fact by stating that, in arriving at
estimates of revenue under both proposals, it assumes

that all economic decisions would remain static. David H,

Brockway, Chief of Staff of the Joint Committee, in discussing

. the accuracy of such assumption in a letter to Congressman

Jack F. Kemp dated August 9, 1984 concluded that ". . .
this assumption is not realistic. . . ." No alternative
assumptions have been set forth because of the unknown

and unknowable effect of such changes on economic behavior.

A second criticism of these flat tax proposals
is the assumption that economic efficiency would be enhanced
if all investment decisions were "tax neutral." The assump-
tion here is that Congress should not be able to use the
tax system as an economic tool to affect the delivery
of goods and services or to stimulate various forms of
investment activity. 1In an economic society as vast and
complex as ours that very ability enables the government

to rapidly change the economic course of this nation.
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A prime example of the use of the tax system in this manner
is the nationwide construction of low-income housing and
housing for the elderly. Stimulated by tax incentives,
upper income bracket individuals invested in the construc-
tion of low income housing and thereby provided housing

for millions of people without the creation of a vast
federal bureaucracy. Without t%e ability of Congress

to provide, through adjustments in the tax structure,
incentives, which low income housing by ites very nature
could not provide, such‘housing would not have been built

swiftly and efficiently.

Another example of the use of the tax system
as a tool of economic planning (as well as national security
planning) can be observed in the area of energy, where
tax incentives encouraged the search for new sources of
energy ~~ for example, solar and geothermal on the one
hand and conservation on the other, the results of thch
reduced our dependence on unfriendly or potentially hostile
Eoreign sources. There are other examples. But the point
is not how the tax system has been used in the past as
a policy tool, but whether it will continue to be available
as such in the future. As the economy grows even larger

and more complex, the answer, it seems, should be an unqualified

yes.
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" A third criticism deals with the economic disrup-
tion to various industries such as insurance, oil and
gas, real estate and equipment manufacturing which would
be caused by the adoption of a flat rate tax system,
For example, the decision to purchase or invest in various
insurance products, premised ons.long-term investment and
capital formation, is based on their specific tax benefits.
Absent such bpnefits, such products would not offer a
competitive rate of return when compared with bank and
brokerage financial products. The adoption of a flat
tax, therefore, would wreak havoc on an important component
of the financial sector of the economy.

With regard to other specified industries, count-
less long~term economic commitments were made based upon
the assumption of reasonable certainty in the tax law.
Indeed, in virtually every sector of the economy business
and investment decisions have been made after considering
the tax consequences. To make drastic changes in the
existing tax system raises a real possibility of creating

not tax reform but economic chaos.

A fourth criticism deals with some of the assump-
tions underlying the major tax proposals. First, that
a tax system must be simple for all taxpayers and second,

that a simpler system is a fairer system.



821

To be sure, no one desires a tax system that
is unnecessarily complex (or, for thét matter, one that
is unfair). But it is essential to recognize that a tax
system is merely a reflection of the society in which
it exists. The more economically complex a society is,
the more complicated its tax system will become. This
is not to suggest, however, that simplification is an
unattainable goal for most taxpayers, Rather, it is to
suggest that those ﬁho have complicated economic lives-
have and will continue to have complicated tax probfems,
without regard to any tax system which may be adopted.
ilowever, as is often\the case, these individuals are able
to bear the costs incurred in obtaining the necessary
professional assistance and, accordingly, society's resour-
ces should not be squandered in an attempt to reduce those
costs. Indeed, 70% of all taxpayers do not currently
itemize their deductions. Simplicity for the remaining
30% should not be achieved at the cost of higher taxes

for the other 70%.

That a flat tax system will also be fairer requires
us to ask what is meant by fair, 1If, as we believe, fair
means that an individual pays tax based upon his ability
to pay, then, as noted earlier, a flat tax is, by definition,

unfair,
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Mindful of the average taxpayer's desire for
fairness and simplicity, we ask you to consider the follow-

ing alternative. s

III. An Alternative - Back-Up Tax System
A. Introduction

.

The proposal set forth below is an attempt to
redress the inadequacies (both real and perceived) of
the current tax system while at the same time avoid the
many shortcomings of proposals discussed previously.
The proposal is revenue neutral and, therefore, does not
address the budget deficit problem. The proposalvdoes
not replace the current tax system nor call for its radical
restructuring. Instead, the proposal, although novel
and unique, suggests more modest changes to the tax system
while insuring the realization of the results desired

by the vast majority of taxpayers.

To reiterate, for most taxpayers there are prin-
cipally two problems with the present tax system. One
is the belief that those with the ability to pay taxes
are not paying their fair share. The other is that the

present system is simply too complicated.
B, Simplification

To simplify the present tax system the following

is suggested: eliminate most of the array of nonrefundable
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personal credits allowable under Subpart A of Part IV

of the Internal Revénue Code of 1954, certain exclusions

and certain of the itemized deductions (for example, sales
and personal property tax, two-earner deduction, dividend
exclusion and noninclusion of medical insurance) and replace
both with a higher allowance for personal exemptions and

a substantially increased zero bracket amount.,

For the vast majority of taxpayers the effect
of such changes would be significant. The cry of the
average taxpayer that the system is too complicated does
not necessarily reflect his frustration in dealing with
the Internal Revenue Code. Most have never seen or read
that voluminous document. Rather, it is his frustration
in completing a host of forms and schedules, in particular
the Form 1040 and Schedule A, issued by the Internal Revenue

Service.

The increase in the allowance for personal exemp-
tions and the higher zero bracket amount, in turn, would
have two direct consequences. First, by replacing the
credits and deductions claimed by taxpayers, the higher
allowance for personal exemptions and greater zero bracket
ahount would insure that such taxpayers as a group are
not subject to greater tax liability. Second, for those

taxpayers who now are unable to avail themselves of those
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credits and deductions (generally those in the lower income
brackets) the higher allowance for personal exemptions

and greater zero bracket amount would reduce, if not elimi-
nate, their federal income tax liability. With the ever~-
increasing rise in social security taxes, sales taxes

and other state and local taxegl which disproportionately
negatively affect these lower income bracket taxpayers,

suc) a reduction in their federal income tax liability

would be most equitable. By eliminating certain of the
credits and deductions and increasing the geduction for
personal exemptions and the amount of the "alternative"

zero bracket amount, over 70% of the taxpayers would utilize
the zero bracket amount in lieu of itemizing deductions.
Those taxpayers, therefore, would be able to quickly settle
their accounts with the government, doing so on a simplified

one page two-sided tax form.

. It is also suggested that the number of income
tax brackets be reduced in number to five or six. However,
because the higher personal exemption and increased zero
bracket amount would result in fewer individuals in the
lower income groups paying any tax, as in the case of
FAST, the bracket for the initial marginal rate would
be the largest and begin in the 20-22% range. Probably,
rates would not exceed 25% for taxpayers with gross income

of $35,000 to $40,000. As a result, most taxpayers would
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receive the benefits of a modified flat tax. However,
for individuals with higher incomes, there would continue
to be progressive rates, increasing in 5% or 6% steps

up to a maximum of 45 to 50 percent,

C. Back-Up Tax

Insuring that everyone pays his or her fair
gshare of taxes is the central focus of our proposal,
We begin, however, by correcting two widely held mispercep-
tions: first, that the tax system is filled with “loopholes"
and second, that these "loopholes” enable the rich to

evade paying taxes.

Ask a taxpayer to define "loophole" and he will
say words such as tricks, gimmicks and devices. M;re
specifically, he will refer to a deduction which someone
else utilizes but which he does not. That is why when
a taxpayer is asked to name one so-called loophole, the
biggest one of all, the deduction for home mortgage interest,
is rarely, if ever, mentioned. A loophole, however, is
not a gimmick or trick, it is not improper or immoral.

It is, as noted previously, a reflection of the efforts

of Congress to achieve specific policy objectives.

Equally important to understand is that the

rich do pay taxes. 1In fact, Department of Treasury statis-



326

tics indicate that the top 10% of all taxpayers pay 50%
of all income tax collected, that the next 40% pay 40%
of income tax collected and that the lowest 50% pay oniy

10% of income tax collected.

Notwithstanding these figures, there are, perhaps,
some taxpayers who, by combinina an inordinate number
of credits, exclusions and deductions, reduce their tax
liabilities below what is generally percelved as fair
~= below a minimum threshold. To insure that no one's
tax liability falls below that minimum threshold, we address

ourselves to the concept of the minimum tax.

The concept of a minimum tax dates back almost
20 years, when Senator Russell Long called for the enactment
of what he described as an "optional simplified tax,"
which would have given taxpayers an election either to
compute taxable income in the normal manner and apply
the regular rates or to apply a lower rate schedule to
an expanded tax base. Since that time, successive Presi-
dents and Congresses have labored over and enacted into
law various forms of a tax concept that would insure that
thoge individuals who would be in the higher income tax
brackets absent the use of various tax preferences would

pay some federal income tax.

Today, that concept is found in Section 55,
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titled, The Alternative Minimum Tax for Taxpayers other

than Corporations. Enacted in its present form in 1982,
this minimum tax imposes an alternative_ tax calculated

at the rate of 20 percent on an expanded concept of taxable
income, if the minimum tax is greater tﬁan the "regular
tax." 1In general, the "regular tax" means all taxes imposed
by the income tax law, Chapter“I of the Internal Revenue
Code, reduced by the sum of the credits allowable under

Subparts A, B and D of Part IV.

Calculation of the alternative minimum tax begins
with adjusted gross income (AGI) before net oparating
loss deductions. AGI is then increased by twelve specific
items of tax preference and by any interest, deducted
in calculating AGI, on indebtedness to acquire or carry
a "limited business interest." Such an interest is defined
in Section 55(e)(8) as a limited partnership interest
or shares of an S corporation if the shareholder does
not participate actively in the management of the corpora-
tion. Once such items are added back to AGI, an alternative
tax net operating loss deduction is then computed using
such modified AGI and the alternative tax itemized deduc-
tions. From the AGI as so adjusted there may be deducted
a limited set of alternative tax itemized deductions,
assentially charitable, medical and casualty loss deduc-

tions, as well as an interest deduction., However, this
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interest deduction is limited to interest incurred in
connection with residential property, and other interest

to the extent it does not exceed net investment income

of the taxpayer, computed with the deduction only of directly
connected "above-the-line" deductions which are not items

of tax preference, and including income from any "limited
business interest". Finally an’exemption of $30,000 for

a single individual and $40,000 on a joint return is allowed.
The balance, if any, is subject to a tax at the rate of

20 percent.

As may be apparent from t..e foregoing "simplified"
explanation, the present minimuﬁ tax is difficult to compre~
hend or determine. Second, because the add-back is limited
to & specific list of items ofAﬁax preferences, albeit
a long list, some taxpayers by making use of certain other
losses or deductions are able to reduce or eliminate earned
income and investment income and thereby to negate the
very purpose of the minimum tax., Most importantly, it
is perceived by many that the wealthy are able to evade

such tax.

We propose that the present Section 55 alternative
minimum tax be scrapped and that in its place be substituted
a new, all-encompassing and simplified back-up tax. The

back-up tax would require that all taxpayers pay tax (at
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regular income tax rates) on at least 30% of their "Real
Gross Income." In order to insure that this does not

apply to most middie and lower income taxpayers and increase
complexity, a specific deduction of $20,000 would be allowed
after arriving at 30% of Real Gross Income. Regular income
tax rates would apply to the greater of 30% of a taxpayer's
Real Gross Income less the specific deddction.‘or his
taxablekincome. A tax calculated in this manner would
insure that taxpayers will pay taxes on their principal
source of income without regard to unrelated loss producing
activities in which they may engage. It treats all deductions
and losses alike -- but it does not permit a taxpayer

to use too many deductions or credits in toto to reduce

his tax liability to nothing. Tt does not distinguish
between "good deductions" and "not so good" deductions

(that is, certain enumerated tax preferences) in computing
the alternative tax. It also enables us to simplify certain
1&m1tat§ons presently cluttering the Code itself. For
example, the thirty or fifty percent limitations on charitable
deductions or the complex limitations on investment interest
deductions would be unnecessary. They would all be caught
in the all-inclusive umbrella of the back-up tax and there
would be no need for complex rules regarding carry-backs

and carry-forwards. Moreover, by its very mechanics,

the back~up tax would not apply to anyone with Real Gross

Income of approximately $70,000 or less.
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The critical aspect of this proposal is to define
Real Gross Income. Real Gross Income would be gross income
from all sources reduced only by items which would be
deductible as expenses directly incurred in generating
such income. Real Gross Income would include net business
income, personal service income (including the incentive
stock option tax preference) aﬁé investment income, for
example, interest, dividends, royalties, passive rent
(of net lessors, limited partners and inactive S corporation
shareholders), depreciation recapture on investment property,
and capital gains (net of capital losses but without the
net capital gain deduction) attributable to the disposition
of property held for investment. In the case of pass-through
entities, business income, personal service income and

investment income would flow thiouqh to the individual.

Only positive income amounts would be included
in such calculation so that losses from.investment activi-
ties, for example, would not reduce the calculation of
Real Gross Income. Such losses and other deductions would
still be deductible under the regular income tax system
and hence would effectively continue to result in tax

savings unless and until such losses and deductions exceeded

the sum of $20,000 and 70% of the taxpayer's Real Gross

Income,
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As indicated above, the only expenses which
would be considered in determining Real Gross Income are
those allocable to business and personal service income
which are deductible in arriving at adjusted gross income,
and investment expenses attributable to investment activi-
ties (such as state and local property taxes, bad debts,
depreciation and other expenses) and directly related
to the production of investment income. If there were
a loss in the category of either business income, personal
service income or investment income, the loss in one category
would not offset the other categories for purposes of

calculating the back=-up tax.

The back-up tax is intended to insure that those
taxpayers with the ability to pay income taxes pay their
fair share by limiting th2 amount of taxable income which
they would otherwise he allowed to sheltér. Moreover,
the back-up tax makes no change in the types of incentives
granted under the tax law, which incentives are an essential
component of economic planning and capital formation.

It ends the current confusion under the existing alternatiVe
minimum tax system that certain losses or deductions are
"tainted deductions" (that is, tax preferences) while

others are not. It permits the removal of existing specific
limitations on specific deductions, for example, charitable

contributions and investment interest and, thereby, further
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simplifies a taxpayer's calculation of his tax liability.
It carries out the intent of an alternative or back-up

tax -- it insures that every rich taxpayer will pay some
minimum tax and that such tax is computed on a progressive

basis.

IV. Conclusion

.

Tax reform is a complicated process the goals
of which are greater equity and simplicity in the tax
system. The present tax system, however, does not exist
separate and apart from but rather is inextricably linked
to the economic system which created it. Therefore, any
tax reform proposal must take into account the stress

placed on those links.

We believe that Senators Bradley, Kasten and
their supporters as well as the proponents and supporters
of the other flat tax proposals have clearly articulated

the tax reform goals towards which we all strive. Indeed,

their efforts in bringing these issues before the national
spotlight were Herculean. Their éroposals formed the

seeds from which our proposal grew. For this we are genu-
inely appreciative. However, we believe that our proposal
would better satisfy the goals of tax reform without posing

a serious threat to the economic health of our nation.

We recognize that data must be analyzed, that
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more work needs to be done. Therefore, we desire to work
closely with this Committee and with the Department of

the Treasury to explore more fully the economic and fiscal
impact of this proposal, to determine the appropriate

increase in the zero bracket amount and the personal exemptions
and the parameters of each revised marginal tax bracket

and its respective tax rate, and to see this proposal

enacted into law before the close of 1985.

Again we thank the Senate Committee on Finance
for the opportunity to present our views on this important

topic.

STATEMENT OF ROBERT B. GRAHAM, SR., FOUNDER, COMMITTEE
FOR CONSTITUTIONAL TAXATION, RICHBORO, PA

Senator CHAFEE. Mr. Graham.

Mr. GraHAM. Thank you very much. Senators, I hope you will
bkear with me with my speech impediment. To my right here is Mr.
Ellison. He’s as associate from Maryland. I'm from Pennsylvania.

" Senators, taxation without limitation is not only tyranny, it is
extortion. Americans are victims of arrogance—an arrogant Tax
Code, an extremely arrogant tax collection system, the IRS, and an
arrogant Senate and Congress, and an arrogant electorate hell bent
on getting more of what another man or woman earns.

Once you limit the ability of politicans to buy ¥tes, you limit the
incentive to give away people’s rights. Senators, Congress never in-
tended for the working man to bear the burden of the income tax.
In 1789, there was a tariff tax on imports. This was the only tax. It
was intended to have the wealthy foreigners pay for our Govern-
ment,

If we, as Americans, must pay a tax to foreign lands, then so
must they. It’s called fair trade, not free trade or slave labor. Now
we are subsidizing foreign imports with the jobs of American steel
workers. We are subsidizing them with jobs of American clothing
makers, shoe makers, and now auto workers to the detriment of all
Americans. And this is unconstitutional.

Show us, please, where in the Constitution you have the right
and the power to do this.

My friend told me on the way in here today that Senator Gep-
hardt said on the Phil Donahue show just yesterday, “The sweat of
Americans must be taxed.”

Senators, is this the general feeling in the Senate? It is quite
clear that what we need is Government obedience to the Constitu-
tion; not tax reform. When the quantity of law goes beyond the
ability of human comprehension, it is nothing more than a tool of
oppression.

40-774 0 - 85 - 22
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Before you can reform the amount of taxes collected, it is incum-
bent upon you to reform the way the tax is collected. I ask you
today—please tell me how I can fill out a 1040 form without waiv-
ing my constitutional rights? Second, is the filing of a tax return
voluntary or mandatory? Wages are not taxable. Congressman
Rosenthal stated in hearings that Americans voluntarily pay taxes
on their wages. Is this true?

My question is: Where in the Constitution do you have the right
and power to tax wages?

With all the pages of the IRS Code, thousands of them, there is
not one definition of the word income. My seven recommenda-
tions—and I will go through them very briefly with you—is:

First, abolish the 16th amendment. For 137 years we did not
have this tax, and the only financial problem with the Federal
Government was what to do with the surplus. -

Second, abolish the 17th amendment. For 137 years, we, the

ople, had control over the Senate. Today, the Senate is uncontrol-
able. I show you here an article that was in the Washington paper,
the Washington Times, August 27, when the Senate unconstitution-
ally passed the TEFRA Act. Gentlemen, that’s wrong.

hird, abolish the Federal Reserve Act of 1913. Printing of
money is like pregnancy. Last year, you took in $400 billion in
taxes, and you spent $1.1 trillion. So yokt’zoj)rinted the rest. Well,
fentlemen, print it all, and don’t tax anybody anything. It's ridicu-
ous.

Fourth, and I strongly recommend this—embrace the Grace Com-
mission Report. It seems as though that Government is always tell-
ing the people that they must sacrifice. The people are now saying
to the Government, “It’s time for the Government to sacrifice.”

Fifth, declare a moratorium on all new legislation. And what I
am saiying there is before you pass one more bill, eliminate three of
the old ones, starting with the 16th amendment and the 17th
amendment.

Sixth, declare a moratorium on the public debt. You glibly say to
the public that we owe it to ourselves. Well, if we do, then let’s for-
give ourselves.

Seventh, and most important, release—it is time, it is reall
time, Senators, to heal the wounds in this country—release all
American political tax prisoners from U.S, prisons and do it imme-
diately. These peogle are not criminals. They are the true patriots
of this country. There are many real patriots, both men and
women, who have been put in prison illegally. They were seeking
redress of grievance and they were prosecuted by a tax-consuming
Government attorney in front of a tax-consuming Government
judge, and tried for breaking a law that was never explained by a
tax-consuming legislature. Where are the citizens’ right guaranteed
in the Constitution to protect him from his Government?

Gentlemen, I'm closing with this. The original instructions—
that’s what these were—the Declaration of Independence, and the
Constitution, and the Bill of Rights, they worked for 137 years
until some rotten apples got into the pork barrel. These worms
have grown to monstrous size in the last 71 years, 1 trillion pounds
of Government waste, fraud, mismanagement, and corruption. All
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created by the twin evils—the 16th amendment and the Federal
Reserve Act.

Senators, the judges of the Nuremberg trial stated to the defend-
ants, and they were leaders, judges, and politicians—they stated:
“That as the trusted leaders, the judges and the politicians, you
knew or should have known that what you were doing was evil and
wrong.”

Senator CHAFEE. Well, thank you very much.

Mr. GrRAHAM. I'm not finished, sir. May I please finish? I have
only a little bit more.

Senator CHAFEE. Yes. Why don’t you take another minute.

Mr. GRAHAM. Thank you, sir.

I'm a citizen of the United States and I'm saying to you in no
uncertain terms that you are violating the Constitution of the
United States, and one day you will be held accountable for this
criminal action.

Our forefathers are turning over in their graves today because of

Government extortion, fraud, and corruption, and abuse, but I’ll
bet they are anxiously awaiting your arrival.
. If the Ten Commandments were enough moral law for the Lord,
why aren’t the 10 amendments enough law to control Government.
And if 10 percent tithe was good enough for the Lord, why can't we
limit Caesar to 10 percent. Taxation without limitation is not only
tyranny, sir, it is extortion. And I implore you—I will not take
time to read the bottom part, but I have been prosecuted once for
appearing in front of the Congress. I implore your help right now.
The Government has done everything, including putting plants in
the juries. It's just horrible what they are dOi'rlﬁlto enforce an
unfair tax system. It’s time to heal these wounds. There are 20 mil-
lion Americans not filing today.

Senator CHAFEE. Thank you very much, Mr. Graham.

[The prepared written statement of Mr. Graham follows:]
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HEARING

BEFCRE THE
UNITED STATES SENATE
COMMITTEE ON FINANCE

TAX REFORM HEARINGS

TESTIMONY OF ROBERT B. GRAHAM SR.

Gentlemen, my name is Robert B. Graham Sr, 1 come form Holland,
Pennsylvenia which is north of Philadelphia.

In the Declaration of Independence, the foundation upon which our Country
was built, it declares the reasons and causes which impel us to the Seperation,
it states, that we were endowed by our creator with certain unalienable Rights.
It goes on to state, "In every stage of these Oppressions we have Petitioned
for Redress in the most humble Terms: Our repeated Petitions have been
answered only by repeated injury" and "For imposing Taxes on us without
our consent", The original Constitution spells out the }imited powers of the
governhent, and the Bill of Rights, the first ten Amendments guarantee
the Rights of citizens.

Is it possible that one day, you the entrusted stewards of the Country will
be asked by our Creator, "I gave you the ability to rise to the position among
your fellow man to the trusted position of Senator, you were placed in charge
of the most sacred document ever written since the Bible. What did you do
to guard the Constitution from evil and distruction?" "Remember the day
1 sent a man to warn you about the mismanagement by you and your collegues"?
"Did you hear what he said"? "What did you do about what he said"?

1 testified before Congress, at Congressman Rosenthal's Committee on
Government Affairs, shortly thereafter, the Internal Revenue Service
recommended a grand jury investigation be conducted to develope evidence
of criminal violations against me (see exhibit 1).
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In the L.R.S. letter from Mr. Gaston, he directs the Asst. Attorney General
of the United States to develope this evidence because Graham gained
country wide coverage based on his appearsnce before Congress seeking
Redress of Grievance. Gaston further states, "For these reasons, a grand
jury investigation is npecessary and appropriate and these cases have
significant deterrent potential". As you can see by the letter, Mr. Gaston
is the Regional Counsel for the L.R.S. In his letter he notes, "the United
States Attorney in Philadelphia has expressed a commitment to investigate
illegal tax protesters. Senators do you know what an "illegal tax protester"
is and what is the difference between them and a "legal tax protester"? I'm
appearing today before the Senate and I ask for your protection, for I am
afraid of my government. I sincerely hope that History does not repeat itself,
My government violated my First Am#ndment Right, for indeed, if the United
States government can suppress the rights of one, the freedom of all is
jeopardized.

We, my wife and our seven children and eight grandchildren were put through
the ordeal of a criminal trial [38 counts] exactly as the LR.S. had instructed
the Asst. Attorney General of the United States, but the also tried me for
"Willful failure to file" for I hé/ld exercised my Constitutional Rights on a tax
return. In spite of the Judge and the Asst. U.S. Attorney, I was able to explain
to a jury of 12, that 1 was "knocking on the government's door and asking
them "How do you fill out a 1040 form without waiving your Constitutional
Rights?™  The government has never answered.

Enclosed is a letter [exhibit 2] from an LR.S. agent to me and my reply
to him, as of today 8/20/84 the L.R.S. has not told me "How do you fill out
a 1040 form without waiving your Consitutional Rights"?  Senators it is
incumbent upon you, in fact it is your duty to tell the-American people
how it can be done, and if it can't be done, there should be a "Warning"
on the form, you put warnings on cigarette packs in fact you now have four
different warnings. This "1040 Warning" should state, "l as an American
am willing to waive my Constitutional Rights." for Identification purpose
you could call it the "Graham Warning" for the innocent and unsuspecting,
just like the "Miranda Warning". The Constitution and Bill of Rights guaranteed
to the citizens protection from their government.
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During my trial, both the Judge and U.S. Attorney denied the admission
into evidence of the Constitution as one of my "reliance documents'. Most
of the over 100 T"reliance documents" were denled admission as evidence.
Furthermore, The Citizens Guide To Individual Rights Under the Constitution
of the United States of America - (Prepared by the Subcommittee on
Constitutional Rights of the Committee on the Judiciary - United States
Senate) was first allowed - then after a note which I saw passed to the Judge
- he then denied its admission ~ then after a heated debate, we were compelled
to make an "offer of proof", only then was this "reliance document" finally
admitted. If my trial is a sample of U.S. governmeht justice, this government
is no different than the Russian or communist governments, they are all tyrants,
hell bent on keeping a corrupt system of special interest groups controlling
the producers and collection extortion money from them for protection. If
"Taxes are what we pay for a civilized societ);" ~ Then taxes without limitations
is extortion!

After the trial, the Asst. U.S. attorney continued his committment, he
indicted other persons who had attended Constitutional meetings with fellow
citizens. Many people implored me to intercede on their behalf to get "back
fnto the system" even though they knew they would never feel right about
it. Enclosed is the three page letter I wrote to the U.S. Attorney and the
short one paragraph reply (Exhibit 3). He later told me personally, 'T'll
get them all", How do you talk or reason with such a "committed" person
as this U.S. Attorney. Remember the Declaration of Independence saying
"In every stage of these Oppressions we have been answered only by repeated
injury.

WHERE DOES A CITIZEN GO TO GET REDRESS OF GRﬁEVANCE AGAINST
HIS GOVERNMENT WITHOUT BEING PUT ON TRIAL? The U.S. Attorney
can only defend the government and they have repeatedly abused and used
the grand jury for nothing more than an "automatic" rubber stamp. The
Judges instruction are totally biased in favor of the government. And in
petite jurfes, the Judges demand that the jury accept the law as he gives
it to them, they must accept his opinfon of the law, this is a direct violation
of the Constitution. When any government must employ these tyranical
tactics to collect taxes, that government's tax program is in deep trouble
and must be stopped.
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Gentlemen, Americans from every state in the United States, by reports

in the media, there are more than 20 million American who are either not

filing tax returns or ffling as the government calls them, "Constitutional
returns". As an Investment Advisor I receive reports that the "underground
economy" has doubled from last year. It seems that more and more Americans
are perceiving your tax system to be totally corrupt, loaded with goon-squad
hit-men (from watching too much T.V. cop shows), *his government agency
(ILR.S.) are like uncontrolled bounty hunters, who take a special delight
in abusing and harassing their victims who are their fellow citizens,

Many Americans remember your passage of the "Black Lung Bill", that's
the legislation with which you mede yourself almost tax-free.

The leader of this very Committee, Sen. Dole, brazenly proclaimed that
he was above the Constitution when he and his fellow Senators passed the
"TEFRA" legislation in an unconstitutional manner. 1 and many other
Americans filed suits to stop this violations or our Constitution and Federal
Judges ruled in favor of the government against the Constitution.

I pray that Mr. Dole is not elected to any public office and that he be
tried for TREASON and Violation of his OATH OF OFFICE, and IF FOUND
GUILTY, for pﬂnishment he be made to publicly apologize for his
unconstitutional actions. If you don't have to obey Article 1, Section 7, Clause
1 of the Constitution, why then do the citizens have to obey the Sixteenth
Amendment, which was reported by a Mr. Red Beckman in his book, Born
again Republic, that the 16th Amendment was never ratified or signed by
& President. Don't you realize that if these American people who have
researched this material might be right, and IF they are, are you not again
violating the Constitution or the United States, which I believe you took
an OATH to defend? Don't you care? Are you above the Constitution?

Before we can ever have any honest tax-reform we must first have
government-reform. I have enclosed two white-papers on the "Bank Crisis"
- how and why it started, It explains in detail who is profiteering from the
crisis. It seems that a Senate Investigation on Senators St.Germain and
Garn, for their involvement into this government fraud is imperative as a
start in restoring honesty to government. In particular this investigation
must include their involvement with the passage of t{he "Monetary Control
Act of 1980" and "the Omnibus Banking Bill".

»
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These white-papers (Exhibit 4 - 5) were written and published by me. My
information came from sources, such as: 1984 Statistical Abstract of the
U.S. Department of Commerce which informed me:

TABLE 1

FEDERAL TAX COLLECTION
(Billions of dollars per year)

Income Tax Social Security
Year Collected Tax Collected
1850 $ 15,7 $ 4.4
1960 40.7 14.7
1970 90.4 45,3
1980 244.1 150.6
1985 328.0 260,0

Since :1960 social security tax collections have trebled each decade while
income tax collections have more than doubled, A disasterous record, since
1950, is in a capsule form in Table 1, A little extrapolation tells us that
early in the 19890's social security tax collection will exceed income tax
collection, if in fact either one will be collectable then.

The final political "solution" will be to subsidize social security from
"general tax revenues" f{.e.,, from the government printing presses. This
item elone can bankrupt the federal government which would cause
hyperinflation land the total destruction of the unbacked paper dollar and
all paper dollar-denominated debt securities.

It took 200 years (to 1976) for the federal debt to reach $600 BILLION,
but only seven more years {to 1983) to reach $1,200 BILLION (it now stands
at $1.5 TRILLION). Similarly, it took 200 years for rfederal spending to
reach $300 Billion-plus-per-year, but only six years to reach
$600-Billion-plus-per-year (1981). This year it is budgeted at $854 BILLION.
It took 199 years for the U.S. money supply to reach $1 TRILLION but took
only seven more years to reach $2 TRILLION (a 100% increase); it now stands
at $21 TRILLION!

And now the Treasury is talking about changing the color of the money!
You have passed legislation suthorizing the establishment of "Concentration
Camps® in the United States for illegal aliens and disidents. Would a citizen
seeking Redress of Grievence be a disident?
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After re-rcading the Declaration of Independence, I am convinced that
everycne of the repeated Injuries and Usurpations enumerated therin have
once again been perpetrated upon "WE THE PEOPLE of the UNITED STATES",
by our own government.

You are now today holding these hearings on "Tax-reform", how can
you reform a tax-system that that the I.R.S. controls? Enclosed is a letter
from a large corporation informing all employees; "that tuition reimbursement
is taxable income" this means that in order to increase you ability to function
in the U.S., thanks to Congress, employees will have to take a pay cut (see
Exhibit 5), People will not work overtime because it increases their taxes,
and now in you infinite wisdom you &re going to tax "schooling". What next?

I am afraid for my country, Senators, when the Grace Commission Report
of Waste and Fraud in government reveals that almost 2,500 government
agencies are presently wasting over $450 Biilion of the taxpayers money and
you do nothing about it, something is wrong with you. I have presented
the "Grace Report" to you if you need more copies call Mr. Grace or me
and we will be glad to furnish them. Before you increase taxes .ne "zink"
cent, eliminate this waste, If you can't do the job, QUIT!

THEREFORE, for all the reasons mentioned before and you know thousands
more. I suggest in the strongest terms that the following suggestions be
adopted and implemented immediately:

1. ABOLISH THE 16TH AMENDMENT.

For 137 years we did not have this tax and the only financial problem
with the Federal government was what to do with the SURPLUS from
taxes. Since 1913 and the 16th Amendment we have taxed the U.S.
citizen to pay for 2 World Wars, Korea, Vietnam, both sides of 116
other wars and are now paying taxes to support a pending nuclear
holocaust.
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ABOLISH THE 17TH AMENDMENT.

For 137 years we had States that elected and controlled their Senator,
now no one controls the Senaste. They are doing things that are
unconstitutional and they must be plsced under the control of the
State legislators, who clearly reflect the will of their Constituency.

ABOLISH THE FEDERAL RESERVE ACT OF 1913.

The Federal Reserve is a private corporation which s violating Article
1, Section 10 of the Constitution, We can not have honest government
with dishonest money. The Federal Reserve has never been audited
by an outside source. There must be a complete audit of Fort Knox
by outside sources. Based upon politician's past performance, most
people do not trust politicians. They feel that special interests, like
the Fed., have bought and paid for their elections.

EMBRACE THE GRACE COMMISSION REPORT.

The waste and fraud in this report is a true picture of your worth to
the taxpayer. Can't you control anything except the taxpayers
pocketbook? USE THE REPORT TO ASSIST IN IMPLEMENTING
FARREACHING REFORMS!

DECLARE A MORATORIUM ON ALL NEW LEGISLATION.

Until the deficit problem has been solved do not approve any legislation,
and do not increase the "debt ceiling" for your past performance would
indicate that you believe the sky the limit, The Senate is
uncontrollable in their wild spending they remind me of a "drug addict",
These "spending addicts" in the Congress must go on a "cold turkey"
austerity program to cure their wasteful spending sickness for the
good of the country. Government is always asking the taxpayer to
"sacrifice”, The taxpayer is asking the government to "sacrifice".
We the taxpayers know that there is a big difference between Country
and government. Taxes caused one revolution in the United States
and, maybe, your new taxes are on the way to formenting another.
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6. DECLARE A MORATORIUM ON THE PUBLIC DEBT.

Since we owe this debt to ourselves, let's forgive ourselves of the
debt and the interest on the debt, for the good of the country. With
the new Treasury money pay off all citizens who bought this debt in
an orderly fashion.

7. RELEASE ALL U.S. POLITICAL TAX PRISONERS FROM U.S.
PRISONS. IMMEDIATELY |

Since you have not defined the word "income" and what is meant by
"from the source" and is that different and in what way from "on
the source". The executive branch and the judicial branch have
conspired to indict then incarcerate brave Americans because the
legislative branch of government are too cowardly to defend the
Constitution., There are many real patriots, both men and women,
who have been put in prison illegally., They were seeking "redress
of grievance" and they were prosecuted by a tax-consuming government
Attorney in front of a tax-consuming government Judge and tried
for breaking a alleged law never explained by a tax-consuming
legislature.,  Where are the citizens Rights guaranteed in the
Constitution to protect him from his government?

It is time 1o heal the wounds.

By the implementation of the 7 name items in my Petition for Redress
of Grievance, you will be restoring the United States to its original glory
days. This action on your part will immediately institute the finest day care
centers in the world, the home with a mother in it. Most women do not
want to leave their children, they are working to survive and their chiidren
_are paying the price which {s too expensive. @ WE THE PEOPLE would again
realize what our forefathers accomplished when they gave us a Republic
as a form of government. We would tell the world that "We are a Born-Again
Republic™
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The original instructions, the Declaration of Independence, Constitution
and Bill of Rights, worked for 137 year, until some "rotten apples" got in
the "pork barrel". These worms have grown to monster size in the last 71
years, a Trillion pounds of government waste, fraud, mismanagement
and corruption, all created by the "Twin Evils", the 16th Amendment and
the Federal Reserve Act. The Judges at the "Nurenberg Trisls" stated
to the defendants that they as trusted leaders, judges and politicians, knew
or should have know that what they were doing was evil and wrong. 1 as
a citizen of the United States am stating to you in no uncertain terms that
you are violating the Constitution of the United States and one day you will
be held accountable for your criminal actions. Let my warning to you be
recorded as a testimony to your past and may your future actions offset your
past misconduct. Our forefathers are turning over in their graves today
beceuse of government extortion, fraud, corruption and abuse, but Il
bet, they are anxiously awaiting your arrival,

If ten Commsandments were enough moral law for the Lord, Why then
aren't 10 Amendments enough law to control government, and if a 10% tithe
was good enough for the Lord, why can't we limit Ceasar to 10%?

TAXATION WITHOUT LIMITATION IS NOT ONLY TYRANNY, IT IS
EXTORTION!

Now [ realize that this is a bad time to ask for a personal favor, but
1 am terrified and frightened, because of my appearance today and my petition
for redress of grievance. I fear that I will once again be prosecuted for
appearing in front of Congress, I am asking for your protection of my
Constitutional Rights. It is indeed a sad day in America when a citizen feels
the "chilling effect" of the loss of his First Amendment Right by a vindictive
U.S. prosecutor.

Respectfully Submitted,

Robert B. Graham Sr.
46 Lark Drive
Holland, Penna., 18966
215 - 355 ~ 5660
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Honorable Glenn L. Archer, Jr,
Assistant Attorney General

Tex Divisjon

Department of Justice

iy C necionaL el et sgr o5

B , frtetns! Revenue Service R ,.}“‘“'

' WD ATLANTIC REGION Juidd .
,$ 2 Penn Ce*ter Piaza Eiis .‘L\‘
Axxmd s
Praaceiphis Fenrg)'vania 19102
% Jenuary 19, 1682 MA:CT:GJ
. RAFrancle

Grodram, e} o\ Tovesh

Washington, D.C. 20530

Re: Grand Jury Investigation £D Cennny 6
Rober{ B, Greham, Sr. < 2203 (
Joseph Balcheilip

HEW |

SInD 10 tuty
FRSWUPTLY Aryge
ACTION, Yuis 11gw
Dear Mrs Archer:
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vt grpation be
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We recommend that a grand §{f you z
evidence of criminal violations of t e
named individuels. This referral is withfn the purview

§ 6103(h)(3)(A).

S -
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snducted 1o develop g
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Robert Graham §s the leader of a tax protester movement in the
greater Philedelphia srea. He end his followers have gained prominence
in the loca!l and riational news media. Also, Grehsm gained country wide
coversge bzsed on his eppearance before Reprecentative Resenthal's -~

Committee on Government Affsirs. .

- -y
DLEARIMENTDS, 5T
(-3

W
(S o'”)

e e
At

Grehem and his followers are now promoting a variety of tex protester
schemes at seminars conducted throughout the Philadelphir area. Grahem
charges £5.00 per person for his seminar end gnother £12.00 for his tex
package. The ''Graham Package Returns”, in addition to meking Fourth
end Fafth Amendment objections, have the following characteristice: (1)
"Filed in Good Faith" where the DLN goes; (2) Note: I am fesrful of the
IRS in the signature block; (3) Names of dependent children on the proper
line; (4) Wife cleimed a8 exemption with married filing sepsrate status, and;
(5) an affidavit eigned by William Kirby, Grahem's sseistent. For 1980,
there were 131 "Constifutional Returns® filed with the Philedelphia District
meny of which were “Greham Packageq''s The other&7x individaals named
ebove, in addition to filing "Grahsm Package Returns'”, &re all believed

(EX hibit l)

Depariment of the Treasury
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to be vocal'edvocalee of the program with their fellow employees and/or
busiress associates.

Based on past experfence with Graham end others, the District
Director bas encountered Jengthy delsys §n summons enforcement proceedings
and the filing of FOIA requeste.

For these reasons, a grand jury Invcatigation fe necessary and sppropriate
since i1 {6 apparent that the sdminisirative process cannot develop the relevant
» facts within a reasonable period of time and these cases have significant
deterrent potential..

1t is proposed that the grand jury investigation be geared towards
possible prosecution for conspiracy 1o defraud the Unitfed Statep by disrupting
the lawful functions of the Internal Revénue Service (Title 18, Section 371);
wilful aifempied evasion of the taxes of others (Title 26, Section 720));
end wilfully siding and assisting in the preparation and presentation of
materially false jncome tax refurns in violation of Title 28, Section 7206(2).
This grand jury investigation would be simflar to that conducted in San Diego,
California, which led to the successful prosecution of Williem Drexler, Sr.
end his associates. -

b 1t i8 noted that the United States Attorney in Philedelphia has expressed
¥ 8 commitment 10 investigate illegal tax protesters for aiding end essisting
v others in evading taxes.

We note that jurisdiction over the tax aspects of the proposed grand jury
_investigation remains with the Tax Division of the Department of Justice.
Therefore, a subseqeunt report 1o the ‘nndé:ry made by agents of the
Internal Revenue Service assigned to assist Government ettorneys in the
performante of their duties will be forwarded to this office for our views
&nd snalysis concerning the merits of any prosecution cases and then will
be sent with our comments to you.

The referral of this matter {8 duly authorized and the assistance of
the Internal Revenue Service personnel will be furnished upon request of
the attorneys for the Government.

T aeriga\ “3- () ¢

In dcgordance with the revised Rule 6(e) of the Federal Rules of
Criminal Procedure, dated October 1, 1977, the following individuals in
the Office of Reglonal Counsel, Mid-Atlantic Reglon, are identified as
having perticipated in the evaluation of thie request for grand jury
essistance, and &8 having access to the enclosed materiels:

avid E. Gaston, Regional Counsel
gichard A, Francio.‘Depu(y Reglonal Counsel (Criminal Tax)
Debra Szabo, Secretary

Very truly yours,

I e -

DAVID E. GASTON
Regfonal Counsel /4
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ROBERT B. GRAHAM SR.
46 Lork Drive
Holland, Penna., 18966
215 - 355 - 5660

9/5/84

Mr. Frank Bucci
Internal Revenue Service
District Director

P.O. Box 12040

Phila., Penna,, 19106
215-597-4114

DEAR MR. BUCCI;

On August 16, 1984, | wos shocked ond surprised to receive eight (8) of my tox returns
ond the wuswal LR.S. form letter from a Norman E. Morriel. You mention in your le’ter,
*it hos come to my altention¥, did Mr. Narmon E. Morriel Inform you thet my returns are
*not occeptoble®? ~ You refer to, *We find", would you please Inform me of oll persons ond
thelr rank within the LR.S. who helped you reoch your decision thot my forms were not
acceptable, Is Mr. Morriel conducting o separate Investigation of mel? Is he or onyone else
conducting a criminal Investigotion of me? How many Investigations of me ore golng on
at this some time? Mr. Marriel has threatened me with Criminol prosecution ond hos not
onswered my letter to him.

You state, *In order for a return to be processed, it must have identifylng Information
such as name, oddress ond soclol security number. It also must provide enough flnonclol
Information to compute your correct Federal tax-liabillty and must be signed under penolty
of perjury*. Since all eight of my *filed® tox returns contoln my name, oddress ond soclal
security number plus enough financlal informotion to compute my correct Federal tox liablility,
the only lhlng not resolved Is "the signing under penalty of perfury®. If this is correct, please
Inform me, *How con a person file a tax return without woalving thelr Constitutlonal RIGHTS?*

You state on poge 3, “the filing of returns Is mondatory®, In the very next poragroph
your state, "The income tax Is voluntary In the sense that the great majority of toxpoyers
are willing to compute their own tax llablitles when they prepore and file their returns®. |
am totolly confused for If the filing of o tox return Is "mandatory® then there must be o
*Warning® on the tax form stating that the information can be used In a criminal cose against
you, therefore, you are willing to wolve your Constitutional RICHTS. Are you
or the L.R.S. mandoting that "IJ_ must waive my Constitutional RIGHTS?

1 wont to cooperate with your ogency completely but | do not wont to walve my
RIGHTS. If you ore interested In determining my civil tax liobility you will present me with
Immunity from ony criminal liobility, You know | am fearful of your agency becouse of their
paost_performonces. Please get me immunity as a "show of good faith* on the part of the
LR.S. I will not woive my RIGHTS, ond I must os an Americon defend these RIGHTS!

1 would oppreciate your taking the time to put your answer In writing before 9/14/84

and reschedule my oppolntment, os we had agreed, until after my Appeal hos been heord.
Thonk you.

(Exhibit ;i> am s '



Internal Revenue Service Department of the Treasury
District P. 0. Box 12040, Phitadelphia, PA 19108
Director

Person to Contact:

Frank Bucci

Tetephone Number:
(215)597-4114

18966 Refer Reply to:

E:1340:FB

Date:

August 30, 1984

D Robert B, Graham
46 Lark Drive
Holland, Pa.

DEAR MR. GRAHAM,

Since our last meeting on June 15, 1984, 1t has come to my
.attention that the forms 1040 that you submitted for the years
1476 through 1982 are not acceptable. We find they do not comply
with certain Internal Revenue Code requirements. In order for‘a
return to be processed, it must have identifying information such
as n2me, address and social security number. It also must
provide enough finrancial information to compute your correct
Federal tax 13zbility and must be signed under penalty of
perjury. In order to continue with the civil settlement of your
Federal Income Tax liability for the years 1976 through 1982, 1
am requesting information disclosed on documents that you
previously submitted. Before doing so, I would like to respond
to certain questions that you posed at our last meeting., As we
noted durfing our discussion at that time, the following
information has been e¢xplained to you nucerous times in the past,
however 1 will respond to your questions to allay any confusion
you may have about the {equirements of the Internal Revenue Code

of 1954.

(Exhibit 2)
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Section 61 of the Internal Revenue Code sets forth the
general definition of gross income. Gross income means all
income frow whatever source derived, unless excluded by law.

Internal Revenue Code section 6012 and the Treasury
Regulations thereunder set forth the persons required to make
returns of income, as defined in section 61 of the Internal
Revenue Code of 1954.

Internal Revenue Code section 7701(a)(1) defines a person as
“"The term ‘person’ shall be construed to mean and include an
individual, a trust, estate, partnership, association, company or
corporation.” A United States person is defined as a citizen or
resident of the United States.

Internal Revenue Code section 6011 gives the Secretary of
the Treasury the authority to presctibe regualtions as to the
requirements of a "return" or "statement" to be made by any
person made liasble for any tax ifimposed by Subtitle A of the
Internal Revenue Code of 1954, which became law upon enactment of
Public law 591, 834 Congress, approved August 1&, 1954,

A filing of a return or statement is mandatory for persons
who are required to make such returns as set forth per the
Internal Revenue Code of 1954 section 6012, The acceptable form
of the return is prescribed per the Treasury Regulations under

section 601] of the Internal Revenue Code of 1954, These

40-774 0 ~ 85 - 23
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provisions are btolstered by section 7203 of the Internal Revenue
Code of 1954, which makes the willful faflure to file an fncone
tax return a crime.

The filing of income tax returns and the payment of income
taxes are not voluntary in the sense that an individual pmay’
choose whether he ull} file a return and pay the tax he owes.
Sections 6011 and 6012 of the Internal Revenuve Code of 1954
require the filing of returns and payment of incoce taxes due
from taxrayers. Hence, the filing of returns is mardatory.

The income tax system is voluntary in the sense that the
great majority of taxpayers are willing to cowpute their own tax

liabilities when they prepare and file their returns. Their

y

i

actions in filing returns and paying incoce taxes are, however,
required by law.

In order to determine your correct civil tax lfability for
the years 1976 through 1982, please submit Ehe following
infornation:

1976

1) Identify by amount and source the Gross Income
for the Graham Agency

2) Distinguish between Gross Income for the Graham
Agency and corporate Gross Income

3) Cancelled checks and Invoices/receipts for the
Graham Agency business expenses

4) Cancelled checks and invoices/receipts for
personal expenses (itemized deductions)

5) Cancelled checks and invoices/receipts for
Keough Plan including copy of plan

6) Ages, Gross Income, Educational status of
children
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19717

1) 1Identify by amount and source the Gross Income
for the Graham Agency

2) Pistinguish between Gross Income for the Graham
Agency and Corporate Gross Income

3) Cancelled checks and invoices/receipts for the
business expenses of the Graham Agency

4) Identify by source and amount the Gross Income
for Church of Love

S) Distinguish between Gross Income for the Church
of Love and corporate Gross Income

6) Cancelled checks and invoices/receipts for
business expenses of the Church of Love (1099’s
for commission expenses)

7) Cancelled checks and invoices/receipts for
Personal expenses (itemized deductions)

8) Documentation of short term capital losse
carryover for 1971

9) Ages, Gross Income, and Educationsal status of
children

1978

1) Identify by amount and source the Gross Income
of the Church of Love

2) Distinguish between Gross Income for the Church
of Love and corporate Gross income

3) Cancelled checks and invoices/receipts for the
Church of love business expenses

4) Cancelled checks and invoices/receipts for

- personal expenses (itemized deductions)

1) Identify by amount and source the Gross Income
for the Insurance and Investment Counselor
business

2) Distinguish between CGross Income for the
Insurance and the Investment Counselor business
and corporate Gross Income

3) Cancelled checks and invoices/receipts for the
business expenses. of the Insurance and
Investment Counselor business

4) Cancelled checks and invoices/receipts for
personal expenses (itemized deductions)

5) Ages, Gross Income, Educational status of children

6) Dividend income for yourself and/or spouse
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1981
1)

2)
3

4)
5)
6)
1982
1))

2)
3)

4)
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Identify by amount and source the Gross Income
of the Insurance and Investment Counselor
busineess .

Distinguish between Gross income for the
Insurance and Investment Counselor business and
corporate Gross Income

Cancelled checks and invofces/receipts for thea
business expenses of the Insurance and
Investment Counselor business (including 1099’
for commission expense)

Cancelled checks and invoices/receipts for
personal expenses (itemized deductions)
Ages, Gross Income, and Educational status of
children

Dividend Income for yourself and/or spouse

ldentify by amount,and source the Gross Income
for the Insurance and Investment counselor
business

Distinguish between Gross Income for the
Insurance and Investment Counselor business and
corporate Gross Income ,
Cancelled checks and invoices/receipts for the
business expenses of the Insurance and
Investment Counselor business

Cancelled checks and invoices/receipts for
personal expenses (itemized deductions)

Ages, Gross Income, Educational status of
children

Dividend income for yourself and/or spouse

ldentify by amount and source the Gross Income
for the Insurance and Investment Counselor
business

Distinguish between Gross Income for the
Insurance and Investment Counselor business and
corporate Gross Income

Cancelled checks and invoites/receipts for the
business expenses of the Insurance and
Investment Counselor business ‘
Cancelled checks and invoices/receipts for
personal expenses (itemized deductions)
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Cerneral Inforratd

1) Bank Statecents, Teposit slips and cancelled ctecks for
the follcewing bank accounts for the period 197¢ threugh
1982
Jst National Bank of XNewtown A/C # 112-612-7
Cirard Eank A/C # 3-946-514
Trevese Federal Savings A/C f 1388720
Trevose Federal Savings A/C f 1381844
Cheltcntkam Eank AlC f# 130024
2) Staterents, correspordence and any transaction records

with Peak and Co. for the period 1976 through 1982

3) Staterents, corresperdence and records for foreign bank
accounts or foreign currency trarcactions for the
periods 1976 through 1982

4) Advise as to wvhether you will consent to sccure
inforration on accounts in your name or the name of
your business regarding any Foreign Bank
Accounts/Foreign Currency Trancsactions,

Please respond to the information requested by September
14, 1984, An appointrent hzs teen scheduled for, you on this date
at 10:00 A.M. in the Jenkintown Internal Reverue Service Office,
lncated at Noble Plaza, E01 0ld York Road, Jenkintown, Pa..
Failure to respond to this zppointment will be considered as your
refusal to provide the information.

I1f you have any questions, please contact me at the above
listed phone number.

Sincerely yours,

Frank Bucci
Internal Revenue Agent
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ROBERT B. GRAHAM SR,
46 Lark Drive
Holland, Pa., 18966
215 ~ 355 ~ 5660

March 22, 1984

Mr, Edward S. G, Dennis, Jr, E x’\ib i+ #5

United States Attorney

Eastern Distifct of Pennsylvania
3310 United States Courthouse
Independence Mall West

601 Market St.

Phila., Penna,, 19106

Dear Mr. Dennis}

On Thursday, March 15, 1984, 1 spoke to Edward Borden (ASUA) and Jack
Bel) (C.L.D, - LR,S.), regarding the possitility of a negotiation of scme reasonable
nature which could enable other American citizens ardently involved in what is now
tagged a movement toward Constitutional taxation, to re-enter the sysiem in a
less spectacular manner than 1 did myself. Mr. Borden and Mr, Bell do not scem
interested in peacefull negotiations. It is all too clear that public flogging is what
the Justice Department and the LR,S, has determined to be the cure necessary to
purge the spirit of so-called dissenters, However, history bas shown tlat 16 continue
in this vein can only destroy the very fibre of our nation.

It was never my intention to do anything but stress to our gecvernment in
various ways that we are on a dangerous path to the ruination of our Natjon of Free
People,

It can serve no usefull purpose to continue to cause prosecutions, financial
ruin and §mprisonment to individuals who are inclined to make restitution and continue
on with their lives as well as they can. Anyone involved fn the tax movement in
the United States knows tbat the governme.ts vengence is like tbe blade of a
guillotine, sharp, swift, and deadly. Through secretly misled grand juries,
overzealous prosecutors, and biased and prejudiced courts, the battle for
Constitutional taxation took a swift twn for the worse. Speedy trials resulted in
prison terms for most and probation for few, with occasional acquittals, A good
faith effort to exercise their Constitutional RIGHTS guaranteed to them at the
birth of this nation, was for many, stopped dead in its tracks, and the prosecuted
became prisoners of war, whether inside or outside the jails,

I am taking a calculated risk that I will not be put in prison for writing this
letter,

1 have been ordered not to talk publicly against the LR.S. or "interfere" in
it's operation, Yet by way of explanation I must refer to the philosophy of the
movement as well as (o clearly express my motivation toward peaceful negotiations.
I appeared as a witness at the trial of a so-called 5th Amendment filer on March
15, 1984 - {n Federa) Court (3rd District - Judge Pollock, 13th floor). At that {trial)
I was Ordered by the court to tell the jury that 1 was convicted of conspiracy to
defraud the U.S. government, and to tell the jury that I was found guilty of aiding
and abetting the filing of false documents (inaccurate as charged tut convenient
to prosecutor's intent) Lut was fortidden to tell the jury that I was found ‘not guilty’
of willful failure to file, since in fact ] filed a 5th Amendment tax return, the same
as the current defendant,
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All the charges and verdicts were part of the same trial. Yet ] was forbidden
to tell the jury I was found 'not guilty' of willful failure to file, ! was repeatedly
warr.ed by Judge Pollock that ] would be found in contempt and sent to jail,

I am stil) shaken by my fury at this judge's violation of my First Amendment
RIGHT, The defendant in this trial was found guilty on five counts of the same
charge which 1 was acquitted of, on September 16, 1983 and this jury never heard
the whole truth, which is typical in tax cases.

It doesn't take ‘pudblic exccution' by a governmnent firing squad to make me
realize that these scehers of true freedom will have to pay for their crimes of talk
or for seeking redress of grievance against a voluntary compliance system of taxatjon
whéch persecuted non-volunteers.

1 feel I must intercede for those who belicved and still believe that this nations
founders never meant for the working man to bear the burden of oversized
government, that is mired in overwhelming debt it has incwred and continues to
incar; to intercede for those who believed and still believe that this nations founding
fathers provided a law for innocent non-criminal citizens to protect themsclves
from being entrapped into a crime of perjury as a result of signing a tax form -
called both "voluntary” and "compliance® (subject to the whims of bureavocratic
scrutiny and approval), that vehicle was and still is the 5th Amendment of the United
States Constitution,

.1 am still concerned that this agency of government is endowed with certain
unlawful advantages which serve to intimidate, incriminate and incarcerate those
who would request explanation of it's origin and it's power, Despite a firm belief
that they have entered into a 'good faith' effort to bring about some semblance of
sanity to ouwr system of taxation. There are some Constitutionalists who are aware
that the answer is not to be found in a jail cell. It is not to be found in the courts
at this time. Perhaps the answer is not 10 be found at all.

My purpose for contacting you is to create an atmosphere of negotiation

for the trave Americans who have chosen {o rejoin the system yel are ferrified

of LLR.S, retaliation, of prosecutorial vindictivness, injustice in the courts and more
governmental control - years in prison or probation, for exercising a Consitutional
RIGHT! N

These recalcitrant taxconformers stand ready to enior into a period of
compliance, albeit non-voluntary, but nontheless, compliance,

They seek a method which could be more reasonable than indictnrent or (illegal)
informations, trial, followed by prison,

Thomas Jefferson would cringe at this and so do J, but I am willing to give
negotiations a chance and hope and pray for our lost Constitution,

1 have been outspoken in this cause and now feel somewbat disposed to plead
in behalf of those individuals who are about to be engulfed in a quagmire of litigation
and senseless torture as punishment for their good faith conscientious stand in behalf
of Constitutional taxation, Although you or others may not admire the deeds of
those Americans, you must admire tleir courage and openness and you should
appreciate that what they did was to make an honest, forthright effort to call
attention to the plight of all hard working Americans,
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1 personally have no objection to paying legal taxes and realize that as the
government states on the treasury buildings “taxes are the price we pay for a civilized
society®, This is not to say ! have changed my thinking. 1 still contend, if this
nation supports government tyranny, civilization as we know it is Jost,

1 ook forward to your assistance in this matter and pledge myself to help
you as well as those who seek my iatcrcession to uncomplicate the predicament
they new find themselves fn. Tn the interest of Justice and to restore the faith
and confidence of the American people in their government, 1 seek to saie
incalculatle manhowrs in ‘. LR,S, investigations, Justice department prosecutions,
prison maintenance and the rehahilitation of Citizens of this Country who never
had anythirg Lut America’s best infcrest st leart, They saw tleir duty aud they
did it. God bless them and the Americans who anxfously await your answer to tlis
letter. It's time 1o try to heal the wounds! God bless America.

rely;

Robert

’
Copy to:

President of the United States
Congress
News media
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U.S. Department of Justice

United States Attorney
Eastern District of Perinsylvania

JJR:swW 3310 Unind Srctes Courthouse
Independer.ce Mall West
601 Market Street
Priladelphia, Pennsylvinis 16106

April 16, 1984

Mr. Robert B. Graham, Sr.
46 Lark Drive
Holland, PA 18966

Dear Mr. Graham:

With regard to your concern about those individ-
vals who may be the subject of criminal investigations
as a result of your advice in resisting the payment of
federal income taxes, please be advised that our office
considers these matters on a case by case basis. If
anyone should contact you concerning their tax sitvation
you would be well advised to have them consult with their
attorney.

Sincerely,

M%@gu\

nes J. RO
Acting United States Attorney
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THE _Price OF IenoraNcE Is Auways Too HicH !

The other day, while having lunch with my friend; we reflected on his
comments and opinions of 1976. Though pessimitic at that time, bhis statements
at that time included...U.S. Steel would be laying-off balf of their employees
within five years because they could not or would not compete with foreign steel
companies, U.S, and world banking industry is in terrible shape due to the increase
in OPEC deposits; he said they (the barks) were bankrupt and they would not
be able to recover, because this time there is no gold as there was in 1929, because
the cupboard is tare, except for 138 million ounces of silver. He believes Ed
Durell's investigation, that there's no gold in Fort Knox. He said if the
government had gold in Ft. Knox they would prove it, by showing the critics
and doubters the gold.

He said to put things in the right perspective, the day is coming when unbacled
paper dollars will pot be accepted for anything. You will need either gold or
silver or some other commodity. The government's and banker's ‘confidence
game' is almost over,

When I asked him to explain, he stated, "back in 1964, you could buy a
gallon of gas for a quarter, and you still can today - if it's a 1964 quarter., Only
today, you'll get change - Gas at $1.)2 minus $1.48 (cost of a silver quarter)
equals 36¢ change®. "Nothing really changes in the real world". He told me
his father bought a new chevy in 1940 for $600, and that you can still get a new
chevy for 800 Silver Dollars (800 x $12. = 9,600 paper dollars). My friend pointed
out to me that in 1964 you could exchange a paper dollar for a silver dollar, now
it takes 12 paper dollars to get one silver dollar. He said this proves people
are losing faith in paper dollars and are gaining faith in silver dollars because
neither the government nor the Fed can print "pre-1964" silver dollars,

1 asked him, *"How did this happen to the Ameérican people? He replied,
*Word-speak® such as "It's like money in the bank." & "As sound as a dollar",
Americans love their country and they want to believe the best about their fellow
Americans whom they elect, but they confuse country with govermment and
that is a terrible mistake,

To illustrate this point, be said, the first clich'e bas been used for generations
to describe the safety of various deals. It's use creates immediate confidence
and security, For no-one on the outside could break into a bank vault undetected,
but this is an inside fob by the bankers and their friends [the politiclans]; who
have the keys to the your vault, your life, your liberty and your property. He
added the old saying of "he who has the gold makes the rules”, since the bankers
have the gold, and also control the politicians who change the rules, it appears
hopeless.

Tbe second clich'e has been used for generations to describe the safety of
money. The printing of paper money by other than the Federal Reserve is called
counterfeiting, but the Feds call the printing of unbacked paper money "increasing
the money supply”.

Well I asked, "if they have the gold and make the rules, what happened; where
and when and how did the bankers go wrong?" There {s much talk about a banking
crisis, is it true? ...is there a crisis? My friend stated, the impending worldwide
banking crisis that faces us today is for real. It had it's begining with Nixon
closing the 'gold window', which started the oil embargo of 1973-74, we saw
the oil producing countries, with the help of the American Oil Companies,
quadruple the price of oil, They formed a cartel called CPEC, led by Saudi
Arabia with production close to 10 million barrels per day, and a total production
of over 30 million barrels per day by the entire cartel. ¥!he price increase meant
an increase in income of four billion dollars each month, The cartel, finding
themselves with more money than they could possibly spend, twned paper into
gold, causing the price of gold to run up, creating a self-defeating investment.

page 1 -
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The price of gold then fell from $800, since they didn't drop the price of
oil, what did they do with the swplus cash? My friend explained they believed
in the old saying "money in the bank was safe”. So they put the ‘money in the
bank' in every major bank in the Western world. Now, the cartel was as
unknowledgeable as ordinary citizens ahout banking and they did not realize
that bankers only want new funds as long as they have an expectation of being
able to reloan these funds again and collecting interest on those loans as it's
profit. Funds on deposit in a bank are listed as debits, while funds on loan
are listed as assets. So, in order to appear not to be in desperate shape the
banks must reloan those "cartel-dollars".

1 remarked to my friend that the banks now had the "hot-money". It appears
that the cartel had passed 'more money than they could spend’ to the banks
who now had 'more money than they could lend'. That's exactly right, he said,
the banks had to find borrowers for the tens of billions of dollars each month
that were deposited by the cartel. They became desperate to lend money to
anyone, even uncreditworthy Marxist countries and Third World countries, who
eagerly snapped the attractively rated loans. The Marxist governments who
have never managed to produce enough to sustain themselves could now control
their people with borrowed capitalist paper money. Furthermore, countries
with no airports, since their citizens couldn't afford air travel, bought airlines
and built expensive terminals. They also established urban renewal projects
and make-work projects in cities that drew millions of people from the agricultural
countryside, into the quickly overwhelmed cities, consequently creating greater
slums. This caused an unemployment drain on the country's resources as former
producers were now non-producers, but still consumers.

Then in late 1978, OPEC exacerbated the problem by tripling the price of
oil. They couldn't leave well enough alone, they got greedier and tripled the
problem. Third World countries depended on agriculture which relied on fertilizer
to sustain the food production necessary to stave off starvation, but a lot of
fertilizer is made from oil

To purchase fertilizer to grow the crops, fuel to run the tractors and trucks
to plant, harvest and transport the crops, these countries had to apply for more
loans. The banks were afraid not to take the additional cash for they would
have to explain their previous jmprudent actions, so they took the tripled OPEC
price increase in their tills and acted as though they were only to willing to help
solve the problem. They all ignored tbe basics of unbacked printed debt and
"Natures Law, of what goes arcund comes around® for the day of reckoning
came in 1982, when Poland and her creditors awoke to the fact thut Poland's
exports would be less than the interest due on its $30 Billion debt, Then tke
Fed's paper house of phoney money started to blow slowly in the wind., First
Zaire then Libya, and like dominoes; Argentina, Brazil, Mexico, Hungary,
Yugoslavia, Romania, Bangladesh, Zambia, Sudan and Malawi began to throw
their hands up and say that they can't repay the loans and would like more loans,
By then the total owed by Third World countries to Western banke and governments,
at the end of 1983, was over $750 Billion. According to the Fed's figures, the
nine Jargest U.S. banks have loaned the Eastern Bloc and Third World countries
an amount equal to over 225% of their combined capital. That means that if
only % the amount of the loans default, those banks will be broke and bankrupt,
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Date Amount of Forefgn Debt Date Amount of Forefgn Debt
Honetized by the Fed. Res Monetized by the Fed. Bank

April 21, 1981 $11.6 mi1lion Dec. 21, 1981 $104.0 willfon
April 24, 1981 $38.4 mil1{on Dec. 22, 1961 $71.0 willfon
April 28, 1981 $17.1 millfon Dec. 23, 1981 $106.0 willion
May 5, 1981 $18.0 mil1{on Dec. 24, 1981 $102.0 »illion
My 7, 1981 $36.6 mf111on Dec. 28, 1981 $121.0 oill{on
May 12, 1981 $18,0 mil14on Dec. 29, 1981 $73.0 aillion
May 13,1981 $96.7 million Dec. 30, 1981 $22.0 million
May 27, 1981 $ 9.3 mil24on Jan. 6, 1982 $88.0 millfon
June 9, 1981 $44.8 »fllion dan. 13, 1982 $31.0 mitifon
June 10, 1981 $108.0 mfllfon Jan. 19, 1982 $ 8.0 mfllfon
June 23, 1981 $ 1.0 milldon March 4, 1982 $125.0 mf1110n
June 30, 1981 $27.0 mi111on Mar. 5. 1982 $86.0 mfllfon
July 1, 1981 $18.1 milldon Mar, 8, 1982 $ 9.0 mf¥iton
July 10, 1981 $48.8 mi1140n Mar, 8, 1982 $188.0 sillfon
July 13, 1981 $49.0 millfon - Mar, 9, 1982 $77.0 mil1{om
July 14, 1981 $76.4 millfon Mar. 9, 1982 $216.0 mfllfon
Oct. 6, 1981 $ 8.0 million Mar. 10, 1982 $90.0 nillfon
Oct. 6, 1981 $106.0 wfllfon Mar, 10, 1982 $235.0 millfon
Oct, 7, 1981 $ 7.0 millfon Mar, 31, 1982 $64.0 miliion
Oct. 7, 1981 $196.0 »f1190n April 6, 1982 . $246.0 willion
Nov, 17, 1981 $51.0 mil11on April 6, 1982 $72.0 million
Nov, 18, 1981 $45.0 mfl11on April 7, 1982 $93.0 wfilfon
Nov. 24, 1981 $20.0 mi1140n April 7, 1982 $239.0 millfon
Nov. 27, 1981 $31.0 =fllion April 7, 1982 $183.0 af111on
Nov, 30, 1981 $57.0 mil1{on Apri) 12, 1982 $31.0 millton
Dec. 1, 1981 $62.0 =f1110n April 13, 1982 $25.0 millfon
Dec. 2, 1981 $64.0 mfllion Aprii 13, 1982 $42.0 mi1l1on
Dec. 3, 1981 $28.0 mil11on April 14, 1982 $27.0 wi1lion
Dec. 4, 1981 $36.0 mi11qon April 14, 1982 $ 1.0 millMon
Dec. 7, 1981 $31,0 mfll4on Apri) 15, 1982 $51.0 willion
Dec. 8, 1981 $ 5.0 millton June 30,1982 $39.0 willion
Dec. 9, 1981 $55.0 million July 6, 1982 $43.0 mi)lon
Dec. 15, 1981 $ 8.0 millfon July 7, 1982 $81.0 million
Dec. 16, 1981 $45.0 mill1on July 7, 1982 $27.0 mi111on

Dec. 18, 1981 $15.0 mill{on July 8, 1982 $ 7.0 millfon
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1 exclsimed "How did they manage the cover-up?” My friend went on to
describe the deception, He stated, "to avoid showing the loans on which no
interest is paid (forget payment of principle) as bad loans, the banks and
government officials are calling them, "non-performing loans® which is a gross
understatement (more word-speak), The greatest illusion of insolvency is called
"rescheduling”, this is where the banks make a loan to themselves or another
bank to pay themselves the interast due. This, a slight-of-paper trick, is called
*rolling over",

My friend further explained that when you lend money to someone who has
the ability to pay you back, you are called the lender, and they are called the
borrower. When you lend someone more money than they have the ability to
repay and they default - you are called partner, or loser, The media keeps
saying that the "debt cartel countries” are in trouble. The media is wrong =~
the banks and their depositors are in trouble, the debtors have spent the banks
and their depositors money and there is nothing they can do but find another
sucker to bail the banks out ~ enter the U.S. taxpayer, HELLO PARTNERI,

1 asked "What makes you think the taxpayer won't be angry and object"?
He answered, "the average person thinks 'so what'; the bad loans will be called
uncollectable and written off, causing the banks to close, they believe "they
will reopen - business as usual". But, the average person knows very little about
baniers, they (the bankers) are not fools, they saw this problem coming years
ago, that's why they took the additional money. It gave the banks and politicians
time so they could push for the passage of Public Law 96-221, known as "The
Monetary Control Act of 1980".

Very few of the 380 lawmakers who voted for the bill, ever read tbe bill,
They knew the bill was strongly backed by the Carter administration and the
Federal Reserve Board. This bill had been described to Congress as a "Technical
Banking Bill' which would phase out Regulation Q, and gradually raise interest
rates payable to small savers.” To the non-reader it sounded good, but buried
in the bill are astonishing provisions giving the Federal Reserve Board enormous
powers. Naturally the Fed promised the Congress, they would never use these
powerful provisions. I then asked my friénd, "if they were not going to use
these powers, why then did they feel the need of these powers?" He answered,
"They lied".

He further explained, Section 105{2) "..changes what constitutes a legal
reserve for the banking system, so that effective June 1, 1981 the Open Market
Committee of the Federal Reserve became able to expand the money supply
by purchasing...(c) All obligations of foreign governments or their agencies; (D)
Obligations of forelgn banks if they are guaranteed by that that bank's government.”
Since passage of this "Control Act” the Federal Reserve Tas. only used this "ACT
136 times to the tune of $3.3 billion.

My friend showed me the following data which was supplied by Congressman
Ron Paul (R-Texas),

"Until last fall, information about the Fed's action under section 105(b)(2)
of the Monetary Control Act was readily available to me and my staff. We
obtained the data, such as the amount of foreign debt owned by the Fed, the
countries which owed the debt, the number of times the Fed had used the debt
as collateral for issuing Federal Reserve notes, the Federal Reserve Bank form
which such notes were issued, and the amount of notes collateralized, by telephone.
But last September our ready access was ended.”
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See the attached list of the dates an amcunts of the Federal Reserve's actions,
under the powers granted it by the Monetary Control Act of 1980, to monetize
the debt of foreign governments and their agencies by issuing Federal Reserve
notes to be collateralized by foreign government obligations. Most of these
notes v ere issued by the Fed bank in Buston, -

My friend furtler informed nie that, the "Control Act of 19&0" contains many
other dangerous provisions, such as Section 105(6)(b) which eliminates the nced
for ccllateral for Fed Res notes Leld in the regional Fed btanks, At the same
time, it removes any restriction on the level of inflation such a move could cause,
Section 103(2)(d)(3) allows the Fed to lower tle rcserve requirements of baznks
to zero, thereby ending the "fractional reserve system®. The barks were required
to keep between 10% to 15% in reserve. Repiaced it with a "zero reserve® system,
which is highly inflationary, and reloaning the same money seven times was
very profitable to the htanks under a fractional system, The "zero reserve®” will
make reloaning limitless. The profit potentials for banks is the same as the
inflation potential to the public, it will be staggering.

I asked "didn't the Congress put any restricticns on the Fed"? My friend
replied, "the law limits the zero rescrve requirement to 180 days, unless the
Fed votes to extend it znother 180 days with no provisions limmrg the pumber
of extentions the Fed may make”, Included in Section 103(2)(6)(1) is the provision
permitting bank holidays to be declared "...in the event cf 2 natural calamity,
riot, insurrection, war or other emergency...on a state by state basis or region
by region basis at the discretion of the Comptroller of the Currency, a State,
or designated State official® 1 asked, "who is going to celebrate tbis holiday
and wouldn't declaring a bank 'holiday' (more word-speak) cause a calamity,
riots, insurrection, war or other emergency? iy friend replied that the banks
and politicians with great foresight on their part had a House Congressional
Resolution 290 passed. The House and Senate in March 1982 passed this provision
which pledges the "...full faith and credit of the U.S, government” to cover ail
insured deposits in all institutions covered by the F.D.LC, and the F.S,L.L.C.

1 asked, "isn't this like giving a drunken sailor a blank check"? My friend
informed me the bankers were still not finished, they pushed their friends in
Congress [Mr. St. Germain and Mr, Garn) to pas pass the "Omnibus Banking Bill",
which passed by a voice vote - no record kept at 10:30 on Octoter 1, 1982. The
provisions of this bill; "...to make deposits in, assume the liabilities ¢, buy the
assets of, or make contributions to any insured institution at the sole aiscretion
of the insurlng agencies, and upon such terms and conditions as tbey decree.’
My friend remarked, “one guess where the FDIC and FSLIC are going to get
the money?" The banks WILL be bzailed ocut, even if we have to bankrupt the
country to do it.

I started to ask kim another question, "What's a person to do? He said if
I agreed to pay him for financial advice he would be glad to consult with me,
he stated "Every one is going to suffer in proportion to their apathy". He did
say "Don't re-elect anyone"! "For you'll only get more of what they gave you
the first time®, He also agreed to have lunch with me again and sco. Until
rext time, remember, there's no such thing as a free lunch,

For additional information call Bob Graham - (215) 355 - 5660 Investment
Advisor

Basil Investment Corp.

Box 1776

Richboro, Pa., 18954
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What would happen if the U.S. government and the bonks foiled ? 9/1/84

Ivhile at lunch with my friend the other day, | asked him to explain why
everyone is expecting a " Bonk crisis* becouse of the defoult of Foreign
debt. I'm still confused obout the lost lunch, when he explained how the
U.S. government requlations ond laws would offect me, and couse me to
bail out the banks os a U.S. toxpayer.

He askhed me if | had every played the gome "Monopoly®. | think everyone
has, but he soid, whot would hoppen if the bank were allowed to be a player?
Suppose the bonker were allowed to buy properties and build hotels ond houses
on its properties. | replied, that becouse the banker controlled the money
~ unlimited amounts ~ the bank could not lose. All the other players would
eventually be forced to sell their properties and they would be out of the
game. My friend then stated "When all the ployers quit the gome - even
the winner's gome is over. So in order for the gome to continue and the
bonker to enjoy his victory he must let lhe other players appear to hove a
chance to win”,

My friend then reminded me of “The Monetary Control Act of 1980% which
allows the bonks and the Federal Reserve to purchase almost onything they
wish, houses, stock, commodities, bonk note, foreign debts, etc, - all
with created money, the Federal Reserve has never been oudited by an outside
auditor.  He believes the so-called 'bank crisis' is a smokescreen designed
to cover-up the end of the game, For If the banks appear to have lost ossets
becouse of their bod loans ond the lender of last resort Is the U.S. taxpayer
who will have to bdil out these phony loans with toxpayer future production
then their gome con continue. But if the toxpayer quits their game, then
the banker's phoney gome has ended, becouse there are no more players that
can be duped. G e

| usked "How could we operate a society wlthout baonks and the Federal
Reserve? He stated, that for 137 years the United States didn't have either
ond this country was the greatest economic power in the world. But since
December of 1913, the creation date of the "Twin Evils" (the 16th
Amendment ond the Federal Reserve), (Isn't it funny they were both made
low at the same time?). Since the inception of the "twin evils®, the United
Stotes hos experienced 2 world wars, many depressions, wild Inflotion, and
corrupt government at almost every level. My friend sald *You con't have
honest government with dishonest money*,

The Monetary Control Act of 1980 is misleading, since it removes all
controls from the Federal Reserve, which is neither Federal nor hos any
known reserves.  This private bank is now allowed to crécte "paper money*
without any reserves. The beauty of this fraud upon the unknowing citizens
of the U.S. Is thot the banks moy lend money (bank asset) without corresponding
liability (depositors' deposits). ~Supposed you could lend twenty people $100,
now suppose only 10 pay you back, what did you lose? Answer: you made
$1,000, because you didn't put any money up to begin with, Now, suppose
you really got greedy and you could moke the U.S. taxpayers pay you the
other $1,000 you claim you lost, you would really have it made. And the
"bankers game* could continue,

But, what would happen if the bonks closed and the U.S. government
“foiled?  NOTHING! Absolutely nothing for the productive citizens of
the United States.  For if the original instructions [THE CONSTITUTION]
would be re-read and re-instituted ond *We The People® once agoin would
have Constitutional RIGHTS this would restore us to a "Republic®, the original
form of government our forefathers gave us.

Exb;bfr
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The same thing is clmost true about taxes, for the government only took
in toxes onehalf (i} of what they spent in 1983. They just printed the
difference. Becouse the Fed has the ability to print “paper money” they
can _control every market which _has the ability to ¥sell short®. This
manipulation by phony paper will delude the overage citizen and cause him
to not want any chonge. The government has only one product to sell and
that product is *fear®.

My friend insists that the Communists can't even feed themselves and
if the U.S. government didn't give them feed and grain at o preferred rote,
which is subsidized by the U.S. citizen through his paying of higher prices
ond more taxes. The Americans could enjoy a higher standard of living without
this Communist *food package®. Communism is good for the U.S. government
for the government can use the "commies" os bogeymen, In foct if there
were no communists, the U.S. government would have to invent them.
Consider this: Why would we need all the military and where would oll the
defense jobs disappear to if we didn't have the *fear® of war. And of course,
why would we need such a large defense department and total defense budget,
and long winded politicians to talk about elther a greater or lesser amounts
without the "fear* of war.

The same Is true with *food stomps®, it's government's way to make
unkowledgeable people dependent upon government by *“fear" of starvation,
with the only means of survival being government.  Government forgets
to tell its citizens that if there were no food stamps the price of food would
go down, The same *fear” tactic is used to continue food control by *not
planting subsidy - soil banking®  This poying for not planting only increases
the money supply and the deficit,

Now the government's “fear” machine is scoring the U.S. citizen with
o “bank crisis". They say that's the reason for high interest. But, no one
knows how much money really is in circulotion, no one ever tells you *where
the. money goes, when the money supply drops®?  What hoppens to the loans
that are never repaid? They are called repositioned loans and the interest
which is not paid Is carried on the books as an "asset”.

well I asked, "if every product can be controlled is there any way a citizen
con win?  Yes, my friend answered, it is in products which cannot be sold
short, that is portable, that is extremely privote, that is rare, and that
is limited In supply. He told me a couple of these investments. He also
worned, if government hos its way, nothing will be socred and you will
reolly get to know what *feor* is. He suggested another lunch at which
time he would tell me some of the "secret” moves to maoke.

His closing remarks were "How can 5,000 IRS ogents and 50,000
politicions ever control 90 Million taxpayers unless they want to be
controlled?® | don't know the answer; do you! Hope to see you at lunch
soon, | soid, as | paid the bill. Remembering, there is no such thing os o
free lunch, everything has a cost and the price of freedom Is less than the
cost of slavery.

Bob Grahom
Investment Advisor
Robert 8. Grahom Sr.
Bosil Investment Corp.
Box 1776
Richboro, Penna., 18954

For more Information call Bob ot 215 - 355 - 5660!
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MUNEIL CTNE JTAER #0DUCTE COVFARY
He] ALL EMPLOYEES ORTE August 24, 1984
fetne J. Krelensfeck/V. Klingler COPIFS

F.E#0T TUITION RELMBURSEMENT PROGRAM

In cor June 6, 1984 z:wo, we advised all employees of a change in the federal
tax lavs earlier this year which required an employer to treat tuition
reirbursement as taxable income to employegs. We noted that legislstion was
pen?ing In Congress that would override this change and continue to "exempt"
guch reimbursements from cowpensstion treatment for at least the next two

years.

Unfortunately, this legislation did not paes Congress. Therefore, we must now
begin to trest ss taxable income any tuition reimbursement paid to employzes
for courses teken after January 1, 1984. The awmount of the reimbursement will
be added to employzes' W-2 earnings and the appropriate taxes withheld.

Within the pext two weeks, the Treasury Services Department will distribute a
separate memo to 8ll affected employe:s describing the procedures and
timetable for the withholding.

We regret the need to make these changes and hope they do not place an undue
burden on those affected. We feel the cowmpany's Tuition Reimbursement Program
still provides an excellent opportunity and fnducement for interested
employees to pursue outside educational opportunities. If you have any
questions on this matter, please call Personnel's Nancy Buchert (ext. 7304) or
Treasury Services' Ginny Klingler (ext. 7455),
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IN THE UNITED STATES COURT OF APPEALS
FOR THE THIRD CIRCUIT

UNITED STATES OF AMERICA NOS. 83-1797
NOS. 83-1832
NOS. 83-1933
NOS. 83-1934

Cr. NOS. 83-140 and 217

-y-

ROBERT B. GRAHAM SR., etal.

APPELLANT GRAHAM'S REQUEST FOR ORAL ARGUMENT
AND OPINION OF COUNSEL AS TO REASONS WHY
ORAL ARGUMENT SHOULD BE HEARD
PURSUANT TO USCA RULE 12(6)

COMES NOW the sppellant Graham by and through his counsel., Ronald
Brent Boutwell, and requests that the above entitled matter be set for oral
argument on the following grounds:

1. Appellant's appeal fs not frivolous. The lower court refected the
prosecutors position that the appeal was frivolous (G. 262a, lines 7-13).

2. The facts &nd legal arguments are not adequetly presented in the
briefs and record. More specifically:

a. The integrity and honesty of the government has been challenged
because of alleged perjurious conduct of a government witness during the
trial. This matter is discussed in Appellant's brief under point V (pages~
36, 37, and 38). The government has apparently refused again to even
address this issue. The government's silence in the face of such accusations
is too deafening to ignore. When this matter was first raised in the lower
court following the trial, by sppropriate réquest and motion, the government
refused 1o respond unless the court required a response. The lower court
ruled in the government's favor without comment. See Appellant's brief for

detalils,



367

STATEMENT OF i"ORTESCUE W. HOPKINS, PRESIDENT, TAXATION
WITHOUT DISCRIMINATION, NEW CASTLE, VA

Senator CHAFEE. Mr. Hopkins.

Mr. HopkINs. Mr. Chairman, I am from Virginia. I have been a
tax attorney for 36 years. I went to work as an attorney for the
Internal Revenue Service in 1948 in Chicago. So I have been learn-
ing the 1939 code and every code ever since then. The 1984 at,
which is a couple of inches thick, I'm trying to understand.

I represent Taxation Without Discrimination, which is a Virginia
nonprofit corporation. The tax revolution in this country is not
coming. It is here and now. There is only one possible course of
action which will defuse this revolution. Find the root cause and
get rid of it. That's what my tax Magna Charta does. It eliminates
the power of Congress to enact discriminatory income tax laws de-
signed to achieve nonrevenue related objectives.

No Bradley-Gephardt, Kemp-Kasten or other similar Band-Aid
amendments to the Internal Revenue Code will stop this revolu-
tion. Kemp-Kasten is a step in’the right direction by recognizing
that Social Security taxes, are, in fact, income taxes.

Congress is always sitting as a constitutional convention. Two-
thirds of each House can quickly approve and propose my tax
Magna Charta as a constitutional amendment. Given the opportu-
nity to do so, I believe that only a handful would vote against it.
Assuming my advice is rejected, what then is the alternative?

The tax revolution will continue and it will ultimately compel
the State legislatures to call an open constitutional convention. At
this convention, the tax Magna Charta will be approved. However,
it is extremely doubtful that the open convention would stop at
merely cleaning up the tax mess. They might carefully examine all
of the unwarranted and self-delegated powers of this Congress in
order to make ours a more representative form of Democracy.

They might carefully examine the rules of this Congress, require
a monthly rotation of chairmanship of committees, and provide
committee assignments on a totally nonpolitical basis. Other pro-
posals might include a single 5 year term for all Congressmen, in-
creasing the number of Senators from each State to reflect popula-
tion or getting rid of the Senate entirely. A line-item veto power
for the President would be proposed. There would be certain condi-
tions underwhich legislation would be subject to supreme court
review or national “eferendum before going into effect.

Priority would be given to the elimination of all retirement bene-
fits for Congress. In accordance with Patrick Henry's objections,
they would certainly remove from Congress the power to set its
own pay and other tax free perquisites. Becoming a member of
Congress would then become an honor and not a career.

Finally, it is certain that an open convention would propose
amendments to article 5 of the Constitution to make the amend-
mednt process more viable, which might include a nationwide refer-
endum.

The list of possibilities goes on and on. Gentlemen, the choice is
yours. Give up now the power to enact discriminatory tux laws to
achieve nonrevenue related objectives, a power that you are, clear-
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ly, not entitled to possess, or, later, be forced to concede far greater
powers.

After this hearing, taxation without discrimination is not going
to mess around. It plans a worldwide crusade for all countries to
adopt revenue laws that are nondiscriminatory and do not attempt
to achieve nonre.enue related objectives, conditions which are es-
sential to individual political responsibility and individual econom-
ic opportunity

Thank you.

Senator CHAFEE. Thank you very much.

" l[lThe ﬁ)repared written statement of Mr. Hopkins and Mr. Ellison
ollows:
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TAXATION WITHOUT D1SCRIMINATION (TWD)
SR 1, Box 23-A, New Castle, Va., 24127, 703-86